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1. Introduction

This report has been prepared by NERA Economic @bng (NERA) on behalf of
TransGrid. Its subject is that of the draft deciSimade by the Australian Energy Regulator
(AER) on a particular element of the weighted agereost of capital (WACC) to be applied
to Powerlink. In particular, we have been askecotsider whether the approach to
estimating the debt risk premium (DRP) set ouhimAER’s draft decision is likely to
produce a robust estimate of:

the margin between the annualised nominal riskrfaézand the observed annualised
Australian benchmark corporate bond rate for cagobonds which have a BBB+
credit rating from Standard and Poor’s and a migtequal to that used to derive the
nominal risk free rate.

The above criterion reflects the requirements afisk 6A.6.2(e) of the National Electricity
Rules (NER) and the AER'’s associat&dtement of the revised WACC parameters
(transmission), published in May 2009 (the WACQestzent).

The remainder of this report is structured as dp

= section two summarises the approach to estimatm@®RP in the AER’s draft decision
on the WACC to be applied to Powerlink;

= section three details what we conclude to be a mumbinadequacies with the AER’s
proposed approach to estimating the DRP for Pomeréind

= section four concludes.

1 Australian Energy Regulatdbraft decision, Powerlink transmission determinati@f12-13 — 2016-1™ovember

2011 (hereafter: ‘draft decision’).
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2. Draft Decision on the DRP

In its revenue proposal submitted to the AER, Pbmlecalculated a DRP of 4.34 per cent
based on a benchmark term to maturity of 10 yeadisaacredit rating of BBB¥.The AER’s
draft decision is to reject Powerlink’s estimateled DRP in favour of a DRP of 3.19 per
cent, which it calculated using a different metffiman that used by Powerlirk.

This section of our report describes the diffeagproaches used by Powerlink and the AER,
and the AER'’s reasoning for rejecting Powerlink'sthodology.

2.1. Powerlink’'s proposed DRP

Given a benchmark term to maturity of 10 yearsawcdedit rating of BBB+ (as prescribed
by the AER in its WACC statement), Powerlink progpa$o estimate the DRP by taking the
average of two Bloomberg BBB rated fair value csriff€VCs) — namely, the seven year
FVC and the five year FVC, both extrapolated terantof maturity of 10 years.

The extrapolation of the two Bloomberg BBB rated®3Avas achieved by:

» adding the rise in the last recorded 10 year Bloenqi®\AA DRP (from 7 to 10 years) to
the 7 year Bloomberg BBB DRP; and

» adding the rise in the last recorded 10 year Bloenqi®\AA DRP (from 5 to 10 years) to
the 5 year Bloomberg BBB DRP.

This resulted in a DRP estimate of 4.34 per cemrasenting the average of:

= an upper value of 4.56 per cent based on the etatgn of the 7 year Bloomberg BBB
DRP; and

= alower value of 4.11 per cent based on the exta#ipa of the 5 year Bloomberg BBB
DRP.

The central estimate of 4.34 per cent was thenkeltkagainst broader bond information as
well as alternative approaches to estimating th® DR

2.2. Rejection of Powerlink’s proposed DRP

In its draft decision, the AER rejected Powerlingi®posed DRP of 4.34 per cent on the
basis that it was not satisfied that the method lsyePowerlink was appropriate. The AER
also rejected Powerlink’s reasonableness checks DRP estimate. We provide a detailed
explanation of the AER'’s reasoning behind thesect&ns below.

2 Draft decision, page 221.

3 Draft decision, pages 220-221.

4 Draft decision, page 213.
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2.2.1. Rejection of DRP approach

The AER took the view that Powerlink’s reliancetbe Bloomberg BBB rated FVC to
calculate the DRP was a second-best alternatiusitm available market data-he AER
states that the Bloomberg FVC is not a predictogree of information and, as such, it
should only be used where market data is unavaifabl

The Bloomberg FVC is derived from market estimaited are reconciled with observed
yield data, with the methods used to determineetlyesdd estimates unable to be established
by third parties. The AER states that since thenogtand data used to determine the
Bloomberg FVC is not transparent, it is not posstbl “to gauge the efficiency of the
underlying estimates, or to what extent they reflee available market observed data”.

