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EXECUTIVE SUMMARY

The AER has proposed switching from setting the obslebt at the rate prevailing at the
beginning of the regulatory cycle to setting iiccordance with an annually revised ten-year
trailing average, with a ten-year transitional g applied to the entire cost of debt. This
paper has reviewed the AER’s arguments in supgddts proposed transitional process, the
contrary arguments raised in various submissiond,then assessed all proposals against a
set of criteria drawn from the legislative requimrts. The conclusions are as follows.

Firstly, |1 agree with the AER'’s criteria for assesgsthe relative merits of transitional
processes for the cost of debt, subject only tdaoépg their first criterion by the more
general requirement when changing regimes to neagriarge one-off effects on businesses

in either direction, even if they do not violate tNPV = O principle.

Secondly, under the previous regime, it seems W lheen the general practice of private-
sector firms to use interest rate swaps to hedgédése rate component of the cost of debt
and this creates a strong presumption that this effisient behavior. Furthermore, this
conclusion is strengthened by the fact that ushreseé swaps seemed to reduce expected
interest costs and also reduced risk (in the sehsducing mismatches between the allowed
base rate for the cost of debt and that incurré@l.G denies that it was the general practice
of private sector firms to use these swaps andthiegtreduced expected interest costs, under
the previous regime. CEG also argues that, usingjffarent definition of risk (that
associated with mismatches between the allowedrenudred cost of debt rather than just the
base rate) and using US data back to only 198@rdtian 1953 or using Australian data
back to 1998, risk appears to have been increasmtenately by engaging in these swap
contracts. However, CEG do not present any persu@vidence on either the question of
the general practice of businesses or the effecsvadips on expected interest costs.
Furthermore, CEG's alternative definition of risknot clearly superior and there is no clear
rationale for rejecting data prior to 1986. Conssgly, the presumption that using swaps
was efficient under the previous regime is stillriaated. This supports the use of a
transitional regime for the base rate, becausesfiomuld not instantaneously adapt their

behavior to the new regime in which use of thesapsnis no longer warranted.



Thirdly, in respect of transitional processes fur base rate, three options are available: the
AER’s proposal, an alternative favoured by manytlé regulated businesses, and an
alternative presented earlier by me. The resutts fthe first two of these proposals range
from a small gain to a small loss to businesses filoe switch to the new regime, over the
ten-year transitional period, depending upon thé pé future interest rates and whether or
not the benchmark efficient entity reacts to thgime change in the way assumed in the
second proposal. The third possible transitiomgiime would completely neutralize the
impact of the regime change on businesses, butibtilg businesses did not engage in a new
round of swap contracts in response to the regimege, and this is unclear. So, none of the
options is clearly best. However, there is sometri@the AER using the same transitional

process for the base rate and the DRP, and thr flmvours the AER’s proposed approach.

Fourthly, in respect of the AER’s proposed transil process for the DRP, this is designed
to largely neutralize the large one-off impact lo¢ regime change on the regulated sector,
which is good regulatory policy in general, andlgo avoids the use of contentious historical
DRP data. Many submissions favour immediate adopdf the trailing average DRP but

present no arguments that counter these desiradiierés of the AER’s proposed approach.

Fifthly, and also in respect of the AER’s propogezhsitional process for the DRP, two
submissions in respect of particular businessémdlzat the present value of the differences
between the DRP allowances received and incurreédverse up to the date of the regime
change and the AER’s proposed transitional progesdd aggravate this situation rather
than ameliorate it. However, these alleged fuiffects from the AER’s proposed process
are not consequences of it but of the combinedcef’é the GFC and the timing of the
regulatory resets for these businesses, and waud arisen even had the old regime been
maintained. In addition, these exercises incotgonat merely past mismatches between the
DRP allowed and that incurred arising from the Gi€all past mismatches, including those
arising from errors by regulators in setting thiowweéd DRP, and such a broad remit is
unwarranted because the additional mismatchesarevidently substantial, may not even
be real because of errors in estimating past irduBPRPs, and implicitly judge some past
regulatory determinations to be wrong (whenever teermination differs from the
contemporaneous value for the historical DRP sdhatis used to estimate the past DRP
incurred by the businesses). Furthermore, onehe$et two exercises seems to favour

compensation now for all such past mismatches, thrdefore would involve the AER
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judging many past determinations (including its d#mbe wrong, as judged by retrospective
use of a DRP series that the AER has currentlyctlefor this purpose, and compensating

accordingly. Such an exercise would be bordermthe surreal. | therefore do not favour it.

Sixthly, in respect of the five criteria drawn frdegislative requirements and against which
all proposals are assessed, one of these critgniares a formulaic approach and is therefore
clearly satisfied by both the AER’s proposed traosal approach and the alternatives
proposed by some of the regulated businesses vingoimmediate adoption of the trailing
average DRP and/or a different transitional proéesshe base rate. The remaining criteria
are essentially equivalent, and can be expressed precisely as satisfying the NPV =0
principle and neutralizing the impact of any lagyes-off effects from a regime change. In
respect of the base rate, these requirements tiséeshby the AER’s proposed transitional
approach and also by the alternative transitiorgbr@ach favoured by some of the
businesses. In respect of the DRP, these requntsnage also satisfied by the AER’s
transitional approach to the DRP but they are raisfeed by the alternative approach

involving immediate adoption of a trailing averdgeP.

Finally, | have previously provided advice on thensitional issue to the AER and nothing in

these submissions warrants any change in thatedvic



1. Introduction

In its recent Rate of Return Guidelines (AER, 201Be AER proposed switching from
setting the cost of debt at the prevailing ratthatbeginning of the regulatory cycle to setting
it in accordance with an annually revised ten-yediling average. In addition it favoured the
use of a transitional process over ten years, ithwthe prevailing rate is used in the first
year, this weight is reduced by 10% each yearvonuaof the prevailing ten-year rate in that
year so that a ten-year trailing average arisabartenth year following the commencement
of this process, and the ten-year trailing aveiagbereafter maintained. This proposal has
generated a number of contrary submissions. lardaace with the Terms of Reference (see
Appendix 1) this paper seeks to review the AERguarents, the arguments raised in these
submissions, and then to assess all proposals shgairset of criteria drawn from the

legislative requirements.

2. Review of the AER’s Position

The AER (2015, pp. 141-191) reviews four possitggams in respect of switching from the
current methodology to a ten-year trailing averagest of debt: maintain the current
methodology, transition to the ten-year trailin@ege over ten years, immediately switching
to the ten-year trailing average DRP whilst traosing in respect of the base rate, and
immediately switching to the new regime. In chogsbetween these options, the AER
invokes the following five criteria.

(1) Promoting efficient financing practices consistevith the principles of incentive
based regulation. The AER equates this criteriath wegulatory behavior that
ensures that businesses face the consequencesiofptst decisions (whether
favourable or unfavourable). It concludes that mdmtely switching to the trailing
average base rate fails this test because the ipanktefficient entity (BEE) would
have entered into interest rate swaps under thego® regime, these swaps are not
efficient under the new regime, they cannot beainty abandoned, and therefore a
transitional process is required.

(2) Providing a BEE with a reasonable opportunity tooker efficient financing costs.
The AER equates this with the NPV = 0 principled aoncludes that immediate
adoption of the trailing average DRP or the trgilaverage cost of debt fails this test

for reasons given in Lally (2015, section 8.9).
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(3) Matching the allowed cost of debt with efficienstofor each regulatory period. The
AER concludes that immediate adoption of a ten-yedling average base rate would
fail this test because a BEE would have previoesigaged in interest rate swaps,
these could not be immediately unwound, and theszefee base rate costs incurred by
a BEE once the new regime was adopted would diveage the ten-year trailing
average allowed base rate. The AER also considatdailure to immediately allow
the trailing average DRP might fail this test.

(4) Not retrospectively selecting averaging periodsdetermining allowed returns, even
on the part of the regulator. The AER concludes timmediate adoption of a trailing
average DRP or cost of debt fails this test.

(5) Avoiding the use of contentious historical DRP datdhe AER concludes that

immediate adoption of a trailing average DRP ot obslebt fails this test.

Taking account of these criteria, the AER favoutgasitional regime for both the base rate
and the DRP. The AER uses these criteria to assegwerits of four options, which cover
two fundamentally different decisions: whether kiftsfrom the current regime to a trailing
average, and in the event of switching whetherdopta a transitional process for the base
rate, the entire cost of debt, or neither. In eesf whether to change regimes, | think a
broader range of criteria are required and theoapdf only adopting a trailing average for
the DRP should also be considered. As describédllg (2014a), | favour continued use of
the on-the-day regime because its disadvantagekfjein of the NPV = O principle, greater
bankruptcy risk, and greater output price varigtiare minor and less significant than its
advantages, which are ease of implementation ass#iancentive problems for capex and
new entrants (or lesser complexity if these ina@enproblems are addressed). In addition,
the CDS market is likely to continue to develop amay reach the point at which the DRP
risk under the on-the-day regime could be betteighd by regulated businesses, which also
favours continued use of the on-the-day regime, c8osistent with the Terms of Reference,
| therefore limit my comments here to the secondamgstion of whether to adopt a
transitional process for the base rate, the eatist of debt, or neither in moving to a trailing

average approach.

Turning to the AER’s criteria, (1) is merely oneaexple of a much broader issue of regime
changes inducing one-off effects on businessescowiingly, | would replace (1) by the

requirement to avoid large one-off effects on beisges in either direction, even if they do
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not violate the NPV = 0 principle. In addition,wlould limit (4) to actions taken by a
regulator because actions of this type taken bydficould reasonably be supposed to be
taken by firms so as to benefit themselves, argvoiuld violate both (1) and (2). Otherwise
| favour the AER’s criteria. Furthermore, sincéamia (3), (4) and (5) could conflict with (1)
or (2), it is desirable to specify a ranking foe ttriteria where possible. | consider (3) much
less important than (1) and (2), because violat@n®) that do not involve violations of (1)
and (2) would involve largely offsetting mismatchasdifferent regulatory periods. | also
consider (4) much less important than (1) or (2duse violations of (4) that do not involve
violations of (1) and (2) involve only actions by ragulator that are suspected to be
prejudicial towards businesses or consumers asseppto actually being so. Finally, in
respect of (5), difficulties with historical dataowdd range from the trivial to the
overwhelming and therefore the ranking of (5) cotddge from the lowest to the highest

respectively.

Turning finally to the application of these criterio the three transitional options, | agree
with the AER’s comments subject only to use of ansitional process for the DRP being

likely to fail criterion (3) for some of the bussees.

CEG (2015g) critiques the AER’s analysis describbdve, using the same criteria adopted
by the AER! In respect of promoting efficient financing piaes consistent with the
principles of incentive based regulation, CEG (2)1paras 5-11) argues that transitioning
the entire cost of debt does not correspond to pmagtically implementable financing
practice and therefore cannot satisfy this requer@m As argued by me above, this criteria
should be generalized to that of avoiding large -offieeffects on businesses in either
direction when regime changes occur, even if theyat violate the NPV = O principle. As
discussed in Lally (2015, section 8), the AER’spm®al to transition the entire cost of debt
does satisfy this test and CEG'’s specific objestitanthis reasoning will be addressed later in

this report.

In respect of providing a BEE with a reasonableaspmity to recover efficient financing
costs over the life of its assets, CEG (2015g, a&a21, Appendix B) disputes the AER’s

! The AER includes the old regime amongst the optexamined, and CEG therefore does likewise. Hewev
for reasons given above, | limit the analysis t® blative merits of transitioning the base rate,éntire cost of
debt, or neither.



claims concerning the size of the DRP ‘gain’ (DRPveances less that incurred) in the
period from 2008 till 2014. Since this involvesdiapute over the size of the DRP rather than
the appropriate criteria to invoke in choosing lesw competing policies, | therefore deal

with this in section 4.4.

In respect of matching the allowed return on delih wefficient financing costs for each

regulatory period, CEG (2015g, paras 22-29) argiuaisthe AER’s proposal to transition the
entire cost of debt fails this test in respecthef hext regulatory period, and most particularly
in respect of the DRP. It is uncontroversial tthtee AER’s proposed approach is likely to
lead to a mismatch between the allowed and incui@®s over the next regulatory period.
The more important issue is whether this mismagchmportant relative to satisfying the

NPV = 0 principle and avoiding large one-off efie@tom a regime change. In my view, the

latter two criteria are far more important and tfeyour the AER’s proposed process.

In respect of not retrospectively selecting averggieriods for determining allowed returns,
even on the part of the regulator, CEG (20159, $8@34) argues that a trailing average
necessarily uses historical data and thereforedtiisrion is inevitably breached. | do not
agree. The AER'’s point is that, given that a ingilaverage is to be used, the transition
towards that point should never use any data shatiirently historical and the future data to
be used must be drawn from periods that are spdcifi advance, so as to ensure that a
business does not select an averaging period afiserving the results in that period.
Furthermore, once the trailing average is in opamatthe businesses must select the

averaging periods in advance. Thus CEG’s argumsemtong.

CEG (2015g, paras 30-34) also argues that the AHRdposed transition using only
prospective data will almost certainly result ifower allowed cost of debt for the next year
than immediate adoption of the new regime or ttarsng only in respect of the base rate,
because the prevailing cost of debt is below #gitig averagé. However, in referring to the

AER'’s proposal as using only prospective data, GB6tradicts its claim described in the

previous paragraph. Furthermore, the differentevdsen the AER’s proposed approach and

2 CEG are assuming that the BEE did not hedge tise bate component under the old regime and their
reference to the next year is actually a refereadke first year under the new regime. If the Bl hedge the
base rate component, the AER’s proposed approaaldwealy result in a lower cost of debt for thesfigyear of

the new regime than immediate adoption of the neginme if the prevailing DRP at that point were belts
trailing average. This is currently the case,rbaly not be when firms with resets in 2018 are fitdiject to the
new regime.



immediate adoption of the new regime will be aféecby not only the interest rate in the first
year of the new regime but the base rates in thewfimg nine years, and there is much less
certainty about the outcomes in those yéafrthermore, and most importantly, the AER
first proposed this transitional process in 201Bicl is between one and five years prior to
the regime taking effect (for firms with resets2@14...2018). Thus the AER proposed a
course of action well before the consequences fisinkesses in general would have been
clear for even the first year of the new regime. cBntrast, businesses with resets in 2014 or
2015 and who favoured a particular course of adiaiat time would have known the effect
of the regime change in the first year of the negime at that point and therefore were

highly exposed to self-interest in expressing tpeaference.

In respect of avoiding the use of contentious hisad DRP data, CEG (2015g, paras 35-41)
argues that the most important requirement is éthe “correct dataset”. | do not agree. |If
the correct data set were historical, and the desiee simply unavailable, CEG’s proposal
would be incapable of implementation. CEG may hiatended to argue that the problems
with historical data are not substantial and, iat thvent, the criterion is secondary to other

criteria. If this is CEG’s point, | think it is wontentious.

