


Bloomberg is a respected provider of this information to the financial marketplace. While we do not
have visibility of the detailed proprietary process used by Bloomberg to prepare its fair value yields,
we can rely on the fact that Bloomberg is a trusted provider of this information to participants in the
world's most efficient market.

Bloomberg is independent - GGT considers that a benchmark developed by an independent
provider, where one is available, will avoid concerns of perceived bias in developing the
benchmark or related portfolio.

Importantly, Bloomberg is indifferent — it does not prepare its fair value yields for the purpose of
regulatory rate setting and therefore has no vested interest in the outcome.

GGT submits that a change of approach is not required at this time. As discussed more fully in the
attachment to this submission, continued reliance on the Bloomberg fair value yields, combined
with extrapotation of the yield term from 7 to 10 years based on the difference between the 5 and 7
year BBB yields, remains the best option at this time.

In the longer term, it may be appropriate to investigate a change in approach to estimating the debt
risk premium. While GGT recognises the urgency facing the Authority in finalising the access
arrangements for the Westem Australia Gas Networks and the Dampier to Bunbury Gas Pipeline,
GGT submits that a wholesale change of approach is not required at this time.

GGT submits that a fundamental change to the assessment of a core parameter, part way through
an investigation process, introduces a degree of regulatory uncertainty and risk that would require
further compensation through the regulatory framework.

Is a change of approach appropriate?

As discussed above, Bloomberg is a recognised authority in this area. The Authority’s proposed
approach is not likely to better reflect the prevailing conditions in the market for funds than the use
of current Bloomberg's estimates of fair value yields. This indicates that the Authority is
undertaking some considerable effort and expense, and significantly increasing the regulatory risk
attributable to its regulated businesses, with no discernable benefit.

For the regulator to venture into an area outside of its core area of expertise to develop its own
portfolio of bonds to create a benchmark is a change of approach that introduces a significant
degree of regulatory uncertainty and risk that is not required under the circumstances.

Is the Authority's recommended change appropriate?

Developing a portfolio of bonds and estimating a yield curve from this data is not within the
regulator’s core area of expertise; it is a specialist task that requires specialist skills and expertise.
Just as a regulator relies on external engineering advice in assessing technical engineering
matters, it would be reasonable to expect the Authority to consult specialist expertise in analysing
and developing a benchmark debt portfolio. GGT considers that Bloomberg is better placed to
undertake this analysis due to its in-depth practical understanding of financial markets, both open
trading and over the counter, and day to day exposure to these markets.

The need for this specialist expertise is evidenced by the Authority's proposed use of a simple
average of bonds with a range of maturities to estimate the debt risk premium, in contrast to using
the data to fit a yield curve to adequately reflect the term structure of interest rates. The regulator
should not purport to undertake the construction and analysis of a benchmark debt portfolio when it
has access to the services of a respected, independent, and indifferent service provider for whom
this is a core part of its expertise.
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The Authority’s discussion paper establishes the hurdle to be used for assessment of its proposed
approach:

Is the Authority's proposed approach of estimating the debt risk premium likely to betfer
reflect the prevailing conditions in the market for funds than the use of current Bloomberg's
estimates of fair yield curves? [emphasis added]

This is a high hurdle indeed, given Bloomberg's respect in financial markets.

As developed more fully in the attachment to this submission, we have asked two key questions in
the assessment of the Authority’s approach:

o Does the Authority's approach do anything that should not be done in preparing a benchmark
cost of debt for assessing the debt risk premium?

Yes. As discussed in the attachment to this submission, the Authority’s approach:

o simply takes an average of the yields of bonds of different maturities, rather than
constructing a yield curve to properly reflect the term structure of interest rates;

o includes bonds without adequate regard to their liquidity; and

o includes bonds without adequate regard to whether the bonds in the sample might
be considered as outliers.

o Does the Authority’s approach fail to do anything that should be done in preparing a
benchmark cost of debt for assessing the debt risk premium?