Given this stated concern, the AER has undertakeanalysis of the BBB rated five and
seven year spreads over the period January 20D08yt@010, as derived by the Bloomberg
FVC.2 The implied DRP (in basis points) for each of the¥Cs increased notably over the
period 2007 to 2009 and remained at this level daty 2010 — the end of the AER’s period
of analysis. The AER states that while these FV&s&hemained at historical highs,
economic commentary would suggest that there hexs &e improvement in Australian debt
market conditions — which, it implies, are noteefed in the Bloomberg FVCs.

Finally, the AER expresses concern at the dateibligation of the FVC spread data.
Powerlink used the last recorded 7-10 year AAA F3ftead to extrapolate the seven year
BBB FVC.° However, Bloomberg ceased publishing the severiangar AAA FVCs in
June 2010, implying that this data source will ppraximately two years old at the time the
AER releases its final decision. By using thesedabwerlink is assuming that the spreads
between the FVCs of different credit ratings hageaihanged since June 2010, yet the AER
states that “Powerlink has not provided any assessto support the reliability of this
assumption in its revenue proposd”.

2.2.2. Rejection of reasonableness checks

Powerlink engaged PricewaterhouseCoopers (PwGtimate its DRP and also to undertake
reasonableness checks on the extrapolation ofltwriberg BBB rated FVC. PwC
undertook the reasonableness analysis by condutiieg tests?

10

11

12

Draft decision,
Draft decision,
Draft decision,
Draft decision,
Draft decision,
Draft decision,
Draft decision,

Draft decision,

page 222.
page 226.
pages 225-226.
page 227.
page 227.
page 230.
pages 229-230.
pages 234-237.
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= straight-line extrapolation — the seven year BloergtBBB rated FVC was extrapolated
using a straight-line approach, ie, the spread éetvthe five and seven year BBB rated
FVCs was extended out to 10 years. The AER rejebisdanalysis on the basis that it
considered it to be flawed.

» linear regressions — a series of linear regressi@mne performed to test the
reasonableness of the extrapolation methodologwesder, the AER contends that this
analysis does not support the reasonableness dadriakis proposed DRP.

= paired bonds analysis — PwC used a sample of 18skioom nine issuers and, for each
pair, the DRP of the shorter term bond was sul#taftom the DRP of the longer term
bond. This spread is then divided by the differenderm to give an increase in the DRP
per year. The five and seven year Bloomberg BBBdr&V/Cs were then extrapolated by
the observed average annual increase in the DRWeVéw, the AER rejected PwC'’s
analysis on the basis that — amongst other thing&elies on assumptions about the
linearity of yields that are contradicted by théadid used”.

2.3. Alternative DRP methodology adopted by the AER

The AER proposes to estimate the DRP using a diffegipproach from that of Powerlink.
Applying the same benchmarks used by Powerlinkerra to maturity of 10 years and a
credit rating of BBB+ — the AER estimated the DRPré&ference to the reported yields on a
sample of bonds?

2.3.1. Selection of bond sample

The AER selected a sample of bonds that it contarelsepresentative of a benchmark 10
year, BBB+ rated Australian corporate bond. Speally, the AER’s sample consisted of
those bonds that met all of the following conditioi

= Australian domestic corporate issuances;
= received a rating of either BBB, BBB+ or A- by Stiand and Poor’s;
» have between seven and 13 years remaining ternatiarity; and

= for which yield data are available from BloomberdJBS.
Further, in developing its bond sample, the ABRIudecthe following financial products’

= callable bond® — such bonds have non-standard features andisyittds require
adjustments to determine the fixed rate equivalétwsvever, the AER does not consider
that “sufficiently reliable adjustments are feasibland so it excluded callable bonds
from the sample; or

13

Draft decision, page 215.

14

Draft decision, page 215.

15

Draft decision, pages 217-219.