CEG (2015g, paras 35-41) also argues that therm iseason to believe that prospective
averaging periods will be less contentious tharohisal periods. | do not agree. The

historical data is drawn from a period that inckideDRP spike of unprecedented magnitude
(as judged by the US DRP data for 1953-2015 thasesl by Lally, 2015, Appendix 2).

CEG (2015g, para 41) also argues that the transitisegime favoured by the AER
intensifies the potential for dispute because theyht given to the initial averaging period is
greater than even under the old regime whereasy g@a@st month in a ten-year trailing
average receives a weight of only 1/120. Howethar,weight given to the initial averaging
period is 100% in the first year declining to 1084the tenth year, with an average of 55%.
By comparison, the weight given to it under the @dime would be 100% for the first five
years and zero thereafter, for an average of 5086 the first ten years. Thus, the weight
given to the initial averaging period is only maxajily greater under the AER’s proposed

transitional regime than under the old regime. thkemmore, within the historical period,

® The DRPs in years beyond the first under the reyinte exert the same impact on the allowed DRP runde
both the AER'’s transitional regime and immediatepiibn of the new regime (10% in both cases).
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much of the data from mid 2008 to the end of 20 Bighly contentious, as judged from
CEG (2015c, Figure 14 and 15). So, if a trailingrage were adopted immediately, much of
the data used would be highly contentious. Funtioee, all of this contentious data would
continue to afflict the trailing average for sevgraars. By contrast, the data are not highly
contentious from the end of 2013, as judged fromGCR015c, Figure 14 and 15).
Accordingly, | think that there is more room foisgute in immediately adopting a trailing

average than in adopting the AER’s proposed triansit regime.

3. Review of Submissions on a Transitional Process ftihe Base Rate

3.1 CEG Optimal Use of Interest Rate Swaps

The AER’s decision to adopt a transitional regimeadspect of the base rate component of
the cost of debt reflects a belief that it was aéfnt practice under the old regime for
businesses to fully hedge the base rate by engagingerest rate swap contracts. Lally
(2014b, pp. 26-27) argues that, under the on-tlyerdgime, the use of interest rate swap
contracts reduces expected interest costs (bethedere-year base rate is generally lower
than the ten-year rate, and by more than the tctinsa costs of the swaps), and it reduces
risk (by aligning the base rate within the costlebt that is incurred with that allowed by the
regulator), and it is the general practice of pevsector regulated firms to do so.
Accordingly, it can be judged to be efficient preet CEG (2015a, sections 4.4-4.6)
contested each of these claims, and most partigutae claim that the swaps would reduce
risk because use of them would eliminate a nahedfe between the base rate and the DRP.
In effect, Lally (2014b) defines risk as that asated with the base rate allowed net of that
incurred whilst CEG (2015a) defines it as that esged with the entire cost of debt allowed
net of that incurred. In response, Lally (2015,pApdix 2) rebuts CEG’s claims, and in
particular demonstrates that, even using CEG’snidiefn of risk, the use of swaps still

reduces risk.

CEG (2015b) responds to each of these pointstiFiSEG (2015b, section 3.9) disputes the
claim that it is the general practice of privatetee entities to engage in these swaps, by
referring to a statement made by Jemena’s Treddeay that is “not inconsistent” with the

firm hedging less than 100% of its cost of debtebage. These comments by this Treasury
Head neither support nor contradict any claim iis #rea, and are therefore neutral. By
contrast, Lally (2014b, page 26) cites a numbesuafh businesses and their advisers who

claim that it is their practice or general practicdhedge in this way. In particular, Citipower
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et al (2013, page 7) indicate that they do hedg¢his way, AGN (2015, page 45) do
likewise, the AER (2009, pp. 152-154) in summagzisubmissions from private-sector
entities concludes that such hedging is standaadtipe amongst private-sector firms, SFG
(2012, page 24) claim that it is standard practicengst small to medium sized businesses
to hedge in this way, NERA (2014, page 22) makestree claim, and Jemena (2013, page
19) claims that it is standard practice amongst \fBRyeneral. CEG do not contest any of
this evidence. In addition, SFG (2015, footnotean® 32) refers to SA Power Networks,
Citipower, Powercor, JGN, JEN, and United Energy paactitioners of this method.
Furthermore, amongst these papers, the only refeseto the hedging being done at any
level less than 100% are 80 — 100% by Envestra (ADR9, pp. 152-154), 98 — 100% by SP
Ausnet (AER, 2009, pp. 152-154), and 80 — 100% BNA(2015, page 45). So, all of this
evidence indicates that hedging at or close to 10@% the general practice in the private

sector under the previous regime.

Secondly, CEG (2015b, section 3.8) disputes thendlaat the expected reduction in interest
costs of at least 0.25% (by moving from the tenrye@se rate to the five-year base rate)
exceeds the transactions costs of the swaps (oheore than 0.10%) by citing the QCA
(2014, page 29), who claim the transactions cast®t0.15% - 0.20%. However the QCA
does not provide any evidence in support of itsrede, and also states that the transactions
costs would be “considerably less” than the exmkcesluction in interest costs; thus, the
QCA contradicts CEG’s primary claim, even with esited transactions cost in excess of
those presented in Lally (2014b, page 27). Mudheloestimates of transactions costs are
noted by Lally (2014b, page 27), comprising 0.099aJémena (2013, page 22, page 27) and
0.05% by Chairmont (2013, page 19). More recer@lyairmont (2015, page 31) estimates
them at 0.03 - 0.10%, UBS (2015b, section 3.2).40%, and UBS also refers to a 2013
estimate by Evans and Peck (2013) of 0.16%. Tiberldgure is an outlier. Using only the
two estimates from 2015, the result is up to 0.10%ich is still consistent with Lally’s
(2014b, page 27) conclusion of up to 0.10%. E\wirgy the Evans and Peck estimate to the
2013 estimates, the median of these estimatedlli®rdy 0.09%, which is also consistent
with Lally’s (2014b, page 27) conclusion of up td@». CEG (2015b, section 3.8) also
refers to a claim by the AFMA (2013, pp. 2-3), th@nsactions of this kind do not reduce
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costs due to “recent international regulatory depelents™ However, as noted by Lally
(2014b, page 28), the AFMA neither elaborate upos ¢comment nor provide any evidence

in support of it.

CEG (2015b, section 3.8) also notes that the difféal between the five and ten-year base
rates fluctuates significantly, and this reducesutility of using swaps. However, volatility

in this differential is an essential condition fttre swaps having any utility rather than
reducing their utility. To illustrate this pointonsider a regulated business that has just
commenced operations and borrows for ten yeardasa rate of 5% whilst receiving a base
rate allowance for the first five years at the eatrfive-year base rate followed by the five-
year base rate prevailing in five years. If oneepts the (standard) view that the term
structure of interest rates conforms to the expiects hypothesis with a liquidity premium,
the expected result to this firm will be expectédveances that are less than the ten-year cost
incurred. For example, if the liquidity premium1% and the current five-year base rate is
4%, the expected five-year base rate in five yeanst be the solution to the following
equation (van Horne, 1984, Chapter 5, and equé&tion

(105" = (104)°[1+ E(R;) + 01°

This implies an expected five-year base rate ia figars of 5%. Thus the allowance for the
next five years is 4% followed by an expected atloee of 5%, whilst the base rate incurred
will be 5% for the entire ten years. Thus, thetdosurred will exceed the expected

allowances. Alternatively, if the current five-ydaase rate is 6% whilst the current ten-year
base rate remains 5%, then the expected five-y&se tate in five years would be 3%. So,
again, the cost incurred (5% for ten years) wilteed the expected allowances (6% for five
years followed by 3% for five years, with an avera 4.5%). However, in both cases, use
of swap contracts would convert the ten-year base otherwise incurred into the current
five-year base rate for five years followed by tfiee-year base rate in five years.

Accordingly, the costs incurred would match the@wahnces, and would do so regardless of
the differential between the five and ten-year bases. So, the swaps eliminate a risk and

also reduce expected costs. All of this assumed the differential between the

* CEG provides a reference to the AFMA comments ERA2009, page 122) but there is no reference tioere
it. The comments are presumably drawn from AFMB1®, pp. 2-3).
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contemporaneous five and ten-year base rates #litestu If this differential never changed, it
would have to be zero and therefore the cost irduwould always match the allowance,
regardless of whether swaps were undertaken. 8apmng would be pointless. Thus,
fluctuations in the differential between the fivadaten-year base rates give rise to an
advantage from using swaps rather than reducinig tiidity. CEG’s contrary claims are
therefore incorrect.

CEG (2015b, section 3.8) also argues that the isevaps becomes “very expensive” if the
current five-year base rate exceeds the currentdanrate. However, as demonstrated in the
previous paragraph, this claim is incorrect. Tihs® wf swaps always matches the cost
incurred to that allowed, whilst not swapping alwdgads to costs incurred exceeding the
expected allowances (so long as there is unceytainbut future differentials between the

five and ten year rates, and hence a liquidity juemexists).

Thirdly, CEG (2015b, section 3.4 and section 4uasythat Lally’s conclusion that swaps
reduce risk even when it is defined to relate wehtire cost of debt (rather than just the base
rate) is contingent upon his use of data from 12885, and use of the more appropriate
period 1986-2015 would have reversed the conclusiém order to better appreciate the
arguments for using that shorter period, | repeatspof the analysis in Lally (2015,
Appendix 2). Under the on-the-day regime, a bussingould receive an allowed cost of debt
over a regulatory cycle equal to the sum of theyear risk-free rate and the ten-year DRP
averaged over a short window shortly before theirmgg of the regulatory cycle.

Assuming a one-month window, this allowed ratea@egulatory cycle would be as follows:

k(Allow) = R?>® + DRRJ™® (1)

If a business did not engage in swaps, the incurost (of staggered fixed-rate ten-year debt)
over each month in the regulatory cycle would & gbm of the prevailing ten-year trailing

averages of the ten-year risk-free rate and the:DRP

k(Paid) = R, + DRR{" (2)
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The standard deviation of the difference betweerattowance in (1) and the incurred cost in
(2) is then
SD(Allow - Paid) = SD|(R%°® - RT4 )+ (DRRS™® - DRRY)| 3)

By contrast, if the business does engage in timéseest rate swaps, the incurred cost for each
month during the regulatory cycle would be the sfrthe five-year risk-free rate prevailing
at the beginning of the cycle and the ten-yealingiaverage of the ten-year DRPIf the
swap contracts are entered into over a five-monihdew (centered on the one-month

window used by the regulator), the result wouldabdollows:
k(Paid) = R\°® + DRR{* 4

The standard deviation of the difference betweenalfowance shown in equation (1) and

this incurred cost in (4) is then as follows:
SD(Allow - Paid) = SDR°® - RO°® + DRRI™® - DRR!) 5)

To focus upon the crucial point, | ignore the diéiece between the five and ten-year risk-
free rates at the beginning of each regulatoryecgblown in the last equation, in which case

the last equation becomes
SD(Allow- Paid) = SDDRE™® - DRR) ©)

So, in the absence of hedging, equation (3) prewit therefore the firm is exposed to two
sources of risk over the course of a regulatoryecydifferences between the allowed risk-
free rate set at the beginning of the cycle andbtigping ten-year trailing average, and also
differences between the allowed DRP set at thenbégy of the cycle and the ongoing ten-
year trailing average. By contrast, in the preseat hedging, equation (6) prevails and
therefore the firm is exposed to only the secondhefe two sources of risk. Typically,

additional sources of risk aggravate overall riskowever, if the two sources of risk in

equation (3) are sufficiently negatively correlatéte standard deviation from (3) could be

® This assumes that the five and ten-year swap ratsh the corresponding risk-free rates. Lall§1&,
Appendix) shows that this is a minor issue.
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less than (6) and therefore not hedging would hawer risk. To examine this point more
closely, letH denote the proportion of the base rate cost thaedged. Invoking equations

(2) and (4), the incurred cost is then

k(Paid) = HR%®® + (1- H)R[%, + DRR{"
Treating the five-year risk-free rate here as viiére equal to the ten-year rate (so as to focus
upon the key point), and deducting this incurrest ¢iom the allowance in equation (1), the
standard deviation of the difference between tleevald and incurred cost is then

SD(Allow - Paid) = SD|(R%°® - R4 )1~ H) + (DRRS™® - DRRY)| )

Expressing the last equation in terms of variamagser than standard deviations, and letting

R, denote the difference in the risk-free rate teimshe last equation an®RP the

difference in the DRP terms there, this equatigrcéh be expanded as follows
o?(allow - Paid) = 0%(R, )1~ H)? + 0 ( DRP) + 20(R, )(1- H)o( DRP)corr(R, , DRP)

Differentiating with respect tbl, and solving for the optimal value Hfyields

_ (R, ) +0(R, )o( DRP)corr(R,, DRP)

H -
*(R;)

(8)

So, if the correlation between the risk-free ratd BRP terms is negative, the optimal hedge
ratio will be less than 1. With these preliminarid now turn to CEG’s arguments
concerning the appropriate historical period frohvich to draw data. Lally (2015, Appendix
2) uses the longest available data set (US data &#853-2015) to compare the standard
deviations from equations (3) and (5) and findg tha standard deviation from (5) is lower
(0.82% versus 1.49%), and therefore hedging lowisks CEG (2015b, section 3.4 and
section 4) argues that using data from April 198@vards rather than April 1953 onwards
produces a standard deviation from (3) that is fatvan that from (5) (0.71% versus 0.97%),
and therefore not hedging lowers risk. In suppbnising the shorter period, CEG (2015b,
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section 4.3.1) argues that inflation in the US Wwagh and unstable from 1970 to 1986, and
this is no longer the case. In addition there wdwve been significant errors in predicting
inflation in this period, with underestimation irhet 1960s and 1970s followed by
overestimation in the 1986sCEG also argues that, since the actual allowgrameted by the
AER for the cost of debt is the rate prevailingtteg beginning of the cycle, less expected
inflation to convert it to a real rate plus actirg#lation (because revenues are escalated in
accordance with it), these inflation forecastingbey would lead to the allowed cost of debt
significantly diverging from that expected. By ¢t@st, equation (1) implies that the allowed
cost of debt is that prevailing at the beginninglef cycle. So, since equation (1) does not

adequately reflect the situation in 1970-86, CE@uas that this period should be removed.