Yes. As developed more fully in the attached submission, while the full details of the approach
that is currently used by Bloomberg to estimate its fair value curves is not known, we know that
it uses sophisticated analysis and techniques. For example, as at 2007, we know that
Bloomberg's development of its fair value yields included the following activities:

o constructing a zero coupon yield curve (which reflects the fact that bonds will tend to
have different coupon rates), using a piecewise linear function;

o valuing any bonds with embedded interest rate options (such as callable or puttable
bonds} using a lognormal interest rate model, which is also used for the yield curve
model; -

o relying on an international team of experts to support the vield curve analysis; and

o continuing to review the application of alternative models that could overcome the
problems associated with using a piecewise linear function, such as a forward rate
model.

Given Bloomberg’'s position in the marketplace, it is reasonable to presume that these
sophisticated analysis techniques are reasonably necessary to be undertaken in order to
develop a robust estimate of bond yields. None of this analysis is apparent in the Authority’s
approach.

This is not to say that an alternative or new approach could not be better than that adopted by
Bloomberg, either now or in the future. GGT has reviewed the Authority’s proposed approach to
identify any benefits or advantages associated with the approach which would suggest that it is
superior to Bloomberg and should be adopted. As noted above, GGT considers the Authority's
approach to be overly simplistic and does not consider that it offers any advantage over the
established Bloomberg estimates to suggest that it would better reflect the prevailing conditions in
the market.
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Having established that the Authority's proposed approach includes analysis activities which
should not be undertaken in developing a benchmark debt risk premium, fails to undertake analysis
activities which should be undertaken, and does not represent a superior, alternative approach to
the task, GGT submits that the Authority's approach is highly unfikely to better reflect the prevailing
conditions in the market for funds than the use of Bloomberg's current estimates of fair value yield
curves.

Summary

GGT accepts that it would be preferable to have access to multiple data sources to support the
analysis of such the debt risk premium, noting there is currently limited information available in the
market on which to base estimates of this parameter. Until a new approach can be developed
through a more fulsome analysis and consultation process, the Authority should retain the
approach that delivers the least regulatory shock and uncertainty.

In the near term, GGT considers that the approach which delivers the most robust estimates with
the least uncertainty and regulatory risk is to continue to use the Bloomberg fair value yields,
extrapolating the 7 year yield to 10 years by adding the difference between the 5 and 7 year BBB

yields.

In summary response to the Authority’s specific questions:

Authority question

Summary response

1. Is the Authority's proposed approach of estimating
the debt risk premium likely' to better reflect the
prevailing conditions in the market for funds than the
use of current Bloomberg's estimates of fair yield
curves?

Bloomberg is a recognised authority in this area.
Considering the identified deficiencies in the Authority's
approach relative to Bloomberg's, the Authority's
proposed approach is highly unlikely to better ieflect
the prevailing conditions in the market for funds than
the use of current Bloomberg's estimates of fair value
yields.

2. Is the use of a benchmark sample of Australian
corporate bonds with a term shorter than 10 years
likely to better reflect the prevailing conditions in the
market for funds than the use of Bloomberg's
estimates of fair yield curves to derive a 10-year
term?

Bloomberg is a recognised authority in this area. The
Authority's proposed approach is not likely to better
reflect the prevailing conditions in the market for funds
than the use of Bloomberg's estimates of fair value
yields to derive a 10-year term.

3. Is the Authority’s proposed approach fo the
selection of Australian corporate bonds appropriate?

The Authority's approach, particularly the use of the
APT bond, does not adequately reflect the need for
liquidity in the market for the relevant bonds fo
appropriately estimate yields.

4. Which method for calculating the weighted avérage
of observed yields from the sample should be used?

Observed yields of varying terms should not be
averaged - rather, the data should be used fo plot a
yield curve to reflect the tenm structure of interest rates.

5. Are there any relevant sources of information that
the Authority has not considered in this discussion
paper with regard to estimating the debt rsk
premium? : .

For the purpose of the exercise consistent with the
recommendations of this submission, the Authority has
not omitted any relevant data sources.
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