16 callable bonds are bonds that are able to be meteprior to maturity by the issuer. It is typiéat a premium to be

paid to the bond owner if the bond is redeemed/earl
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= subordinated debt— the yields on subordinated debt are higher tields on senior debt
to account for the greater risk to principal repawin The AER contends that such debt
should be not included in the sample given thaoiild “introduce an upward bias to the
DRP estimate”; or

= Bloomberg BBB rated FVC — the FVC is not a predigtsource of price information and
so does not meet the AER'’s condition of using olestbond data. Further, the AER
contends that the Bloomberg seven year BBB rated Felwes not currently reflect the
available market evidence for long dated bond#hestated views of other independent
market commentators” and that it “does not reftaetprevailing cost of debt for the
benchmark Australian corporate bond”.

2.3.2. Calculation of Powerlink’'s DRP

Given the sample of bonds that meet all of its doos, the AER calculated the DRP for
each bond based on its annualised spte@tie DRP to apply to Powerlink was then
determined as the simple arithmetic average obiREs of the sample bondsin explaining
the use of using a simple arithmetic average assgipto a weighted average, the AER
states that’

The AER has applied a simple average on the Hasitedit ratings and terms to
maturity are imprecise indicators of expected yidlgimple average will equally
reflect the DRPs of bonds deemed comparable tbeahehmark. In comparison, a
weighted average approach would require certanmagsons about the distribution
of bond terms or credit ratings.

Table2.1 below reproduces Table 5.4 of the AER'’s dretftision and sets out the sample of
bonds — and their corresponding DRP’s — used ierdeting the DRP to apply to Powerlink.

17 Claims on assets of subordinated debt are ranidesvlihat of other non-subordinated debt.

18 Draft decision, page 216.

19 Draft decision, page 216.

20 Draft decision, page 216.
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Table 2.1
Sample of Bonds Used by the AER to Calculate the DR P
Bond Issuance Term to Maturity S&P Credit Rating DRP (%)
(years)
APA Group 8.8 BBB 3.09
Brisbane Airport 7.7 BBB 2.67
Sydney Airport 10.1 BBB 3.81
Sydney Airport 11.0 BBB 3.90
Dalrymple Bay Coal Terminal 9.7 BBB+ 4.30
Dalrymple Bay Coal Terminal 11.2 BBB+ 3.83
Coca Cola Amaitil 10.0 A- 1.59
SPI Electricity and Gas 9.5 A- 2.63
Stockland Trust 9.1 A- 291
Average 9.7 3.19

Draft decision, Table 5.4, page 224.

The AER contends that using observed yield datstimate the DRP provides the best
insight into the prevailing market perception ofestors and, by taking the average, any
differences between the sample bonds and the berklaasumptions will be alleviated to
an extent® The AER therefore concludes that the sample bagprbach it adopts provides
an appropriate estimate of Powerlink’s DRP.

2.3.3. Sensitivity analysis

The AER undertakes a sensitivity analysis on sofhtleeoconditions it places on the bonds to
be used in the sample. In particular, it asse$semtlusion of: BBB, BBB+ and A- rated
bonds; bonds with between seven and 13 years remgdaarm to maturity; and floating rate
bonds (in addition to fixed rate bonds). Detailsh@f sensitivity analysis for each of these
parameters are set out below.

2.3.3.1. BBB, BBB+ and A- rated bonds

Only two bonds in the averaging peridthat meet the AER’s sample conditions (as set out
in section 2.3.1 above) were rated BBB+. The AEBnaethat a sample of two is insufficient
to forrr213a robust estimate of the DRP and so extémsample to include BBB and A- rated
bonds®

2L Draft decision, page 221.

22 The AER used the 40 days moving average for obddrend yields for the period ending 14 Octoberl2@ke Draft
decision, page 221).

2 Draft decision, page 232.
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2.3.3.2. Seven and 13 years remaining term to maturity

The AER undertakes its DRP analysis using thrdereifit ranges of bond maturity, each
symmetric around the benchmark maturity of 10 ydarparticular, the AER selected
samples based on bonds falling into the followiragurity range$?