CEG'’s characterization of the AER’s former reversegting process is not correct. Under
the old regime, the AER allowed a cost of debt bagmn the nominal rate prevailing at the
beginning of the regulatory cycle, consistent wauation (1). Along with other cost
components, a revenue stream was then determindigefoegulatory cycle in nominal terms.
This was then replaced by a smoother revenue stteatrhad the same present value but
would escalate from an initial revenue in accoréandth actual inflation, with the initial
revenue determined using expected inflation. Thiisactual inflation diverged from
expected inflation, the actual revenue stream wdiffdr from that expected. However, such
an error would be a consequence of the smoothihgnse used by the AER and would not
imply that the allowed cost of debt differed fronetnominal rate prevailing at the beginning
of the cycle. Furthermore, even if one accepte@GErgument that differences between the
expected and realized inflation rate should beosgectively assigned to the allowed cost of
debt, and in particular to the base rate becausethbodies the inflation forecast, CEG does
not present any evidence on the extent of thiscef@d how it would have affected the
analysis in Lally (2015, Appendix 2). CEG'’s claiimat there would have been inflation
forecast errors in the 1970-1986 period is uncemtrsial, but there will be inflation forecast
errors in all periods; it is merely a question efjcee and CEG’s point must be that the errors
were sufficiently large in the 1970-1986 periodinosome way undermine the value of the

data from this period for the purposes of the aialin Lally (2015, Appendix) but they do

® CEG present the claims about high/unstable imftatiand errors in predicting inflation, as two gepa
arguments. However, the second point follows ftbmfirst. Furthermore, the observation that iidla was
higher and less stable in the 1970-86 period tharently is not a sufficient condition for excludithis period;
it is necessary to demonstrate that it significaaffects the results from equations (3) and (BEG’s second
argument seeks to do so. So, | analyse only seeiond argument.
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not provide any explanation for why this would lee SThus, CEG’s argument for excluding
data from the 1970-86 period is unsupported. [euntiore, CEG (2015b, para 122) claims
that inflation forecast errors would affect theoaled cost of debt by the same amount, and
this claim is not correct; the impact on the allovemst of debt (assuming the forecast errors
are retrospectively attributed to the allowed castgapital) would be much less than the
forecast error, as shown in the Appendix. ThusGGQ&il to demonstrate that these forecast
errors would exert any material impact on the asialin Lally (2015, Appendix 2) and any

effect from their point would be much less thariroked by them.

Despite this, two arguments for excluding the 1880period could be offered. The first
possible argument relates to the standard deviatiothe risk-free rate differentials in
equation (8). If the correlation between the fige rate and DRP differentials is negative,
any phenomenon that raises the variance of thefresk rate differentials will raise the
optimal hedging ratio, and therefore (5) will tetadoutperform (3). An inflation spike will
have this effect: as inflation rises, the risk-frege differentials will rise and then fall as
inflation falls, and this will increase the stamdlaeviation of the risk-free rate differentials.
Furthermore, if one did undertake retrospectivaistdjents to the allowed base rate at the
beginning of each cycle in accordance with the CE@ument discussed in the previous
paragraph, this would amplify this tendency. Soyping the correlation between the risk-
free rate and DRP differentials is negative, (5) vénd to outperform (3) during a high
inflation era, and this is much less relevant te firesent era of low inflation. This is
consistent with the data; across the series of ywar periods examined in Lally (2015,
Appendix 2), starting in March 1963, March 1964, rbla 1965, March 1966, and March
1967, and in respect of the average within-cycleiesaf the risk-free rate differentials in
equation (3), the three highest values (in absdkties) occur within or largely within the
1970-86 period to which CEG refers: 1982-87, 1980d#hd 1981-86 (these averages are all
positive). However, this argument presumes thatetation between the risk-free rate and
DRP differentials was negative during the 1970-&Biqa. In fact the correlation was
moderately positive, as shown in Table 1 below, tBe increased standard deviation for the
risk-free rate differentials would have reduced thgtimal hedge ratio, and therefore

mitigated the extent to which (5) outperformed (3).

A second possible argument for truncating the pleobanalysis to that from 1986 relates to

the correlation coefficient shown in equation (Bging that between the risk-free rate and

18



DRP differentials shown in equation (7). This etation coefficient is driven by the
correlation coefficient between the contemporandeunsyear risk-free rate and the ten-year
DRP. Using the US data, the estimates from varostorical periods are shown in Table 1.
The estimate using all of the data (1953-2015)asitive (.05) and therefore hedging is
unsurprisingly favoured over not hedging when usiigf this data. By contrast, using the
subperiod 1986-2015 favoured by CEG, the estimatmdelation coefficient is strongly
negative (-0.57) and therefore not hedging is yrssingly favoured over hedging when
using only data from this shorter period. Thusnight be argued (even if CEG have not)
that data prior to 1986 should be rejected bec#usdrue correlation coefficient changed
around that point. However, as shown in the last fows of Table 1, a decomposition of
the 1986-2015 period into four subperiods revdads the correlation was positive for almost
half of the period and only mildly negative for rhas the rest of if. Furthermore, even if
the correlation were consistently negative from@L3e cannot simply choose the historical
period for estimating a parameter in order to poedthe most desirable results; one must
present a credible argument for the true correlatmefficient changing from 1986. The high
and volatile inflation in the 1970-86 period is mdiviously the cause of the markedly higher
correlation coefficient in that period relative 1886-2015, because a similar estimate to that
of 1970-86 is obtained in the low inflation peri@853-69, and this period is of the same
length as that for 1970-1986. Thus there is no gogdment for using only data from 1986.

Tablel: Estimated Correlation Coefficients Fromivas Periods

Period Full Period Subperiods Subperiods
April 1953 — January 2015 .05
April 1953 — December 1969 .07
January 1970 — March 1986 .18
April 1986 — January 2015 -.57
April 1986 — December 2000 -.18
January 2001 — December 2005 A1
January 2006 — December 2007 - 74
January 2008 — January 2015 .07

" The subperiods were chosen to identify the twéoplerin which the estimated correlation is positive
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CEG (2015b, section 3.3, 3.6 and Appendix B) alsssgnts estimates of the relationship
between credit spreads and risk-free rates frorargty of (mostly) academic papers, all of
them negative, claims that it is “well establishedthe finance literature since at least
Longstaff and Schwartz (1995) that credit spreadsiraversely related to the base level of
interest rates”, and that this negative correlaérplains the superiority of not hedging. The
virtual unanimity in the negative correlations hrese cited studies would seem to suggest
that the issue is beyond doubt. However, amoigstases in which CEG reports the period
examined, the average such period is only 10 yedngh is much less than the 29 year
series (1986-2015) favoured by CEG, let alone the/éar series (1953-2015) favoured by
Lally (2015), and one of the studies cited by CE®suonly four years of data. Thus, on this
basis alone, these cited studies are far infeoothe analysis undertaken by CEG, and

presumably have been reported merely to add ballast

Furthermore, many features of these papers furteduce their value in the present
circumstances. For example, the analysis by Laiffigsind Schwartz (1995, section 1V)
relates tachangesn credit spreads archangesn the risk-free rate rather than to levels, and
this apparently innocuous difference has significafifiects: over the period April 1977 to
December 1992 examined by these authors, the atiorelbetween the monthly DRP and
ten-year risk-free rate in the US data used by Hailly and CEG is 0.19 whilst the
correlation between the monthly changes is -0.7d, the latter has the same sign as the
coefficients in the regressions conducted by Laaffisind SchwartZ. Furthermore, the
regression model used by the authors incorporajegyereturns as a further explanatory
variable, with the result that the relationshipreated between changes in credit spreads and
changes in the risk-free rate involves holding tamsthe additional explanatory variable.
Thus, had Longstaff and Schwartz conducted theilyais on levels rather than changes and
not added the additional explanatory variable, theyuld presumably have reported a
positive correlation between credit levels andribk-free rate, and CEG would presumably
not then have cited the paper. Furthermore, giliervariation in results shown in Table 1,

there are presumably a host of actual empiricatlistu reporting positive correlations

8 There is no inconsistency in these two markedffedint correlation coefficients (using levels athn
changes). A positive correlation in levels for idaY would be achieved if both series rose overrétevant
period, and this would not preclude a negativeatation when using changes because variable X daillth
months when variable Y rose and rise when Y didchainge.
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between credit spreads and the risk-free ratémiplg depends upon which historical period

one uses.

CEG (2015b, section 3.7 and Appendix D) also prissestimated correlations between base
rates and DRPs for ten Bloomberg DRP series, fiomfthe US and five more from other
countries. They are all negative. The period érathis not disclosed but it is presumably
from 2015 back as far as possible. By contrast)ehgth of each data series is disclosed and
the average is 14 years. In respect of the US dse¢a by Lally (2015), the estimated
correlation over the same 14 year period (2001i45).38, and therefore there is little value
is citing additional US data over the same periédirthermore, additional data from other
countries that yields similar correlations meregnobnstrates that the underlying base rate
and DRP data is strongly correlated across cowntrihe fundamental problem remains: 14
years of data is inferior to the 29 years of dataduby CEG (2015b), and even more so to the
62 years of data used by Lally (2015). Furthermibrene is going to select relatively short
data series finishing in 2015, the US data usedldlly generates an estimated correlation
that is positive over the period 2008-2015. The] CEG presented results for this period

using the same indexes, the results would haveipraisly been typically positive.

CEG (2015b, section 3.7 and Appendix D) also prissestimated correlations between base
rates and DRPs for a further four US DRP seriesy ¢the period 2000-2015. Again, the
results are all negative. Given that the five E@8uits reported by CEG and referred to in the
previous paragraph are over essentially the samedpehere is little additional value in
these additional four correlations. One could gateeliterally thousands of results of this
type, by slight variations in the periods examineatiations in the data reporting frequency

(daily v weekly v monthly), and variations in thges of firms examined.

The most striking feature of CEG’s results is thltof them are negative. Clearly, CEG
intends this to be persuasive. However, as showiable 1 above, results in this area are
guite variable according to the period examinedrtiermore, as also discussed above, they
can flip from positive to negative purely in accande with whether the correlations are in
respect of levels for the two variables or for ademin them. So, the fact that of CEG’s
reported results are negative is grounds for cenalie suspicion rather than acceptance of a

seemingly incontrovertible fact.
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CEG (2015b, section 3.4) also determines the opt@ging proportion for each point from
which data is used, i.e., the proportion hedged iaimizes the standard deviation of the
difference between the allowed and incurred coshus, if data is used from 1953, the
optimal proportion is 81% rather than 100% anddata is used from 1986, the optimal
proportion is 17% rather than zero. Presumablyptbiat of this is to suggest that, even if
data from 1953 were preferred, it would still beomg to conclude that the efficient behavior
was to fully hedge (as the AER does). However,ftmlamental point still remains that
private-sector firms do hedge this risk (appareatiyor close to the 100% level), and this
gives rise to the reasonable presumption thatishefficient behavior. Nothing in CEG’s
analysis that leads to the figure of 81% underth#t presumption, because firms might
define risk differently to CEG, or use a differdmstorical period for determining the optimal
course of action, or simply judge that the optifeatlging ratio could not be estimated any

more reliably than allowing one to choose betwe@dP4 and zero.

CEG (2015b, section 5.1 and 5.2) also argues heaietare a number of weaknesses in the
analysis by Lally (2015, Appendix 2) and proposegections to these. The first of these
corrections is to conduct the analysis for evergsgue regulatory start date rather than just
the March start dates examined in Lally (2015).isTéxpands the number of possible time
series from 5 to 60 (for a given strategy pursugd lfirm). | agree with this extension to
Lally (2015). As shown in CEG (2015b, Table 6sffisection), this expansion in the number
of regulatory starting points has no material dffatthe results when the 1953-2015 data set
is used, i.e., the use of swaps still yields mumhelr risk. However, when the data used
commences in 1986 or later, the situation chany®ben only March regulatory start dates
are used, as Lally (2015) did, not hedging is Sopdor data sets commencing from any
point from 1986 to 1995 (CEG, Figure 8). By costravhen using 60 regulatory starting
points, there are various times within the peri®@®31995 at which use of the swaps is
superior to not using them (CEG, 2015b, Figure 3Rgmarkably, CEG (2015b, para 304)
claims otherwise but CEG (2015b, Figure 37) isejulear.

CEG’s second proposed correction is to pool datasacall 60 possible regulatory starting
dates before determining the standard deviatioms Would be appropriate if a firm had 60
regulatory businesses, each with a different start. However, since this is not the case,

determining the standard deviation for each posskdrt date is more appropriate, followed
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by averaging over these standard deviations tarméie the risk faced by an average firm
(as done in Lally, 2015).

CEG'’s third proposed correction is to determinedtaandard deviation of each series relative
to zero rather than the sample mean. However ghipition, the result from doing so would
not be a standard deviation but a root mean squaned (RMSE). The effect on the
unhedged strategy should be slight because the diarence between the cost allowed and
that incurred should be close to zero in the alsefdiedging. However, in the presence of
hedging, the base rate incurred would be the fea-yate whilst that allowed by the AER
under the old regime was the ten-year rate. Simeé¢en-year rate typically exceeds the five-
year rate, the average difference between the atloand incurred base rates would be
positive; this is an advantage to hedging and e moted as such in Lally (2015), i.e.,
hedging reduces average costs as well as risk. ekfenw under CEG’s proposal, this
favourable differential would raise the RMSE andr#fore be treated as an adverse feature
of hedging (as is apparent in CEG, 2015b, Figurse6pnd section). Since the favourable

differential is a desirable consequence of heddii:’s correction is flawed.

CEG's fourth proposed correction is to use Australilata, which favours not hedging over
100% hedging consistent with results from the UsE® data from 1986 (see CEG, Figure
18, 19, 20 and 2%).However, the longer of the two available Ausamalseries (constructed
by CEG) only goes back to 1988.Thus, with the first ten years of data requiredorm the
ten-year trailing average, the differences betwtbenallowed and incurred costs of debt are
only available for seven years (2008-2015), whilbarely more than one regulatory cycle.
This is far too short a period to draw reliable dasions about the relative riskiness of
alternative debt strategies. Furthermore, CEG’stdalian series involves splicing together
DRP data from different sources, and such spligogld contaminate the results. For
example, suppose the base rate series drifts dawingdthe period examined, DRP data
series A yields lower results than B at each pwiritme, DRP data series A is used for the
first half of the period examined, and DRP dataeseB is used for the second half. The
effect will be that the spliced DRP series will bagreater upward drift than has actually

occurred, and therefore the estimated correlatetwden the DRP series and the base rate

® The results in CEG’s Table 7 contradict the resultthese figures, and are presumably in error.

10 CEG (2015b, para 283) extends the series bacR3d hyassuminga constant DRP in this four year period.
This extension cannot be viewed as a genuine daiess
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series will be more negative than is truly the cableus, of the corrections that CEG suggests
to the methodology in Lally (2015), only the adudiitiof extra starting months is warranted
and doing so undercuts CEG’s claim that the usdath from 1986 or later reverses the

conclusions in Lally (2015).

In summary, the use of interest rate swaps seente tgeneral practice amongst private-
sector entities, and it reduces expected intemsts by at least 0.15% per year, and it reduces
risk in the sense of largely eliminating differeadetween the base component of the cost of
debt that is incurred by a firm and that allowedtbg AER under the on-the-day regime.
This suggests that the use of these swaps is amesffstrategy. CEG disputes all three
points. However, nothing in their submissions ¢ fiirst two points undercuts the
conclusions there. In respect of the third pdimty argue that a more appropriate definition
of risk is that relating to the entire cost of défatther than just the base rate), and not using
swaps produces moderately lower such risk so lenthe data used to assess this is from
1986-2015 rather than 1953-2015, and use of theateshalata period is warranted.
Accordingly, they argue that the use of these svsmpefficient. However, in order to prefer
CEG's conclusion, one would have to ignore the fhat private-sector firms do use swaps,
and ignore the fact that these swaps reduce expettrest costs, and define risk in relation
to the entire cost of debt (rather than just theehate), and to conclude that the best data to

determine the optimal course of action is from 128a5.