= Oto 11 years;
= 7to 13 years; and
= 510 15 years.

As the term to maturity range is widened, the tasgilsample size increases; however, this
also causes the average term to maturity of thedtmfall further from the benchmark of 10
years. The AER considers that a sample that inslbdeds with a term to maturity of seven
to 13 years provides “sufficiently robust sampleesan average term to maturity that closely

matches the benchmark, and a conservative creitit@istribution”?>

2.3.3.3. Floating rate bonds

The AER includes in its sample bonds with fixeeknest rates and those with floating rates
that can be reliably converted into a fixed raten undertaking a sensitivity analysis that
considered both the inclusion and exclusion oftitmarate bonds, the AER concluded that
the inclusion of floating rate bonds “provides arenmbust sample that closely reflects the
benchmark term and credit ratingf”.

24 Draft decision, page 233.

% Draft decision, page 233.

% Draft decision, page 216.

27 Draft decision, page 233.
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3. AER’s Proposed Approach

The AER’s analysis of the DRP is a significant depenent on the approach it has
previously adopted, where it sought to rely onagrage of an extrapolated Bloomberg FVC
and the yield on a single BBB rated bond issuedB$ Group maturing in July 2010 (the
“APA” bond). Notwithstanding these developmentspur opinion the analysis set out in the
Powerlink draft decision is not sufficiently robusither:

= to provide reliable estimates of the prevailingd/ien 10 year BBB+ rated Australian
corporate debt; or

= to disregard the Bloomberg FVCs.
We elaborate on the reasoning for these conclusielusv.
3.1. Critique of the AER’s proposed approach

The AER’s draft decision for Powerlink proposestiopt a new approach to estimating the
DRP, which essentially involves taking the arithimetverage of the DRP of a sample of nine
bonds. This is the fifth methodology for estimatthg DRP proposed by the AER in the last
three years. Its previously proposed approachésdac

= the average of an extrapolated Bloomberg FVC aeditid on the “APA” bond?
= the average of an extrapolated Bloomberg FVC aadCBASpectrum FVGE?

= the reported CBASpectrum FV&and

= the reported Bloomberg FVE.

In our opinion, several aspects of the AER’s nevihodology warrant further development
and/or refinements before it could produce a rédiagistimate of the DRP, specifically:

2 This was the approach adopted by the AER in:

- Final Decision Envestra Ltd Access Arrangement psgp for the QId gas network 1 July 2011 — 30 J20#6,
June 2011, page 50; and

- Final Decision N.T. Gas Access arrangements projfosahe Amadeus Gas Pipeline 1 August 2011 —u3@J
2016 July 2011, page 78.

The was the approach advocated by the AER inutgrAlian Competition Tribunal in thpplication by Jemena Gas
Networks (NSW) Ltd (No 5)[2011] ACompT, heard on 28 February 2011.

29

%0 This was the approach adopted by the AER in:

- Final Decision Jemena Gas Networks Access arrangenpeaposal for the NSW gas networks 1 July 2010 — 3
June 2015June 2010, page 198; and

- Final Decision Access arrangements proposal ACTea@beyan and Pelerang gas distribution networklg 2010
— 30 June 2015March 2010, page 56.

81 This was the approach adopted by the AER in:

- Final Decision New South Wales distribution deterrtiora2009-10 to 2013-14£28 April 2009, page 232;
- Final Decision TransGrid transmission determinat2®09-10 to 2013-1£8 April 2009, page 60; and
- Final Decision Transend Transmission Determina®09-10 to 2013-148 April 2009, page 79.
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the analysis should consider the quality of the gaints;
= subordinated debt issues should be included isdah®le;

= the use of a simple average necessitates the omissa large number of bond issuances
that could potentially improve the reliability dfe estimated DRP if more sophisticated
econometric techniques were to be employed; and

= the use of market analyst outlooks is of limitechomrelevance and so cannot be relied on
to provide a sensible cross check of the estimatB.

3.1.1. Quality of the data points

The estimated DRP for Powerlink of 3.19 per cemteisved as the arithmetic average of the
yield on the nine bonds listed in Tald€., below.

Table 3.1
Sample of Bonds Used by the AER to Calculate the DR P
Bond Issuance Term to Maturity S&P Credit Rating DRP (%)
(years)
APA Group 8.8 BBB 3.09
Brisbane Airport 7.7 BBB 2.67
Sydney Airport 10.1 BBB 3.81
Sydney Airport 11.0 BBB 3.90
Dalrymple Bay Coal Terminal 9.7 BBB+ 4.30
Dalrymple Bay Coal Terminal 11.2 BBB+ 3.83
Coca Cola Amatil 10.0 A- 1.59
SPI Electricity and Gas 9.5 A- 2.63
Stockland Trust 9.1 A- 2.91
Average 9.7 3.19

Draft decision, Table 5.4, page 224.

The use of an arithmetic average gives equal wéagbach of the nine bonds issuance.
However, to ensure that the application of equagiatengs results in a robust estimate of the
DRP first requires a thorough examination of tharahteristics of each bond be undertaken.
This principle was advocated by the Competitiorblinal (the Tribunal) in thé@emena
decision®

32 Application by Jemena Gas Networks (NSW) Ltd (No@)IPACompT 10paragraph 62.
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An average is a blunt instrument unless carefulghbis given to the individual
components and whether each should be given the sansideration, or weight, in
the calculation of the average.

No such analysis was carried out by the AER inRbeerlink Draft Decision. In the time
available to prepare this report we have not bédn @nduct a thorough examination of the
characteristics of every bond issuance. Howevemnate that the yield on Coca Cola Amatil
appears to be an outlier since:

= the next lowest estimated DRP is SPI Electricitg @as, which is 65 per cent greater
than that observed for Coca Cola Amatil; and

= the average of the yield of the group, excluding&Gola Amatil, is 3.39 per cent, which
is more than double the reported yield on Coca Gatatil.

In our opinion, the analysis of the characteristitthis bond by the Queensland Treasury
Corporation (QTCY provides a number of compelling reasons why itghaot be given
equal weight to the other bonds in the AER santppecifically, the Coca Cola Amatil bond
yield:

» s estimated using a BVAL function, since therermsebservations of the price of this
bond and the yield is instead estimated by referém¢he observed yield of other,
undisclosed, comparable securitfés;

= has a BVAL quality score that declined from 7 tover the averaging period (in a range
of 1 to 10 with 10 being the highest quality), whiodicates that Bloomberg does not
consider this to be a reliable estimataend

= the total issuance was $30 million, compared witlazerage issuance of $286.25 million
for the remaining eight bonds in the AER’s sanifle.

These characteristics suggest that little or n@iteshould be given to the Coca Cola Amatil
bond issuance. Setting aside these particular deraions, a detailed review of the other
eight bond issuances may also reveal that the ApRisosed approach of giving equal
weight to each of the remaining bonds is not apatg

3.1.2. Subordinated debt

In the event of default, claims by subordinateddbalders are secondary to the claims of
senior debt holders. The appropriateness of inafydubordinated debt into a sample was
considered by the Tribunal in tBmvestraappeal, where it stated that:

33 QCT,Debt Risk Premium Analysis, Draft Determination 208 — 2016/17 - Prepared for Powerlink Queens|and
January 2012.

34 QCT,Debt Risk Premium Analysis, Draft Determination 208 — 2016/17 - Prepared for Powerlink Queens|and
January 2012, page 18.

% QCT,Debt Risk Premium Analysis, Draft Determination 208 — 2016/17 - Prepared for Powerlink Queens|and
January 2012, page 46.

% QCT,Debt Risk Premium Analysis, Draft Determination 208 — 2016/17 - Prepared for Powerlink Queens|and
January 2012, page 43.
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As Envestra correctly submitted, the nature ofddlet, that is subordinated or
unsubordinated, and the industry of the industrhefissuer should be taken into
account in the determination of the bond’s crealihg... If the AER is to continue to
use BBB+ rated corporate debt as its benchmarédtarmining the DRP, it is not
reasonable for it to pick and choose which of tBBB bonds it deems to be
appropriate without considering the significancehaf other potentially relevant
bonds.