Collectively, these conditions for judging the ugeswaps to be inefficient are a formidable
hurdle to overcome. In respect of using data ftben1986-2015 period, the only argument
presented by CEG is not shown by them to have aatgnml impact on the analysis in Lally

(2015, Appendix 2), any effect from their argumemuld be much less than claimed by
them because it rests upon a misunderstanding day tbout the AER’S revenue-setting
process, and neither of the two alternative arguséhat | examine are persuasive.
Furthermore, whenever one uses a subset of théabladata, one must have particularly
strong reasons for doing so, because it raisesutcion that the subset is preferred for self-

interested reasons.

In respect of ignoring the actual behavior of firrttee usual practice of regulators is to treat
the actual behavior of private-sector firms to Ifiicient unless there are strong contrary

arguments. For example, regulatory leverage leaedsgenerally set by reference to the
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average leverage of relevant comparator firms. il&ity, staggered ten-year borrowing by
regulated firms is generally considered to be &ffit because firms do so. Thus, if the
general practice of private-sector firms subjedhi on-the-day regime is to engage in these

swaps, it would be reasonable to conclude thaag @fficient purely on this basis alone.

In respect of the appropriate level at which riskdefined, the usual practice in financial
economics is to define risk at the market leveh particular, the relevant risk of an
investment project is its “systematic” risk. Byntkast, when dealing with hedging, the usual
practice in financial economics is to assess itdtmat the firm level (because its impact on
investors’ portfolios is otherwise neutral). Comsently, natural hedges at any point within
the firm’s net cash flows are relevant. Howevermany cases, these natural hedges are too
difficult to quantify or insufficiently strong, andre therefore ignored. Thus, a firm might
insure a building because it eliminates certaiksrief that building despite some natural

hedges existing within the firm.

Turning to the current problem, the use of swapsarty reduces risks associated with the
base rate component of the cost of debt. If nhthemiges within the firm are to be
considered, they may exist at points beyond the B&Rponent of the cost of debt. In fact,
one such hedge is apparent: in particular, deviathetween the DRP allowed under the on-
the-day regime and the trailing average that id pa¢ favourable when economic conditions
are poor, and therefore when the MRP compensatmrided by the regulator is likely to be
too low (because the true MRP is likely to be abitsallowed value, which has always been
6% - 6.5% for the AER). Similarly, the DRP misntes are most unfavourable to firms
when the prevailing DRP is low relative to its tgar trailing average, this occurs when
economic conditions are favourable and thereforersthe MRP compensation is likely to be
too high (because the true MRP is likely to be beits allowed valuej! In light of this
natural hedge between the DRP and the MRP, thefusgaps to remove the base rate risk in
the cost of debt is likely to achieve lower rislathnot hedging it. Naturally, this matter
cannot be empirically investigated because ermorsetting the MRP are not observable.
However, it is an argument that CEG should be syhgi& to because they have frequently
argued that the DRP and the MRP are positivelyetated (for example, CEG, 2012, paras

1 Notwithstanding these comments, | have not favbWRP estimates that are more variable over tinam th
the estimates favoured by the AER because estimétiat are quite sensitive to changes over tintbéntrue
MRP have high standard deviations, and the higiaedard deviation outweighs the likely reductiorbias.

25



46-63, 96). Furthermore, even if these additiomaiural hedges (beyond the DRP) are
ignored, the natural hedge between the base ratdD&P components of the cost of debt
may be considered too difficult to quantify or taeak, and therefore be ignored. This is
consistent with the evidence in Table 1, which edévehe difficulties in reliably estimating

the correlation coefficient between the base raid the DRP. Thus there is not a strong
argument for taking account of the natural hedgevéen the base rate and the DRP
components of the cost of debt. A Corporate Tneasuho failed to hedge the base rate risk,
and thereby subjected their firm to a significargsl (because the DRP did not move in the
anticipated direction) might find their Board ofrBttors somewhat unimpressed by their
exculpatory exposition on the best historical pgrto use in estimating the correlation

coefficient.

In conclusion, under the previous regime, it seem$iave been the general practice of
private-sector firms to use interest rate swagsetige the base rate component of the cost of
debt and this creates a strong presumption thaths efficient behavior. Furthermore, this
conclusion is strengthened by the fact that usivesé swaps seemed to reduce expected
interest costs and also reduced risk (in the sehseducing mismatches between the allowed
base rate for the cost of debt and that incurréll.G denies that it was the general practice
of private sector firms to use these swaps andttiegtreduced expected interest costs. CEG
also argues that, using a different definition wkrand using US data back to 1986 or
Australian data back to 1998, risk appears to beeased moderately by engaging in these
swap contracts. However, CEG do not present argupsive evidence on the questions of
general practice and the effect of swaps on exgeictierest costs. Furthermore, CEG’s
alternative definition of risk is not clearly sumerand there is no clear rationale for rejecting
data prior to 1986. Consequently, the presumptian using swaps was efficient under the

previous regime is still warranted.

3.2 UBS

UBS (2015a) presents an analysis of the transactosts of interest rate swap contracts.
This document is identical to that referred to &SU{2015) in Lally (2015), and therefore no
additional comment is required to that in Lally {80 section 9.1). In addition UBS (2015b)
covers the same material and only differs in edimgathe pure transactions costs of the
swaps (credit, execution and cost of capital, butlugling “tracking error” and “deferral”
costs”) at 0.10% rather than 0.05%. The lattemrfigis presumably an error on the part of
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UBS (2015a), in providing an estimate for only afiehe two legs required (ten-year fixed to
floating and floating to five-year fixed). Howevyesince Lally (2014b, page 27) estimates
these transactions costs at no more than 0.10%/Bi8update does not change anything in
the analysis of Lally (2014b). In particular, theeuof swaps would still have reduced

expected interest costs under the previous regime.

3.3 Amadeus

Amadeus (2015, section 8.4) favours a partial tt@msl process for the base rate, to reflect
the extent to which the BEE did not fully hedge Haese rate risk under the previous regime.
The belief that only partial hedging was warranteddrawn from CEG (2015b). The

drawbacks in CEG’s analysis have been consideredeab

3.4 Other Submissions

JEN (2015, pp. 105-107) favours a transitional psscfor the base rate, but not the AER’s
proposed procesd. Instead, JEN favours the process outlined inyL&2D14b, pp. 10-11),
involving the assumption that firms swapped th&ating rate debt at the regime change
point to fixed rate debt with the same maturityedat This proposal has been previously
raised by CEG (2015a, section 6.4). As discussedally (2015, pp, 59-60), the results from
both the AER’s proposal and CEG/JEN'’s proposal edfingm a small gain to a small loss to
businesses from the switch to the new regime, dher ten-year transitional period,
depending upon the path of future interest ratekanether or not the BEE reacts to the
regime change in the way assumed by JEN. As &lgarsin Lally (2014b, section 2.1), a
third transitional regime would completely neutzelithe impact of the regime change on
businesses, but this would require that the buse®eslid not engage in the new round of
swap contracts associated with JEN’'s proposal higli$ unclear. So, none of the three
transitional options is clearly best. However éhex some merit to the AER using the same
transitional process for the base rate and the BR&this factor favours the AER’s proposed
approach.

JEN's approach is also favoured by United Ener@1 82 pp. 15-23), Energex (2015, section
7.3.1), and AGN (2015, section 10.9).

2 The absence of any comment in the submissiongro findicates that their submissions are in agezgm
with the AER’s proposal concerning the transitiopadcess for the base rate.
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4. Review of Submissions on a Transitional Process fthe DRP

4.1 QTC

The QTC (2015) characterizes the AER'’s transitigmakcess for the DRP as a mechanism
for inflicting future ‘losses’ on firms (by redudarthe allowed DRP below the DRP incurred)
in order to offset past ‘gains’ (DRP allowances @rcess of DRP incurred) that have
allegedly occurred. The QTC further argues thah lnergex and Ergon Energy (hereafter
referred to collectively as EE) suffered lossesrdie period from the commencement of
regulation for them in 2001 until the regime chatgek effect for them in 2015 (in present
value terms), and that the present value of thessek will be significantly aggravated by use
of the AER’s proposed transitional regime compar@dmmediate adoption of the new
regime® Accordingly, in respect of EE, the AER’s approaabgravates rather than
mitigates the problem. The QTC argues that theggpjate solution is to desist from a
transitional regime (and therefore immediately adiye new regime) and it also suggests
that there should be compensation for the past$o&s claw back of past gairé).

| consider that the QTC’s characterization of thERAs proposed transitional process, as a
mechanism to inflict future losses on firms so ascompensate for past gains, is very
emotive. Furthermore, the AER (2013) first favalithis transitional regime between one
and five years before it would first take effear(businesses with resets in 2014...2018), and
therefore well before the ‘gains’ up to the adoptmint could be reliably estimated for most
businesses. | think a better description of theRAEproposal is that it is designed to
effectively delay the introduction of the new regirso as to allow the full effects of an
unprecedented DRP shock to dissipate, and theraftme a natural squaring up process to
operate at (at least) the industry level. Furtleamin respect of the QTC’s estimate of the
losses for EE, there are aspects of the QTC’s ladions that could be challenged.
Nevertheless, even if the ‘losses’ suffered by Efteamclose to zero, significant losses are

entirely possible for other firms should the AER[sproach be adopted. The more important

3 The QTC (2015, page 2) refers to the historicabés as the difference between the DRP allowedr uhde
old regime (on-the-day) and that incurred underhylerid regime. However, the choice of regime (figtor
on-the-day) affects the DRP allowed rather thatitieurred. The DRP incurred is always the tenryesling
average. Clearly, the QTC's calculations of theFDRcurred are in accordance with the trailing ager

4 The QTC presents results under two methods, tHRMPWeighted trailing average and a simple trailing
average. The PTRM weighted trailing average reizegnthe fact that increases in debt initially intle
prevailing DRP and gradually shift towards the derpailing average whilst the simple trailing aage acts as

if new debt always incurs the simple trailing awgra The QTC favours the former method. | agree.
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guestion is whether the compensation/clawback @mpreuggested by the QTC is better than
the AER’s proposed transitional regime. Both apphes recognize that at least some events
up to the regime change led to substantial gainwsses, and that these should be taken
account of in some way. However, relative to tHeRAs approach, the approach suggested

by the QTC suffers from the following drawbacks.

Firstly, the approach suggested by the QTC clavek ladl past gains, compensates for all
past losses, and does so back to the commencemesgubation for each individual firm.
Thus, in addition to mismatches between the DRBwatl and that incurred arising from the
combined effect of the GFC and the regime chang@0ib, it seeks to deal witdl other
sources of mismatches from the commencement ofaggu until mid 2015. These include
mismatches arising from errors by regulators irtirsgetthe allowed DRP. Such a broader
remit is unwarranted because the additional mishest@are not evidently substantial (and
may not be even real in the case of alleged ebynregulators in setting the allowed DRP).
By contrast, the mismatches arising from the comabieffect of the GFC and the regime
change commencing in 2014 represent a very largeotfreffect from the regime change and
failure to neutralize them would also violate th@\N= 0 principle as discussed in Lally
(2015, section 8.5). Furthermore, the QTC’s suggksapproach is unquestionably a
clawback/compensation process for past gains asse$owhereas the AER’s proposed
approach merely effectively delays the introductidrthe new regime, and therefore is free

of the legal and emotional connotations of clawisack

By way of analogy, consider an insurance compaay iclosed down. Although no new
insurance contracts would be issued, existing aotgrought to run their course so that those
who paid their premiums receive all of the benefiiswhich they had paid, i.e., a process
that involves costs followed by benefits and therefsquares up over time should not be
terminated before it has run its full course. Huereit does not follow that it would also be
sensible to revisit all other policies that havereveen written by the company and to engage

in some sort of retrospective corrective actiongach of them.

Secondly, the approach suggested by the QTC ofimjaviback all past gains and
compensating for all past losses requires quiteiggeestimation of the DRP incurred over
the entire period back to ten years prior to themmencement of regulation for each firm

(because a ten-year trailing average will be reguimt the commencement of regulation).
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However, the data does not exist to do this. TRE® (2015, page 8) response to this is to
simply assume that the DRPs incurred for the temsyprior to 2001 are all equal to the 2001
figure of 1.16%. This assumption is far too cruide the purposes of determining

compensation and clawbacks, which would likely bigject to legal challenge.

Thirdly, because the approach suggested by the @ES both actual past allowances and
DRP estimates drawn from market data, conflictavbenh these two sets of numbers are
inevitable, and there is no satisfactory meansesblving this. The QTC’s (2015, page 8)
approach is to substitute regulatory determinationsts market data based estimates of the
DRP wherever they conflict, for the purpose ofraating the DRP incurred. For example,
the DRP allowance of 0.64% that was granted to rfElnid 2005 represents not only the
compensation given but it also displaces the QTaasket-based estimate of the DRP at that
time of 0.81%, for the purposes of estimating tf&POncurred by EE at that time. In effect,
the historical DRP estimate arising from the martata in 2005 (0.81%) is judged to be
wrong because a regulatory determination (0.64%flicts with it, and therefore the DRP
incurred by that firm at that time is judged to064% rather than 0.81%. However, if the
regulator’s judgement is considered to be supdddhe contemporaneous estimate arising
from the selected DRP series, one could not plagehmeliance upon the results from the
selected DRP series at other points in time as, \w&all therefore losses or gains calculated
through the use of this DRP series could also motdlied upon. Furthermore, if another
(otherwise identical) firm currently regulated byet AER had faced a regulatory
determination in mid 2005 from a different regutato the one regulating EE in 2005, and
the regulatory determination was (say) 0.85%, #decsed historical DRP series would be
supplanted by the figure of 0.85% in 2005 for thepese of estimating the DRP incurred by
that firm at that time. Thus, if this process wewdopted by the AER, it would have to
simultaneously estimate the DRP incurred in mid532600.64% for EE and 0.85% for an
otherwise identical firm. Obviously, both of thesembers cannot be correct. So, the only
internally consistent approach would be to usenglsihistorical series of DRP estimates in
order to determine the incurred costs of all firars] these estimates would typically conflict
with regulatory determinations at the reset daf€kis would then lead to the AER judging
most past regulatory determinations to be wrongloting its own), and therefore clawing
back past regulatory determinations that were bagh® whilst compensating for those that

were too ‘low’, as judged by retrospective use d)RP series that the AER has currently
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selected for this purpose. Such an exercise wioelldordering on the surreal even if it were

legally possible.