Notwithstanding this finding, the AER has soughexalude subordinated debt on the basis
that banks are reducing the issuance of subordirg®bt and that this has resulted in a
deterioration of the ratings on these bonds.

While the development identified by the AER couldysibly result in an upward bias in the
DRP estimate, the AER does not provide any anabfdise existence or materiality of this
bias. In particular, the AER has not identified:

= whether any subordinated debt is issued by non-restikutions and so not affected by
the issue identified by the AER regarding bank debt

= the extent that banks have reduced their issuafcagordinated debt; or

= the effect that these reductions may have on tles/ion bank subordinated debt.

In the absence of evidence of bias (and we notenthree has been presented), it is
unreasonable for the AER to disregard the inforomagirovided by subordinated debt.

3.1.3. Adoption of econometric techniques

One consequence of using a simple arithmetic aveshgbserved bond yields (as opposed
to more sophisticated technigues) is that the saigmuup must be defined to include only
those bonds that are directly comparable to thetlreark, ie, BBB+ rated and a 10 year term
to maturity. As a result, the AER restricts its lgaes to bonds with the following
characteristics:

= Australian domestic corporate issuances;

» rated as either BBB, BBB+ or A- by Standard andrRRpand

= Dbetween 7 and 13 years remaining term to maturity.

The effect of these conditions is that the AER'sFD&stimate is based on only nine bond

issuances during the indicative sample period @i business days ending 14 November
2011.

In short, the adoption of econometric techniquesldienable a larger sample of bond
issuances to be considered. Such techniques dilwmtiuence of specific characteristics of
a bond to be estimated, including its term to migtand credit rating. We note that the

37 Application by Envestra Limited (No 2) [2012] AComp@&ragraph 98.
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practice of applying econometric techniques is wptead in the finance industry and both
Bloomberg and CBASpectrum apply these techniguestimate their respective FVCs.

In its report, PwC presents an econometric modettwnate the 10 year BBB+ yield using
all available empirical dat&.As such, the PwC model amounts to a further acdaeat on
the approach adopted by the AER.

3.1.4. Market analyst outlooks

The AER’s use of market analyst outlooks is of tedior no relevance and so cannot be
relied on to provide a sensible cross check okteanated DRP. In particular:

= the spreads quoted by such analysts are likelg toylreference to the swap rate rather
than the commonwealth government security (CGSyl yien general, swap rates are
above CGS yields and so these estimates of spyathdsderestimate the prevailing
DRP; and

= critically, the analyst reports to which the AERers do not appear to indicate the term
of these bonds.

The inability to identify the term of the bond issices to which analysts are referring
indicates that they could be speculating on theapfor bonds with a maturity of 1, 3, 5 or
10 years. If the analyst reports relate to shaeten bonds they may be entirely consistent
with the DRP proposed by Powerlink and inconsistétti the DRP estimated by the AER —
more importantly, it is not possible to know.

3.2. Rejection of Bloomberg FVC

The rejection of Bloomberg FVC is a significant depre from the AER’s previous
approach to estimating the DRP. Its rejection$s ahconsistent with the findings of the
Tribunal, which has consistently found that thedshioerg FVC is an appropriate measure of
the DRP* In our opinion, the AER’s decision to reject arsgwf the Bloomberg FVC is
unwarranted; rather, considerable weight shouldicoe to be placed on these curves.

The AER bases it decision on the contention treBlloomberg FVC represents a ‘second

best’ source of pricing information for estimatitingg benchmark DRP. The AER'’s principal
criticism is that the Bloomberg FVC does not cutiyereflect the available market evidence
for long dated bonds, or the stated view of othdependent market commentators.

A more plausible explanation of the difference kewthe Bloomberg FVC and the reported
yield on the AER’s sample of long dated bonds & the sample of bonds is not complete or

% pwC,Debt risk premium and the equity raising codnuary 2012 attached to Powerlink’s revised gsapas

appendix B.

% The Tribunal accepted the use of Bloomberg FVGtionate the DRP in:

- Applicationby ActewAGL Distribution [2010] ACompT 4
- Application by Jemena Gas Networks (NSW) Ltd (No 3[RBCompT 10and
- Application by Envestra Limited (No 2) [2012] ACompT.
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representative. For example, we discussed in $e8tiol that the erroneous inclusion of
Coca Cola Amatil into the AER’s sample createsardeard bias that, if removed, would
increase the simple average of reported DRPs ®b&Bcent. Further, it is arguable that the
observed yields should be weighted by the sizéeif tespective debt issue, which would
further increase the observed yield to 3.50 pet.¥Ffhese two adjustments would also
mean that the 7 year BBB Bloomberg FVC debt righpum of 3.41 per cent was no longer
visibly inconsistent with the reported yields onder term debt.

Finally, the AER'’s claim that the BBB Bloomberg F\@s behaved in a manner contrary to
what would be expected — in that spreads havearobwed since the onset of the global
financial crisis (GFC) — is not in itself materidhis is because the failure of the Bloomberg
curve fully to reflect the GFC was in fact due he scarcity of market trades in the
immediate aftermath of the GFC. This finding irat&n to the Bloomberg FVC has been
well documented by the Tribunal, which concludeat:th

Performance of the Bloomberg curve during and affieiGFC alone would not
necessarily have warranted its rejection. The ualustcumstances and the market
conditions, in particular the restrictions of detdrket, that prevailed during the GFC
are unlikely to persist for extended periods anghtnot therefore be viewed as
indicative of the likely market conditions that wadyrevail during the majority of

the ten year reference period. At most, the seddltounterintuitive” performance
would warrant investigation of the reliability ¢fe¢ Bloomberg Curve.

The AER also raises a number of other relativelganconcerns with the Bloomberg FVC;
however, in our opinion these concerns are ingeffidto detract from a conclusion that
Bloomberg curves are “widely used and market raspéc

40 A weighted average based on the size of the = gives an equal weight to the yield earnedam dollar of
invested debt. In contrast, a simple average ofmviesl yields gives greater weight to debt investesinall issues.

41 Application by Envestra Limited (No 2) [2012] AComp@&ragraph 81.
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4. Concluding Remarks

Estimating the yield on BBB+ rated Australian caigde debt with a term to maturity of 10
years continues to involve a considerable degremcértainty. In consequence, methods for
estimating the DRP have been constantly evolvind,the AER’s DRP decisions have
frequently been appealed to the Tribunal.

In our opinion, the revised approach proposed byABR in the Powerlink Draft Decision
for estimating the DRP involves serious flaws, vahstiould be corrected in its final decision.
In particular, the AER’s proposed approach is deficbecause it does not:

= adequately examine the circumstances surroundrig@&ahe bond issuances in its
sample and so inappropriately assigns equal wegkdch observed yield;

= undertake the necessary analysis to justify exofydubordinated debt issues;

= employ any of the econometric tools in widespreselin the finance industry to estimate
yields and so is restricted to a very small subgbbnd issuances to estimate the DRP;
and

= properly scrutinise the market analyst reports bictvit relies and so incorrectly
concludes that they provide a sensible cross cbkttle estimated DRP.

These errors highlight the wisdom of the Tribuna#sommendation in the recent Envestra
decision that?

If the AER were to decide that the EBV was an uabd indicator for the purposes
of deciding that DRP, it would be desirable in ldweger term to develop an
alternative coherent and consistent methodologgoirsultation with the relevant
regulated entities and other interested partiethodigh the DRP must be determined
at a particular point in time, the use of a coesisand acceptable methodology
would ensure regulatory consistency, and in refatboparticular matters would also
facilitate efficient decision making and in turduee the number of reviews of the
DRP decisions by the AER brought to the Tribunathi/such a task would be a
complex and lengthy one, it is one the Tribunal s@nds to the AER.

42 Application by Envestra Limited (No 2) [2012] AComp@&ragraph 98.
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