By contrast, the AER’s proposed transitional pracssfree of all three such problems. It
involves a transitional process for all firms, ahbas four desirable features (as discussed in
Lally, 2014, section 3.2; 2015, section 8.5). trsacross the industry as a whole (and hence
across resets dates generally), the combinatiadheofegime change without a transitional
period and a large DRP shock (such as the onengricim the GFC) could impose a large
one-off impact on the present value of the net ¢sis of the industry (positive or negative
depending on the timing of the regime change redat the DRP shock), and does so in the
present circumstances (with the GFC commencing@dBB82and the regime change in 2014).
The AER’s proposed transitional regime largely raiges this impact for the industry as a
whole (involving averaging over regulatory reseteda Secondly, across all possible
combinations of the commencement date of a DRPksland the timing of the regime
change, these one-off impacts on the industry wdogdgenerally positive and therefore
failure to neutralize them would violate the NP\O=principle. The AER’s approach also
addresses this problem. Thirdly, the AER’s traosdl regime is expected to produce results
for individual businesses (with different regulataeset dates) that are almost identical in
present value terms to those that would have b#amed under the previous regime, and
therefore the businesses are no better or worsehaff if the regime change had never
occurred™® Fourthly, the AER'’s transitional regime does nequire any estimates of past

DRPs, and these are controversial because of the GF

The relevance of these points to EE and the apprsaggested by the QTC is thus. In
respect of the benefits to the industry as a whenhy, alleged disadvantages to EE must be
considered in light of that benefit to the industrggecondly, in respect of the transitional
regime leaving businesses no better or worse afi they would have been had the regime
change not occurred, the adverse impact on EE tHeatQTC has highlighted is not a
consequence of the regime change or even the regimaege with a transitional period.
None of the past losses are caused by the tramalitirocess, nor are the future expected

losses identified by the QTC because they woulldl lsive occurred had the old regime

15 This occurs because the implementation date éonéw regime is usually at or beyond the pointhittvthe
DRP shock has fully subsided, in which case theeetgqel DRP from that point is constant, in whichectse
expected DRP allowances that would have resulted the old regime are identical to those expectetbuthe
transitional regime.
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remained in place. These losses are principallg@a by the combined effect of the GFC
and the timing of the regulatory resets for EE.e TATC’s argument, in effect, is that the
future losses that would have been suffered uridecontinued operation of the old regime
could be avoided by immediate adoption of the negime rather than use of a transitional
process. By analogy, if a collection of employass subject to an employment contract that
has proved (by chance) arduous for some and béudfic others, and the contract is to be
replaced by another that will be free of this peob) but will not take effect for several years
so that the arduous effects experienced by somdogags may continue, employees in that
situation might seek immediate adoption of the rm@ntract. However, the cause of their
difficulties is not the delayed adoption of the neentract. The cause of their difficulties is
the original contract. Thirdly, in respect of tregjuirement to collect past DRP data when
immediately adopting the new regime, the resulgingblems are aggravated by the approach
suggested by the QTC because it will require DRinases not merely for the ten years
preceding the regime change but the ten years giregéhe initial adoption of regulation. In
the case of EE, this means estimates being reqtrived 1991 (ten years before regulation

commenced) rather than 2004 (ten years beforeetlimme change).

In addition to these fundamental points, the QTCQLE& page 5) also argues that the AER’s
concerns with using historical DRP data in the seuwf immediately implementing the new
regime are inconsistent with its use of DRP datklia 2005 to support its claim that firms
have received gains up to 2014. However, the ARR&s of such past data is purely for the
purpose of determining whether a large gain arasetlzerefore whether a transitional regime
should be adopted. Furthermore, these gains &msethe GFC induced shock to the DRP,
this shock was so extreme that large gains renegiardless of which estimates of past DRPs
are used, and therefore the conclusion that aiti@ms regime is warranted is unaffected by
which estimates of past DRPs are used. By contifattte new regime were immediately
adopted, DRP estimates would be required back @ 26r the purpose of determining the
regulatory DRP allowance and therefore any errorgstimating these past DRPs would

affect prices.

The QTC (2015, pp. 6-7) also notes arguments puslyoraised by me against differential
treatment of firms according to the timing of theigulatory cycles; these involve difficulties
in identifying the appropriate treatment for eachnf the undesirable precedent that would be

established, and the fact that the corporate grtwupghich regulated businesses belong are
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typically involved in a range of regulated actiegiwith different reset dates and this would
push businesses towards the average outcome (Réllyb, pp. 4-5). In response to the last
point, the QTC argues that the BEE is a stand-atority and therefore any smoothing out
resulting from membership of a larger corporateugrds irrelevant. | accept this point.

However, the other two points remain and the QTi€rsfnothing to challenge them.

4.2 SFG

SFG (2015, paras 102-107) argues that the AER’sged transitional process for the DRP
involves them keeping a mental accounting of pastggand losses, and then seeking to
square it up by intentionally inflicting a ‘los©DRP allowance less than DRP incurred) in the
next regulatory period, and that this is inappraieri | do not agree. The on-the-day regime
gave rise to accumulated gains and losses thatseevaver time, i.e., there is a natural
squaring up process (at least at the industry Jeviehmediate adoption of the new regime
would bring that process to a premature end, adtiate when the accumulated position (of
about $2.3b) was very large. By contrast, thesitamal regime effectively delays the
introduction of the new regime and therefore alloive natural squaring up process to
operate. The squaring up is not imposed by the ;AER a consequence of the previous
regime and the AER'’s transitional process merdiwal it to continue operating until the full
effects of an extraordinarily large DRP shock (frtime GFC) dissipate. Furthermore, the
effect of this transitional regime is to largelyutrlize a large one-off effect arising from the
combination of the GFC and the regime change, audralization of such one-off effects
(whether positive or negative) is desirable poliogcause it protects businesses from
bankruptcy risk and it satisfies the NPV = 0 prabei(as argued in Lally, 2015, section 8.3).

SFG (2015, paras 108-110, 118-119) argues thatgbod regulatory policy to set allowed
returns at each determination so as to match fiweet costs of the BEE in the forthcoming
regulatory period and therefore to not take accofipst shortfalls or excesses. | agree with
this in relation to the progressive operation avee of a particular policy. However, in the
face of regime changes which could impose largeafheffects in either direction, it is good
regulatory policy to neutralize such large effesisas to protect businesses from bankruptcy
risk and to satisfy the NPV = 0 principle (as agjure Lally, 2015, section 8.3). There is no

inconsistency in these two regulatory policies.
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SFG (2015, paras 111-112) notes that clause &c}.@f the NER requires that the rate of
return should be commensurate with the costs ofE& Bnd argues that this precludes
consideration of disparities in prior regulatoryripds. However, as discussed in Lally
(2015, section 8.2), the legal requirement citeglgsivalent to the NPV = 0 principle (which
is also forward-looking) and as discussed in L&H915, section 8.3) this implies that the
large one-off effects of regime changes be nestdli Furthermore, even if the NPV = 0
principle is not breached, it is still good reguolat policy to neutralize such large effects so
as to protect businesses from bankruptcy risk. n@@o may require, at the time of the

regime change, consideration of events prior ta¢geme change.

SFG (2015, para 113) argues that it would be imples$or a regulator to keep a running

balance of overs and unders over the life of aledgd asset. However, the AER’s proposed
approach does not involve doing so. It insteadlves assessing, at the time of a regime
change, whether there is a large one-off effeatltieg from the regime change and then
deciding how best to neutralize it. This procesaymequire some analysis of recent
historical events and their impact on the regulagedtor but it does not require precise
measurement and therefore does not require anyingirivalance over the life of every

regulated asset.

SFG (2015, paras 114-117) argues that the AER’pgmed approach is a mechanism for
addressing problems arising from the previous regimnd asserts that this is “very
dangerous” but do not elaborate on these allegadeta. | agree that the AER’s proposed
process is a response to a feature of the previegisne but | consider that it would be
dangerous tmot do so. In particular, immediate adoption of tleeviregime would lead to a
large one-off gain to regulated businesses at xperese of their customers. It could have
been in the other direction, and therefore subget¢ke businesses to significant risk of
bankruptcy. Furthermore, regardless of the aatirattion, a policy of not neutralizing such
effects would likely violate the NPV = 0 principleSFG do not dispute any of these

consequences arising from immediate adoption ohéve regime.

SFG (2015, para 120) argues that the AER’s proptsedsitional regime creates risk and
discourages investment, because businesses wiknmt in advance which windfall gains
and losses will be addressed and how. Howeveralteenative of not addressing any of

them is worse. It will leave businesses completiposed to the possibility of a future
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regime change whose effect on the businesses beuldghly favourable or highly adverse.
This is risk, arising from future possible regulgtactions, and a regulatory policy of seeking
to neutralize large impacts of this kind will méig the risk, even when there is uncertainty
about the definition of “large” and the particularocess that is chosen to neutralize the
impact. So, the AER’s proposed actions are riskiceng rather than risk creating, and
therefore encourage investment. By analogy, fasrmdrose businesses are exposed to the
uninsurable vagaries of weather are thereby exptiseidk, and that risk is mitigated by a
government policy of assisting farmers when faceith warticularly severe weather
conditions. This mitigation of risk exists eveniifis not known in advance what the

government's definition of severe is or what parte form the assistance might taRe.

SFG (2015, para 121) argues that the AER has wweidad any proper quantification of the
past windfall for individual firms and no demonsioa that the transitional regime will
square it up. SFG refers to the analysis in L&IBA4b) and considers that this analysis does
not satisfy its requirements just described. Radato the analysis in the QTC (2015), the
analysis in Lally (2014b) uses rough estimateshefhistorical path of the DRP and it does
not draw upon the actual DRP allowances granteddividual firms but assumes instead
that allowances would correspond to the historib&®P path that is estimated. So,
presumably SFG is alluding to these two featurab@fnalysis in Lally. However, the DRP
shock that is revealed in Lally (2014b) is so latigat the conclusions reached there would
not be sensitive to such refinements. These ceimla are that immediate adoption of the
new regime in 2014 would leave the regulated ses$oa whole with a very large windfall
gain, that use of a transitional regime would I§rgeitigate that industry gain, and it would
also produce results for individual firms that webuih present value terms match or closely
match those obtained if the regime change did notilo(and hence leave firms no better or
worse off than if the regime change had not ocd)rrd=urthermore, because the analysis in
Lally (2014b) is conducted at the industry levelisireasonable to suppose that regulatory
allowances match the DRP incurred. Furthermoreeamne uses actual DRP allowances
along with market data for the incurred DRP, theipalar choice of market data will lead to
inconsistencies between the DRP allowances and ctidemporaneous market DRP

estimates, and therefore one will inevitably belymg that some regulatory judgements are

' Such government interventions are limited to askesvents and therefore raise the value of farmeelisas
reducing risk. By contrast, regulatory intervenscshould apply in both directions and thereforly oaduce
risk.
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wrong. In view of the considerable effort maderegulators to assess these questions, such
implications would be unwarranted, and can be aaidy conducting the analysis without

reference to specific regulatory judgements.

SFG (2015, para 121) also argue that, if the DRiegenced a spike during the transitional
period, it would produce a second windfall gain ahdrefore require further delays in
introducing the new regime. SFG do not elaboratehts matter but CEG (2015a, section
5.5) do analyse this issue. However, as arguddiliy (2015, pp. 55-57), CEG’s example

does not change the conclusions reached in Lally4B).

SFG (2015, para 121) argues that the AER’s proptaaditional process raises the question
of how far back the regulator should estimate tivedfall gains or losses. The answer to this
question is clear from Lally (2014b); the estimatians from the commencement of the GFC
until the regime change in 2014, and the commenoentee of the GFC is chosen because
the GFC coupled with the regime change in 2014 estise very problem that warrants a

transitional regime (a very large windfall gainbesinesses at the expense of consumers).

SFG (2014, para 121) argues that the previous eldly regime contained a natural hedge
between the DRP (allowances are too large duriegsés because the prevailing value is
used rather than the trailing average) and the N#IBwances are too low during a crisis
because the prevailing value is high but regulatoderestimate it by placing high weight on
historical averages). However, unlike the DRP \alickffect, the MRP under compensation
cannot be estimated and therefore it is impossibleletermine whether it would even
approximately offset the DRP windfdll. The most that can be said is that there woulglylik
be some mitigation of the DRP windfall but of ankmown amount. Ironically, this
argument concerning a natural hedge undercuts grégsnof switching to a trailing average

DRP so as to better align the regulatory allowang#sthe costs incurred by a BEE.

SFG (2015, para 124) argues that the AEMC (201ge 7®) views transitional arrangements
purely as a means of allowing businesses to unaindfinancial arrangements entered into
under the previous regime, which is incompatiblé¢hwthe motives underlying the AER’s

proposed transitional arrangements for the DRP.wé¥er, at this point in its report, the

Y The MRP under or over compensation issue existause the MRP can’t be precisely estimated.
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AEMC merely summarized the views of Professor Gvayg is the author of the SFG report.
So, Professor Gray is citing himself. The viewshef AEMC (ibid, page 216) as opposed to
Professor Gray are far less restrictive and areéncoinsistent with the motives underlying the

AER'’s proposed transitional arrangements for thé°DR

SFG (2015, para 145) argues that the AER’s conadrost the availability of historical DRP

data to enable immediate adoption of the new regireeunwarranted. However, as argued
in Lally (2014b, section 2.3), there are data amlity issues and the available data is very
contentious for a significant part of that histatiperiod. SFG do not respond to these

points.

SFG (2015, para 146) also argues that data auéyabhould not drive the regulatory
process. This is a straw man. Data availabifitpat a primary factor in this decision. The
primary issue is the large windfall gain to bussessat the expense of consumers resulting
from the combined effect of the regime change drmdunprecedented DRP shock arising

from the GFC. Data issues are secondary to this.

SFG (2015, paras 147-149) argues that the AER’seros about opportunistic behavior are
not warranted. As argued in Lally (2014b, secfioh), | agree.

SFG (2015, paras 150-156) argues that it is gogdlaery policy to match the DRP
allowance to the costs incurred by a BEE, and ftbhezeto immediately adopt the new
regime. | agree with this in relation to the pexsgive operation over time of a particular
policy. However, in the face of regime changesctiould impose large one-off effects in
either direction, it is good regulatory policy teutralize such large effects so as to protect
businesses from bankruptcy risk and to satisfyNIR/ = O principle (as argued in Lally,
2015, section 8.3), and this supports the use ef tthnsitional process. There is no

inconsistency in these two regulatory policies.

4.3 Frontier Economics

Frontier Economics (2015) largely replicates (wéwdword) an earlier report by the same
author (SFG, 2015), as discussed above. In phtjdie wording in SFG (2015, paras 102-
125, 145-158) is replicated in Frontier (2015, pa#Q-72, 105-118). | therefore comment
only on new arguments raised by Frontier, as falow
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Frontier (2015, para 91) argues that the “windégins” up to 2014 are not the result of
changing methodology but of the proper applicatbthe previous regime. It is tautological
that any gains (DRP compensation in excess ofiticatred) up to 2014 do not result from
changing methodology in 2014; an event in 2014 oanause earlier events. However the
phrase “windfall gains” was introduced by Lally (b, page 17) to refer to the accumulated
differences between the allowed and incurred DRP tkeir present value) from the
commencement of the GFC until their cessation ftifinoaither dissipation or immediate
adoption of the new regime. Thus, with no changeegime, this accumulation or present
value is small because the ‘gains’ prior to 201l expected to be offset by their subsequent
reversal. With an immediate change in regime, dlosumulation or present value is large.
So, the “windfall gains” arise from the combinedeet of the GFC shock to the DRP and an

immediate regime change.

Frontier (2015, paras 119-122) refers to the isgugouble-counting some DRP figures that
would result from immediately switching from the-the-day regime to the new regime. For
example, Lally (2014b, Table 2) estimates the plegaDRP in mid 2009 as 4.1%. Thus,
under the old regime, firms experiencing a reguateset in mid 2009 would have received
a DRP allowance of 4.1% (or thereabouts). If teev megime were immediately adopted in
mid 2014, the same figure of 4.1% would be givetD% weight in determining the allowed
DRP for 2014/15, and would continue to receive thaight for a further four years. So, the
high DRP in 2009 contributes to the DRP allowedarnoioth the old regime and the new
regime, which is double-counting. Frontier's resg® is to reject the claim of double-
counting because the DRP allowances under the egme properly reflect the costs
incurred by a BEE. However the double-countingneleests on precisely this point coupled
with the operation of the previous regime. If diedbounting is caused by the combination
of A and B, stating that B occurs is not a rebuttédrontier also argues that the alleged
double-counting is simply part of the normal opemtf the trailing average regime, in the
sense that the DRP in (say) 2015 affects the remylallowances for the ten following years
under a trailing average regime. However, with eadmte adoption of the new regime, the
DRP in 2015 will only affect the DRP allowances anthe new regime just as the DRP in
2004 or earlier years only affects the DRP alloveannder the old regime. By contrast, the
DRPs for all years 2005-2013 affect the allowangesder both regimes, i.e., they are counted

twice. This is not part of the normal operatioradiailing average regime and would never
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have arisen if the trailing average regime had gdn@een used. It would occur only because
of immediate adoption of the new regime. Furtheenthe double-counted years include
many years with unusually large DRPs and doubleting large numbers is favourable to

the businesses at the expense of their customers.

4.4 CEG

CEG (2015c, section 4.3.2) refers to clause 6195.24) of the NER and its counterpart in the
NGR, requiring the AER to have regard to “any impacon a benchmark efficient entity

that could arise as a result of changing the metlogg that is used to estimate the return on
debt...”. CEG does not consider that this wordingpguts the AER’s proposed transitional

process for the DRP. | consider the words “anydotg’ to be sufficiently embracing that

the AER’s proposed transitional process is perjexthsistent with it.

CEG (2015c, section 4.3.2) also refers to claus€gc) of the NER, which requires that the
allowed rate of return “...for a Distribution Netwo8ervice Provider is to be commensurate
with the efficient financing costs of a benchmatficeent entity with a similar degree of risk
as that which applies to the Distribution Netwoendce Provider...”. CEG argues that this
requirement is prospective in nature, and that ihliss out the AER’s consideration of past
events (the ‘windfall gain’) in favouring its tratisnal regime for the DRP. However, as
discussed in Lally (2015, sections 8.2-8.5), thgal requirement is equivalent to the NPV =
0 principle (which is also forward-looking), thigimciple implies that the only viable
regulatory policy is to neutralize the one-off eteof regime changes or at least the one-off
effects that are large in either direction, andAlR’s proposed transitional regime does so.

Doing so may require, at the time of the regimenglea consideration of earlier events.

CEG (2015c, section 4.3.2) also argues that claus@ (c) must be prospective in nature in
order to preclude constant regulatory reassessofepast decisions and thereby undercut
incentives for firms to minimize their cost of delddthold no view on the legal question here
but consider that regulatory reassessments ofdeassions in the course of implementing a
particular regulatory regime are highly undesirdblethe reason given by CEG. However,

the circumstances in question here relate to ageham regulatory regime rather than the
normal operation of a particular regulatory regimAs argued above, it is imperative to

neutralize the large one-off effects of regime g®nand doing so may require, at the time of

the regime change, consideration of earlier evehrtgthermore, doing so does not undercut
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any incentives for a business to minimize its cofstdebt. On the contrary, it protects
businesses from the one-off impact of a regime gagwhich could be highly adverse) and
this maintains incentives for businesses to invéstusiness contemplating investment but
facing a possible regime change that could exéighly adverse and uncompensated effect

on them would be discouraged from investing.

CEG (2015c, section 4.3.2) argues that the AER{m@grh to the DRP windfall gain issue

involves the same transitional process for all $irand therefore some firms (those with
cycles beginning in 2007, 2010, and 2011) will h#jsct to losses “greater than any
estimated past over compensation”. However, tlaisncis false; as shown in Lally (2014b,

Table 4), the (small) losses for these firms (DRMpensation less than DRP incurred) result
from the previous regulatory regime, not from thensitional process. Furthermore, as
shown in the same table, the results for all fifros using the proposed transitional process
are almost identical to those that would have aecurhad the previous regime been

maintained.

CEG (2015c, section 4.3.2) argues that, given thR'A approach to the DRP windfall gain,
it ought to favour a different transitional process each firm. However, the contrary
arguments appear in Lally (2014b, pp. 29-30) an@ @& not address any of them.

CEG (2015c, section 4.3.2) argues that, if trams#l arrangements for the DRP are
warranted so as to take account of the windfal gaising from the GFC, they should also
account for earlier under and over compensatiooweaver, the issue here is not one of past
under or over compensation per se. The issueaistiie combined effect of the GFC and
immediate adoption of the new regime 2014 genegatiesxtraordinarily large one-off impact
on regulated businesses, and this requires neaattialn. There is no earlier event that has

such an effect.

CEG (2015c, section 4.3.3) argues that the exdd3®B compensation over that incurred up
to the time of the regime change are not the rasfuthe adoption of the trailing average
DRP, and therefore should be ignored in the cowfsadopting the new regime. It is

tautological that the accumulated DRP excess frobendommencement of the GFC until
2014 was not caused by the change in methodolo@@14; an event in 2014 cannot cause

earlier events. The appropriate course of actiow rdepends only upon the future
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consequences of actions. If the regime is not@banthis accumulated effect is expected to
dissipate. With immediate adoption of the new memi this does not occur. With a
transitional process, this accumulated effect & &lxpected to dissipate. So, relative to no
regime change, immediate adoption of the new regimakls a highly favourable one-off
effect. Such effects should be neutralized, ared gfoposed transitional regime does so.
Alternatively, as in Lally (2014b), one could has@mpared the consequences of these three
possible courses of action over the period fromcat®mencement of the GFC in 2008. In
this case, the accumulated excess from 2008 to 2qudlly affects the results of all three
courses of action and therefore does not affectctimce between them. This choice is

driven entirely by the differences in théiture consequences.

CEG (2015c, section 4.4.1) argues that the AERxems about the use of historical DRP
data are unwarranted. These arguments replicate thaised in CEG (2015a) and are
addressed in Lally (2015, pp. 57-59).

CEG (2015c, section 4.4.2) refers to argumenteddy the AER concerning price level and
volatility. CEG characterizes these arguments eiagoequivalent to the “windfall gain”

argument. This windfall gain is the highly favobie one-off gain to businesses at the
expense of their customers, arising from the cosibieffect of the GFC and immediate
adoption of the new regime, and in my view oughbéoneutralized. So, characterizing the
AER’s arguments concerning price level and volgtias being equivalent to the windfall

gain issue supports rather than undercuts them.

CEG (2015c, section 4.4.3) refers to argumentsedaisy the AER (2014, page 122)
concerning opportunistic behavior by businesses, transitional arrangements not involving
past data discourages businesses from favouringrticydar course of action (immediate
adoption of the new regime) for self-interestedsaes (higher allowed revenues than for no
regime change). This is embodied within the fowriterion adopted by the AER (2015), as
discussed in section 2 above. CEG’s responsaisliie AER’s transitional process has the
wrong starting point (the current regime rathentttee efficient strategy for businesses under
the old regime). The AER’s concerns seem to maetancontroversial and CEG'’s response

seems to be entirely tangential.
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CEG (2015d, sections 4.3 and 4.4) replicate thedimgrin CEG (2015c, section 4), as
reviewed above. CEG (2015e, sections 4.3 anddé.dikewise.

CEG (2015f) estimates the under or over compensatperienced by SAPN during its past
two regulatory periods (2005-2015) and the next (2@15-2015), and concludes that there
was past under compensation averaging about 0.08%yegar (ibid, para 82) and future
expected under compensation averaging about 0.5%eqar (ibid, Figure 8). However,
unlike the QTC, these estimates are for the entist of debt rather than just the DRP. This
is unhelpful because estimates of under or overpenisation for the base rate and the DRP
have different policy implications. In particula@stimates of under compensation in respect
of the DRP might be used to challenge the AER’s afsa transitional regime for the DRP
whilst estimates of under or over compensatiorespect of the base rate could at most affect
judgements about the form of the transitional pssceCEG’s calculations are premised upon
SAPN using swap contracts during the previous regiamd this implies that some form of
transitional process will be required for the beste. So, in examining CEG’s calculations,

the significant aspect here is estimates of undexwer compensation relating to the DRP.

In respect of the DRP, CEG states that there igiuodmpensation at the commencement of
the new regime under the AER’s transitional procet§.89% (ibid, para 68). However, no
further figures for only the DRP are provided. $huwill assume that CEG’s calculations
for the DRP do reveal past under compensation apdoted future under compensation. In
this case, the situation is similar to that of Ejarand Ergon Energy as examined by the
QTC (2015) and reviewed in section 4.1 above, d&edsame conceptual problems arise.
Firstly, CEG’s process estimates all disparitiesveen the DRP allowed and incurred by
SAPN for the 2005-2015 period. Thus, in additiomtismatches between the DRP allowed
and that incurred arising from the combined efigicthe GFC and the regime change that
took effect for them in 2015, it includesdl other sources of mismatches from 2005 until
2015. These include mismatches arising from erbgrsegulators in setting the allowed
DRP. Such a broader remit is unwarranted becauseatlditional mismatches are not
evidently substantial (and may not be even re#ihéncase of alleged errors by regulators in
setting the allowed DRP). By contrast, the misiescarising from the combined effect of
the GFC and the regime change commencing in 20&4veny large for the industry and
failure to neutralize them would also violate th@\N= 0 principle as discussed in Lally
(2015, section 8.5).
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Secondly, CEG’s estimates of past disparities regujuite precise estimation of the DRP
over the entire period back to 1995 (ten yearsriefioe 2005 reset point, from which CEG
perform their calculations, because a ten-yeatirtgpiaverage DRP is required in 2005).
However, the data does not exist to do this. CHGGL5f, para 61) response to this is to
simply assume that the DRPs (relative to the swasg) for the 1995-2001 period were equal
to four times the swap to CGS spread. This assomps very crude, and undercuts the
credibility of CEG’s estimate of past under comzius.

Thirdly, because CEG estimates the DRP incurreSAPN from a DRP series involving

market data, and also uses the actual DRP allowamoeived by SAPN, the two data sets
conflict at the regulatory reset points. This B4&EG to implicitly judge past regulatory

determinations to be wrong. Furthermore, if theRAEarried out the same type of
calculations, it would also judge most past deteations (including its own) to be wrong, as
judged by retrospective use of a DRP series thatABR has currently selected for this
purpose. Such an exercise would be bordering ®@sulreal, even if it were legally possible.

In view of these problems, | do not think that €stimates provided by CEG are useful.

CEG (2015q, paras 12-21, Appendix B) disputes tBR'A claims concerning the size of the
DRP ‘gain’ (DRP allowances less that incurred)hie period from 2008 till 2014. CEG'’s
initial comments on this matter appear in CEG (2)1and my response appears in Lally
(2015, section 9.6). In particular, | state thiba:

“CEG (2015, paras 104-105) argues that the analgdisvindfall gains in Lally

(20144, section 3.1) assumes that businesses aghlatory cycles commencing in
mid 2009 received DRP compensation of 4.1% buttmepensation granted to the
NSW businesses was in fact 2.03%, being the cod¢lifcompensation of 8.82%
(based upon an averaging period of 18.8.2008 t0.286@8) net of the

contemporaneous five-year swap rate of 6.79%. hewehe DRP results presented
in Lally (2014a, Table 2) are drawn from a CEG repo which the DRP is defined
relative to the ten-year CGS rather than the fieewy swap rate and therefore
derivation of a DRP from an allowed cost of debuldchave to deduct the ten-year
CGS. Over the period 18.8.2008 to 5.9.2008, thi§.V¥5% (data from the RBA),
yielding an implied DRP of 3.08%. Furthermore, cginthis implied DRP is for
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27.8.2008 (the mid-point of the averaging periatdyould have to be compared to
the DRP value in Lally’s Table 2 for the same painime and interpolating over the
values of 3.2% for mid 2008 and 4.1% for mid 20@9dg a figure of 3.34% for

27.8.2008. This figure differs from CEG’s impliBdRP of 3.08% by only 0.26%
rather than the difference of 2.03% claimed by CEG

In response to this, CEG (2015g, Appendix B) defdrair definition of the DRP as the cost
of debt net of the five-year swap rate on the gdsuthat the AER assumes that entities
regulated in accordance with the old regime entertxisuch swap contracts, and therefore
their estimate of 2.03%. This defence containsdtarrors. Firstly, assuming that businesses
borrow for ten years (which is uncontroversialgithncurred cost is the ten-year base rate
plus the DRP defined relative to that base raw. ifShe base rate is treated as the swap rate,
it is the ten year swap rate and the DRP is thiative to the ten-year swap rate. If they also
enter a swap contract to convert the ten-year satgpinto the five-year swap rate, their
incurred cost of deliktis then the ten-year cost of dédy plus the effect of the swap contract,
which is equal to the five-year swap rate plusDiRP defined against the ten-year swap rate

as follows:

k =k, + SWAP=S; +(k, = S)) +(S,=S) = S + (k= Sp)

So, even here, the DRP must be defined and therekiimated relative to the ten-year swap
rate rather than the five-year rate. Accordin@¥G’s estimation of a DRP by deducting a

five-year swap rate from a total cost of debt &r years is incorrect.

Secondly, and more importantly, although defining ¢herefore estimating the DRP relative
to the swap rate rather than the CGS rate is mataral in the present circumstances
(because of the presumption that the BEE would hernvgaged in swaps under the old
regime), DRPs can be defined and therefore estinatiative to either CGS or swap, and
CEG have done both; CEG (2014, Figure 1) is redativCGS and CEG (2015c, Figure 17)
is relative to swap. Consequently, one must beistent when comparing an allowed DRP
to an incurred DRP. Lally (2014b, Table 2) presddRP estimates defined relative to CGS,
and drawn from CEG (2014, Figure 1). CEG (2015apents an estimate defined relative to
swap, and then concludes that Lally’'s estimateos high. No sensible comparison is

possible because these DRPs are defined differeriity argue that Lally's DRP was too
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high, CEG would need to present an estimate defingdde same way, which is relative to
CGS, and this remains true even if one thoughtttteDRP should be defined relative to the

swap rate.

Thirdly, for the purposes of estimating the DRP pemsation that should be paid to
businesses under immediate adoption of the tradiveyage regime, CEG (2015c, Table 21)
presents estimates (relative to swap) of 3.0%Her2008 calendar year average and 3.9% for
the 2009 calendar year average, and these figueesoasiderably larger than CEG's figure
of 2.03% (relative to swap) in late 2008 referrecbove (and claimed to be relevant to mid
2009) for the purposes of disputing the analysidatly (2014b). So, depending upon
whether the purpose is to dispute the analysisltyl(2014b) or to recommend an allowance

that should be paid, CEG’s DRP estimates at sirpiamts in time are quite different.

4.5 Schlogl

Schlogl (2015, para 16) argues that the DRP “withgdf@n” referred to by the AER is not a
consequence of the regime change, and thereforéABR's claims to the contrary are
incorrect. However, this apparent difference iews arises merely from different definitions
of the “windfall gain”. To better appreciate tlgsint, suppose that the present value of the
accumulated net DRP allowance (allowance less iadirfrom the commencement of the
GFC in 2008 to the regime change in 2014 is den¥teend this period is denoted Period 1.
Suppose further that the period from 2014 is deh&eriod 2, and the present value of the
expected accumulated net DRP allowance in thissgdrad the old regime been maintained
is denotedX,. Schlogl is clearly referring to Period 1 andd@ms thatx; exists regardless
of whether there is a regime change in 2014, there is a “windfall gain” oiX; in Period 1
regardless of what happens in 2014. This is tagtoal; an event in 2014 cannot affect
events in an earlier period. By contrast, the AEReferring to both periods 1 and 2 and
claims that, in the absence of a regime changeptbsent value of the aggregate net DRP
allowance over periods 1 and 2 is approximately,zbecause the excess accumulated in
Period 1 is expected to reverse in Period 2. Euantbre, with immediate adoption of the new
regime in 2014, the present value over both periggigstX; becauseX; does not arise with
immediate adoption of the new regime in 2014. @dative to continuation of the old
regime, the immediate adoption of the new regimgQib4 yields a present value Xf. This

is the “windfall gain” referred to by the AER. Bummary, the alternative definitions of

“windfall gains” are as follows:

45



Schlogl: X
AER: PV(new regime, no trans) — PV(no regime chamgé; — (X1 + Xp) = X1 — 0 =X,

So, Schlogl is correct to assert tiXatexists regardless of the regulatory change in 201}

the AER is correct to assert that the present valuéhe accumulated net DRP from
immediate adoption of the new regime in 2014 reéato continuation of the old regime is
also X;. So, Schlogl’'s claim that the AER is in erroriigorrect. Schlogl has simply

misunderstood the AER’s argument.

Schlogl (2015, para 17) notes the AER’s claim thair proposed transitional arrangements
will reduce the potential for windfall gains or §&s to businesses. Schlogl denies this and
claims that the AER’s proposed transitional regimk impose windfall losses in the future

in order to compensate for windfall gains in thetpae., the AER imposeX; in order to
offsetX;. However, in describing the effect of its prop$eansitional regime and using the
word “windfall”, the AER is again referring to theggregate effect over both Period 1 and
Period 2; with a transitional regime, the aggregeffiect would be approximately zero
becauseX; is largely offset byX,, and the same is true with continuation of the relgime.

So, relative to continuation of the old regime, firesent value of the accumulated effect

from the new regime with a transitional period ésa

AER: PV(new regime, trans) — PV(no regime chang@;=+ X;) — (X1 +X2) =0-0=0

The windfall gain or loss referred to by the AERtlgs difference in results across both
Period 1 and Period 2 from using a transitionaimegrelative to no regime change. So,
again, Schlogl has simply misunderstood the AER&gI@ment. Furthermore, one does not
need to first observe the size or directionXafin order for the last two equations to be
approximately valid, i.e., regardless of the simd direction ofX;, a new regime without the

transitional period will yield a present value Xf and a new regime with the transitional
process will yield a present value of approximatedyo. Furthermore, the AER expressed its
preference for this transitional regime as earl2@k3 (AER, 2013) and therefore before the

size ofX; was known.
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Schlogl (2015, para 17) also argues that the ABRGposed process is an attempt to
“regulate the rate of return retrospectively”. hink that this is a very emotive phrase, and it
is also quite inaccurate. As noted above, the AER expressed its preference for the
transitional regime in 2013 whilst the regime chardjd not commence until 2014 (for
businesses with resets in 2014) and the commendedada will be as late as 2018 for
businesses with resets in 2018. One cannot retctisply regulate anything with a process
that is chosen up to five years before the consexpseof that process are known. A better
description of the AER’s proposed process is thiata defacto deferral of the introduction of
the new regime in order to allow a natural reverpebcess to operate and thereby
approximately neutralize what is expected to bargd one-off gain to regulated businesses

resulting from the combined effect of the GFC dmeltegime change commencing in 2014.

Schlogl (2015, para 17) also argues that the AERIsclusion that its transitional process
will yield similar results to continuation of thédoregime presumes that the DRP will revert
to its pre GFC level of 1.3% and remain there, trad doing so ignores the possibility of
future variation in the DRP. In support of thisioh, he cites Lally (2014b, Table 2).
Schlogl’s claim concerning reversion of the DRPKic1.3% is numerically correct but this
is anexpectedpath rather than an assumed actual path, andidherdoes not preclude the
possibility of variations from that expectation. urthermore, since the DRP is a mean
reverting process and in the years just before 20dgl in the process of subsiding from an
extraordinary spike, an expectation of continueldsglence back to the pre GFC level is
entirely sensible. Similarly if inflation in Austlia rose to 6% and then started to subside
back towards its longer term level of 2.5%, a readte expectation of its future path would
be continued subsidence back towards 2.5% andettpectation would not preclude the

possibility of variation from it.

Schlogl (2015, para 18) also argues that the AERIdvonly be justified in imposing its

transitional arrangements if it were pursuing thgective to manage the rate of return of
regulated entities retrospectively as well as peospely. | do not agree. The AER’s

proposed action would also be justified if it weeeking to neutralize large one-off shocks to
the present value of the net DRP compensationtieguirom a regime change, so as to
protect businesses from bankruptcy risks and tinaatcordance with the NPV = 0 principle
(as discussed in Lally, 2015, section 8.3). Furtieee, if the AER were in the business of

retrospectively managing the rate of return of tetga entities, there would be a trail of such
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retrospective actions in the past 15 years. Tiseme such trail. So, the present proposal is a

response to a regime change.

Schlogl (2015, para 19) also argues that retrosgeatanagement of the rate of return of
regulated entities would be appropriate only if thechanism by which it was to occur was
known to regulated entities ex ante, and this istie case. Accordingly, regulated entities
would have operated under the assumption that baelto bear the risk of mismatches
between the allowed and incurred DRP. Howeveg hot agree that the AER is engaged in
this retrospective management. | do agree thatlatgy entities would have operated under
the belief that they had to bear the risk of misthes between the allowed and incurred DRP
in the course of being subject to the on-the-dayme, and all of their experience under that
regime would have supported that belief. Howevetp not think that they would have

operated under the belief that they would bearrigle of a large one-off gain or loss as a
result of a regime change. Furthermore, had theltrbere been a large one-off loss rather
than a gain, | imagine that they would have petéid for relief and been able to present
reports from many experts in support of that. <Thatrary claims in the face of a one-off

gain therefore have a very self-interested look.

4.6 Citipower

Citipower (2015, pp. 228-233) favours immediate @m of the trailing average DRP,
consistent with this currently being paid by regedh businesses. In support of this,
Citipower refers to the legal requirement to skivedd returns in accordance with the costs
of the BEE and that this is to be interpreted ia tbrward-looking sense. However, as
discussed in Lally (2015, section 8.2), the legmjuirement is equivalent to the NPV = 0
principle (which is also forward-looking) and asdissed in Lally (2015, section 8.3) this
implies that the only viable regulatory policy is meutralize the large one-off effects of
regime changes. Doing so may require, at the tinthe regime change, consideration of

events prior to the regime change.

4.7 SA Power Networks

SAPN (2015, pp. 383-388) favours immediate adoptidnthe trailing average DRP,
consistent with this currently being paid by regedabusinesses. SAPN summarises the
arguments in SFG (2015), CEG (2015c), CEG (20851, Schlogl (2015), which have been

discussed above. So, only additional arguments@rsidered here.
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SAPN refers to the requirement in clause 6.5.24k)pf the NER for the AER to have regard
to “any impacts...on a benchmark efficient entityttbauld arise as a result of changing the
methodology that is used to estimate the returdedt...”. SAPN argues that this provision
“..does not provide a general license to bringdcoant costs over the life of the regulatory
assets but rather focuses on the specific impdesmovement from one regime to another.”
However, the windfall gain referred to by the ABRsupport of a transitional regime for the
DRP is in fact a specific impact of the regime amn Without the regime change, the
present value of the net DRP compensation fromctmmencement of the GFC in 2008
until its full effects have dissipated is approxieig zero. By contrast, with immediate
adoption of the new regime, this present valueuiss&ntial and this is the windfall gain
referred to by the AER. So, in arguing for a traosal regime, the AER is focusing upon

the specific impact of a movement from one regimartother.

4.8 Australian Gas Networks

AGN (2015, section 10) favours immediate adoptibthe trailing average DRP, consistent
with this currently being paid by regulated bussess AGN summarises the arguments in
CEG (2015e), which have been discussed above. oBly, additional arguments are

considered here.

AGN refers to the requirement in Rule 87 (11) (Hjhe NGR for the AER to have regard to
“any impacts...on a benchmark efficient entity thatild arise as a result of changing the
methodology that is used to estimate the returdedst...”. AGN argues that this provision
“..does not provide a general license to bringdooant costs over the life of the regulatory
assets but rather focuses on the specific impdaswvement from one regime to another.”
However, the windfall gain referred to by the ABRsupport of a transitional regime for the
DRP is in fact a specific impact of the regime amn Without the regime change, the
present value of the net DRP compensation fromctmmencement of the GFC in 2008
until its full effects have dissipated is approxteig zero. By contrast, with immediate
adoption of the new regime, this present valueuisstantial and this is the windfall gain
referred to by the AER. So, in arguing for a traosal regime, the AER is focusing upon

the specific impact of a movement from one regimartother.

4.9 Other Submissions
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Ausnet (2015, pp. 336-339), ActewAGL (2015, sect)n Energex (2015, section 7.3.1),
JEN (2015, pp. 89-94), United Energy (2015, secliprand Amadeus (2015, section 8.4) all
favour immediate adoption of the trailing averageH) consistent with this currently being
paid by regulated businesses. ActewAGL (2015 j@e®&) also summarises the arguments in
CEG (2014) and SFG (2015), which have been disduabeve. Energex (2015, section
7.3.1) also summarises the arguments in QTC (2848)Frontier Economics (2015), which

have been discussed above.

5. Assessment of Proposed Approaches Against Releva@riteria

The AER has identified a number of criteria drawont the legislative requirements, against

which methods for estimating the cost of debt stidnél assessed. These are as follows:

(1) The method will or is likely to promote efficiemviestment in, and efficient operation
and use of, electricity and gas services for the lerm interests of consumers.

(2) The method is likely to provide service providerghwa reasonable opportunity to
recover at least the efficient costs the operatours in providing regulated network
services.

(3) The method is likely to provide a return commenturaith the regulatory and
commercial risks involved in providing regulatedwerk services.

(4) The method produces a return on debt commensurigtetine efficient financing
costs of a benchmark efficient entity with a simitdegree of risk as that which
applies to the service provider in respect of tmevigion of regulated network
services. The AER defines a benchmark efficienttyersts a pure play, regulated
energy network business operating within Australihe AER also considers a
benchmark efficient entity would have a BBB+ cradiing and a 10 year debt term.

(5) The method is capable of producing annual changesvenue through the automatic
application of a formula specified in the regulgtdetermination. That is, whether the
approach can be fully specified upfront in the tatpry determination such that no
judgement or discretion is required to annuallyatpdthe return on debt each year,
and therefore there are no elements of the appradith are open for debate or

dispute in applying the pre-specified approach.
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The last criterion requires a formulaic approackl @& therefore clearly satisfied by the
AER’s proposed transitional approach. The samdieppo the alternatives favoured by
some of the regulated businesses, involving immedidoption of the trailing average DRP

and a different transitional process for the base. r

The first four criteria listed above are essentialfjuivalent, and are most fully expressed in
the fourth criterion. In turn this criterion cae bxpressed more precisely as satisfying the
NPV = 0 principle and neutralizing the impact ofydarge one-off effects from a regime
change. In respect of the DRP, these fundamesgtd &re satisfied by the AER’s transitional
approach to the DRP and are not satisfied by ttegraitive approach involving immediate
adoption of a trailing average DRP. Finally, ispect of the base rate, these fundamental
tests are satisfied by the AER’s transitional applo In addition, they would also be
satisfied by the alternative transitional appro&loured by JEN, United Energy, Energex,
and AGN.

In summary, these five criteria listed above atssad by the AER’s proposed approach and
the alternative transitional process for the base that is favoured by some of the regulated
businesses. By contrast, the proposal favouredsdige of the regulated businesses to

immediately adopt the trailing average DRP doessatisfy the first four criteria.

6. Conclusions

The AER has proposed switching from setting the obslebt at the rate prevailing at the
beginning of the regulatory cycle to setting iiccordance with an annually revised ten-year
trailing average, with a ten-year transitional @®x applied to the entire cost of debt. This
paper has reviewed the AER’s arguments in supgats groposed transitional process, the
contrary arguments raised in various submissiond,then assessed all proposals against a

set of criteria drawn from the legislative requients. The conclusions are as follows.

Firstly, | agree with the AER’s criteria for assegsthe relative merits of transitional
processes for the cost of debt, subject only tdacépg their first criterion by the more
general requirement when changing regimes to riegrarge one-off effects on businesses

in either direction, even if they do not violate tNPV = 0 principle.
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Secondly, under the previous regime, it seems ‘@ lheen the general practice of private-
sector firms to use interest rate swaps to hedgédése rate component of the cost of debt
and this creates a strong presumption that this effisient behavior. Furthermore, this
conclusion is strengthened by the fact that ushrese swaps seemed to reduce expected
interest costs and also reduced risk (in the sehseducing mismatches between the allowed
base rate for the cost of debt and that incurrélltG denies that it was the general practice
of private sector firms to use these swaps andthiegtreduced expected interest costs, under
the previous regime. CEG also argues that, usingjffarent definition of risk (that
associated with mismatches between the allowedrendred cost of debt rather than just the
base rate) and using US data back to only 198@rdtian 1953 or using Australian data
back to 1998, risk appears to have been increasmtenately by engaging in these swap
contracts. However, CEG do not present any persu@vidence on either the question of
the general practice of businesses or the effecswidips on expected interest costs.
Furthermore, CEG's alternative definition of risknot clearly superior and there is no clear
rationale for rejecting data prior to 1986. Conssgly, the presumption that using swaps
was efficient under the previous regime is stillrimated. This supports the use of a
transitional regime for the base rate, becausesfiomuld not instantaneously adapt their

behavior to the new regime in which use of thesagpswis no longer warranted.

Thirdly, in respect of transitional processes fur base rate, three options are available: the
AER’s proposal, an alternative favoured by manytlé regulated businesses, and an
alternative presented earlier by me. The resutts fthe first two of these proposals range
from a small gain to a small loss to businesses ftioe switch to the new regime, over the
ten-year transitional period, depending upon thé pé future interest rates and whether or
not the benchmark efficient entity reacts to thgime change in the way assumed in the
second proposal. The third possible transitiomegiime would completely neutralize the
impact of the regime change on businesses, butibtilg businesses did not engage in a new
round of swap contracts in response to the regimege, and this is unclear. So, none of the
options is clearly best. However, there is sometrte the AER using the same transitional
process for the base rate and the DRP, and thisr flavours the AER’s proposed approach.

Fourthly, in respect of the AER’s proposed transiél process for the DRP, this is designed
to largely neutralize the large one-off impact loé regime change on the regulated sector,

which is good regulatory policy in general, andlgo avoids the use of contentious historical
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DRP data. Many submissions favour immediate adopdf the trailing average DRP but

present no arguments that counter these desirgdierés of the AER’s proposed approach.

Fifthly, and also in respect of the AER’s propogezhsitional process for the DRP, two
submissions in respect of particular businessémdlzat the present value of the differences
between the DRP allowances received and incurrecddverse up to the date of the regime
change and the AER'’s proposed transitional proeesdd aggravate this situation rather
than ameliorate it. However, these alleged fuiffects from the AER’s proposed process
are not consequences of it but of the combinedceté the GFC and the timing of the
regulatory resets for these businesses, and waud arisen even had the old regime been
maintained. In addition, these exercises incotgonat merely past mismatches between the
DRP allowed and that incurred arising from the Gi€all past mismatches, including those
arising from errors by regulators in setting thiowwed DRP, and such a broad remit is
unwarranted because the additional mismatchesarevdently substantial, may not even
be real because of errors in estimating past irduBRPs, and implicitly judge some past
regulatory determinations to be wrong (whenever tmermination differs from the
contemporaneous value for the historical DRP sdhatis used to estimate the past DRP
incurred by the businesses). Furthermore, onehe$et two exercises seems to favour
compensation now for all such past mismatches, thrdefore would involve the AER
judging many past determinations (including its d#mbe wrong, as judged by retrospective
use of a DRP series that the AER has currentlyctlefor this purpose, and compensating

accordingly. Such an exercise would be bordermthe surreal. | therefore do not favour it.

Sixthly, in respect of the five criteria drawn frdegislative requirements and against which
all proposals are assessed, one of these crigzqiares a formulaic approach and is therefore
clearly satisfied by both the AER’s proposed traosal approach and the alternatives
proposed by some of the regulated businesses,vingoimmediate adoption of the trailing
average DRP and/or a different transitional proéesshe base rate. The remaining criteria
are essentially equivalent, and can be expressead precisely as satisfying the NPV =0
principle and neutralizing the impact of any laayee-off effects from a regime change. In
respect of the base rate, these requirements tséeshby the AER’s proposed transitional
approach and also by the alternative transitiongpr@ach favoured by some of the

businesses. In respect of the DRP, these requitsnae also satisfied by the AER’s
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transitional approach to the DRP but they are radisfeed by the alternative approach
involving immediate adoption of a trailing averdgeP.

Finally, | have previously provided advice on thensitional issue to the AER and nothing in
these submissions warrants any change in thatedvic
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APPENDIX 1: Terms of Reference

Services required

Based on a review of the material listed in thaditinent to this request for quote, provide a
supplementary report updating the advice providedavember 2014 and April 2025 The report is
to:

1. Critically review the AER’s position and reasons &olopting a transition to a trailing average
approach, and the form of that transition.

2. Critically review the criticism of the AER’s posith and reasons, and criticisms of Dr Lally’s
previous reports, as submitted by service providgtts current regulatory determinations.
Among other matters, this should include:

a. A review of the argument that under the on-the-giagroach it was optimal to hedge
less than 100 per cent of the base rate. In patiaeview the material from CEG on
this topic'®

b. A review of the argument that taking into accoung tegulatory approach applied to
debt over the previous two regulatory periods, uiedAER’s transition approach
which will apply for the next two regulatory pergdh benchmark efficient entity will
be undercompensated for its efficient financingsds particular, review the
material from the QTC and CEG on this topic th&teeto a benchmark efficient
entity in the circumstances of the Queensland andiSAustralian electricity
distribution network?®

3. Critically review the alternative hybrid transitiapproach proposed by service providers
with current regulatory determinations.

4. Explain whether and why your advice and conclusmmadopting a transition to a trailing
average, including the form of that transition, @iteer changed or unchanged from the
November 2014 and April 2015 reports.

5. Consider the comments in recent submissions framswoer groups on the return on debt, to
the extent relevant to this advice.

18 Lally, Transitional arrangements for the cost of debt, 20 November 2014; Lally, Review of submissions on the cost of

debt, April 2015.

CEG, The hybrid method for the transition to the trailing average rate of return on debt—Assessment and
calculations for AGN, June 2015; CEG, Efficient use of interest rate swaps to manage interest rate risk—Privileged and
confidential, June 2015

QTC, Return on debt transition analysis, A Joint Report for Energex and Ergon Energy, July 2015; CEG, The hybrid
method for the transition to the trailing average rate of return on debt—Assessment and calculations for SAPN, June 2015
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6. In answering each of the above questions, compateantrast the AER’s transition
approach with the alternative hybrid transition@agh proposed by service providers with
current regulatory determinations, and advise on:

a.

Whether the approach will or is likely to promoféatent investment in, and
efficient operation and use of, electricity and gasvices for the long term interest of
consumers

Whether the approach is likely to provide servioavjglers with a reasonable
opportunity to recover at least the efficient cabtsoperator incurs in providing
regulated network services

Whether the approach is likely to provide a retwmmensurate with the regulatory
and commercial risks involved in providing reguthtestwork services

Whether the approach produces a return on debt emsumate with the efficient
financing costs of a benchmark efficient entityhét similar degree of risk at that
which applies to the service provider in respedhefprovision of regulated network
services. The AER defines a benchmark efficienityeas a pure play, regulated
energy network business operating within Austrdlize AER also considers a
benchmark efficient entity would have a BBB+ crediing and a 10 year debt term.

Whether the approach is capable of producing archaiges in revenue through the
automatic application of a formula specified in tegulatory determination. That is,
whether the approach can be fully specified upfiothe regulatory determination
such that no judgement or discretion is requireginioually update the return on debt
each year, and therefore there are no elemenite @&pproach which are open for
debate or dispute in applying the pre-specifiedaggh.

Attachment—Background documents

Rate of return guideline

Key AER rate of return guideline documents including consultant reports commissioned by
the AER are listed in the following table.

Author and Document

document link

AER (2013) AER, Better regulation—Explanatory statement to the draft rate of return
guideline, August 2013, pp.73-97.

AER (2013) AER, Better regulation—Final rate of return guideline, December 2013,
pp.18-20.

AER (2013) AER, Better regulation—Explanatory statement to the final rate of return
guideline, December 2013, pp. 98-125.

Lally (2013) Lally. Estimating the cost of debt of the benchmark efficient regulated
energy network business, 13 August 2013

Chairmont Chairmont, Debt risk premium expert report, 9 February 2012.

(2012)
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Recent AER regulatory determinations

Key recent AER regulatory determination documents including consultant reports
commissioned by the AER are listed in the following table.

Author and Document

document link

(AER 2014) AER, Draft decision—JGN access arrangement 2015-20, November
2014, pp.100-127, 285-289

(AER 2015) AER, Final decision—JGN access arrangement 2015-20, June 2015,
pp.141-191.

Lally (2014) Lally, Transitional arrangements for the cost of debt, 20 November 2014.

Lally (2015) Lally, Review of submissions on the cost of debt, April 2015,

Chairmont Chairmont, Cost of debt: Transitional analysis, April 2015.

(2015)

Current regulatory proposals

Key service provider proposal documents are listed in the following table.

Author and
document link

Document

Electricity distribution—Victoria

AusNet AusNet, Initial proposal, April 2015, pp.336-339, 358.

CitiPower CitiPower, Initial proposal, April 2015, pp.228-234, 238-239.
[Note: Powercor’s proposal is identical to CitiPower’s proposal with
respect to return on debt]

JEN JEN, Initial proposal—Attachment 9.2—Rate of return proposal, April
2015, pp.89-94, 105-107.

UED UED, Initial proposal—Rate of return on debt attachment, April 2015,

(attached) pp.14-23, 60.

Electricity distribution—SA and Queensland

Ergon Ergon Energy, Revised proposal—Appendix C—Rate of return, July
2015, pp.148-151.

Ergon Ergon Energy, Submission to the AER—Rate of return: Cost of debt, July
2015, pp.13-24.

Energex Energex, Revised regulatory proposal, July 2015, pp. 103-112,

SAPN SA Power Networks, Revised proposal, July 2015, pp.383—388.

Gas—ACT, SA and NT

ActewAGL ActewAGL, Initial proposal—Appendix 8.01—Detailed return on debt
proposal, June 2015, section 5 [no page humbers].

AGN Australian Gas Networks, Initial proposal—Attachment 10.1—Rate of
return, July 2015, pp.44-51.

Amadeus Amadeus, Initial proposal—Access arrangement information, August

2015, pp.28-33.
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Amadeus

Amadeus, Initial proposal—Access arrangement revision submission,

August 2015, pp. 137-147

Key consultant reports submitted or referenced by service providers in support of their
proposals are listed in the following table.

Author and Document Submitted or
document link referenced by
CEG CEG, Application of AER criteria to methods for ActewAGL
(attached) estimating efficient debt finance costs, June 2015.
CEG CEG, Efficiency of staggered debt issuance, February | AusNet
2013. JEN
CEG* CEG, Efficient use of interest rate swaps to manage AGN
interest rate risk (CONFIDENTIAL), June 2015. UED
CEG CEG, Critique of the AER's JGN draft decision on the | ActewAGL
cost of debt, April 2015. AusNet
CitiPower
JEN
UED
Energex

Ergon Energy
SAPN

CEG (attached) | CEG, The hybrid method for the transition to the UED
trailing average rate of return on debt—Assessment
and calculations for United Energy, April 2015.

CEG CEG, The hybrid method for the transition to the AGN
trailing average rate of return on debt—Assessment
and calculations for AGN, June 2015

CEG CEG, The hybrid method for the transition to the SAPN
trailing average rate of return on debt—Assessment
and calculations for SAPN, June 2015

Frontier Frontier Economics, Cost of debt transition: Report Energex.

Economics prepared for Energex, June 2015.

QTC QTC, Return on debt transition analysis, A Joint Energex
Report for Energex and Ergon Energy, July 2015. Ergon Energy

Schlogl Schlogl, The AER’s JGN draft decision on the cost of UED
debt—A review of the critique by the CEG, 23 April Ergon Energy
2015.

SFG SFG, Return on debt transition arrangements under CitiPower
the NGR and NER, February 2015 JEN

SAPN

UBS (attached) | UBS, Analysis of liquidity of interest rate swaps—UBS | UED
response to the TransGrid request for interest rate risk
analysis following the AER draft decision of November
2014, January 2015

UBS (attached) | UBS, Transaction costs and the AER return on debt CitiPower
draft determination, March 2015. JEN

L This confidential report will be provided to the consultant after a confidentiality deed is signed.
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Statements by corporate treasurers during the 2009 WACC review on their financing
practices are listed in the following table.

Author and Document Submitted or
document link referenced by
Buck Khim Buck Khim, Witness statement of Sim Buck Khim, JEN
Jemena, undated. UED
Meredith Meredith, Witness statement of Gregory Damien JEN
Meredith, Envestra, 31 January 2009 UED
Noble Noble, Witness statement of Andrew Noble, CitiPower | JEN
and Powercor, undated. UED
Watson Watson, Witness statement of Alistair Watson, JEN
SP AusNet, 30 January 20089. UED

Key consumer submissions submitted in current regulatory processes are listed in the

following table.

Author and Document

document

link

CCP Consumer Challenge Panel, Sub panel 3—Response to proposals from

Victorian electricity distribution network service providers for a revenue reset
for the 2016—2020 regulatory period, 5 August 2015, pp.63-75, and

attachment 1
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APPENDIX 2: The Impact of Inflation Forecast Errors in the Period 1970-1986

This Appendix examines CEG'’s (2015b, section 4.8rgjument that inflation forecast errors
in the US in the period 1970-1986 would have caudkedhllowed cost of debt to effectively
diverge from the rate prevailing at the beginnifighe regulatory cycle by the amount of the
forecast error. To focus upon the key issue, limssthat there is no opex or taxes, and that

capex matches depreciation so that the RAB doeshaotge.

Without loss of generality, | assume an RAB of $1@Q the beginning of the regulatory
cycle and, consistent with the assumptions abdus,does not change over the regulatory
cycle. In addition, the prevailing WACC at the beang of the regulatory cycle is 10%,
comprising a cost of debt of 8%, a cost of equfty 2% and leverage of 50%. So, the price
or revenue cap would be set at the beginning ofctlee to yield expected revenues of
$1000*(0.10) = $100 per year over the five yeautawry cycle. The present value of this
stream coupled with the RAB of $1000 in five yealiscounted at the WACC of 10%, is
equal to the initial RAB of $1000. Consistent witie AER’s practice, this stream is
modified so that it escalates at the actual irdlatiate and a starting valuX)(is chosen so
that the present value is still $1000. Suppodatioh is expected to be 2%. The valueXof
must then satisfy the following equation:

X (102 , X (102° , X (109° X (102)* , X (102)°+$1000

$1000==75 110> (110°  (110° (110)°

The solution isX = $94.54, which implies expected revenues in yédarg...5. If actual
inflation is 4%, then the stream of revenues wdllarger. CEG argues that these forecast
errors should be attributed to the cost of debt eaquity rather than merely to a smoothing
process that is quite separate to the allowed obstapital. However, if the higher revenues
due to the inflation forecast error are attributecthe cost of capital, one must insert the
realized revenues into the last equation and dolvthe cost of capital that satisfies the NPV

= 0 condition, as follows:

$9454104) $0454(1.04)* N $0454(1.04)° N $0454(1.04)* N $9454(104)° +$1000

$1000=—="1, (1+k)? (L+k)? (L+k)* (L+k)°
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The solution ik = .1057. So, the inflation forecast error of 28/egquivalent to raising the

allowed cost of capital from 10% to 10.57%, andefare the allowed cost of debt from 8%
to 8.57%. By contrast, CEG(2015b, para 122) clainas the inflation forecast error (2%

here) would raise the allowed cost of debt by #@@e amount (2%). So, even if inflation
forecast errors were retrospectively assigned ecatftowed cost of capital, the extent of the
adjustment would be much less than claimed by CEG.
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