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Inherent Limitations

This report has been prepared as outlined in Section 1.3. The services provided in connection with this
engagement comprise an advisory engagemeni, which is not subject to assurance or other standards
issued by the Ausiralian Auditing and Assurance Standards Board und, conseguemtly no opinions or
conclusions intended to convey assurance have been expressed.

References 1o “review" throughout this report have not been used in the context of a review in
accordance with Australian Auditing Standards and Australian Standards on Review Engagement.

The findings in this report are based on a desktop siudy and analysis of relevant issues. A range of data,
documents and papers have been considered as part of this process. KPMG have indicated within this
report the sources of the information provided. We have not sought to independently verify those sources
unless otherwise noted within the report. No warranty of completencess, accuracy or reliability is given in
relation 1o any statements and representations provided by Electricity Networks Corporation, who was
consulted as part of the process.

KPMG is under no obligation in any circumstance to update this report, in either oral or written form, for
events occurring after the report has been issued in final form.

The findings in this report have been formed on the abaove basis.
Third Party Reliance

This report has been prepared at the request of Electricity Networks Corpaoration in accordance with the
terms of KPMG s engagement letter/contract dated 14 December 20110,

This report has been prepared solely far the purpose set out in Section 1.2 of this report. It is not to be
used for any other purpose without KPAMG's prior written consent. Accordinglv. neither KPMG nor any
member or emplovee of KPMG accepts responsibility in any way whatsoever for the use of this report for
any purpose other than that for which it has been prepared.
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concemn relates to the proposal to consider bonds with a term to maturity shorter than 5
years. In relation 10 the inclusion of FRNs, we do not have any objection to the inclusion of
such securities subject to agreement on the pricing methodology, but note that further
clarification is required on why the five FRNs that we have identified were omitted from the
ERA’s benchmark bond sample.

e  Whilst we do not support the ERA’s proposed bond yield approach, we consider that of the
four weighting methods considered by the ERA, the most relevant method of weighting is
the weighting according to term to maturity. This is because longer dated issuance are more
relevant for determining the debt risk premium for long asset life infrastructure businesses.
However, we consider that the ERA should clarify or publish the underlying data used to
derive the results under this weighting method as we were unable to replicate the ERA’s
calculations.

s  Whilst we do not support the ERA’s proposed bond yield approach, we also suggest that
consideration be given to the development of a weighting mechanism which takes into
account the industry of the issuer given that sector differences do impact on bond yields.
One way to achieve this would be to group issuers into two industry categories —
“Infrastructure & Utilities™ and “Other™ and assign a higher weighting to the former. The
decision on what would be an appropriate weighting should be subject to industry
consultation.

s We appreciate that there are data challenges for the ERA to overcome in deciding on an
appropriate methodology for estimating the DRP, and acknowledge the concerns that the
ERA has raised in relation to Bloomberg fair value curves and the extrapolation approach
currently adopted by the AER. However, we would urge the ERA not to overlock the
“bigger picture”, and to ensure that the WACC outcomes which are ultimately derived for
the businesses that it regulates do not reflect artificial differences with those businesses that
are regulated by the AER. In principle, there should not be artificial differences between the
rates of return allowed on regulated infrastructure in Western Australia versus those in
eastern Australia, other than those differences that are attributable to differences in risk
(perceived and actual). Any such differences would adversely impact on investment in
regulated infrastructure in Western Australia.

Overall, we do not consider that there is sufficient evidence or rationale to move away from the
assumed borrowing term of ten years. In the event that the ERA decides to proceed with the
proposed bond-yield approach for estimating the DRP, we consider that it is necessary for the
ERA to further refine the bond selection criteria under the Bloomberg “search™ function.
provide information on the bond pricing data points that it has relied upon, and consider a
weighting mechanism that gives greater weight to bond pricing observations from issuers in the
infrastructure and utilities sector.
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¢ moving away from the 10 year term will provide for a larger sample of Australian corporate
bonds to be considered, which should improve the estimate of the DRP.

* The Authority is alse concerned that Bloomberg's method of estimating fair yield curves is not transparent to the
public and as such cannot be replicated.
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current Transurban scenario, we would suggest that it be excluded from the benchmark
sample as two of the three rating agencies consider it to be in the ‘A’ rating range.

e  Number of identified securities — using the selection criteria proposed by the ERA and
adjusting for the above comment on credit ratings, we identified a total of 86 securities that
match the criteria. A summary breakdown of the 86 identified securities is as follows, with
further detail provided in Table 3:

- 15 fixed rate bonds with quoted yields for the majority (but not all) of the sample penod
used by the ERA (20-trading days up to 31 October 2010}. These 15 securities are those
identified by the ERA in Table 3 of its Discussion Paper;

- 4 fixed rate securities with some historical pricing data (Downer Group Finance 2013,
Transurban 2014, Nexus 2017 and Nexus 2019);

- 5 floating rate notes (FRNs) with some historical pricing data (Brisbane Airport 2016,
CLP Australia 2012, CLP Australia 2015, Sydney Airport 2013 and Wesfarmers 2014).
It is not clear on what basis these FRNs have been excluded from the ERA’s benchmark
sample — however, we suspect that their exclusion may be related to concerns over the
ease with which these FRN pricing preference points can be observed and interpreted.
In relation to the pricing of FRNSs, it is our understanding that Bloomberg uses a FRN
calculator to price these securities and publishes the price as an implied margin over
swap (as opposed to a government risk free rate). To derive an implied yield, the
implied margin needs to be added to an underlying swap with the same term to maturity
as the FRN. It is our view that it is reasonable to include FRNs in the benchmark
sample of bonds, but a pricing methodology would need to be agreed and verified
(especially in relation to generating an historical FRN yield time series for individual
securities). At Section 6.2.4 of this report, we have analysed the likely impact of
including these FRNs in the ERA’s benchmark bond sample; and

- 62 other fixed and floating rate securities with no historical pricing data.

¢ Subordination — of the 85 securities identified by the above search criteria, Bloomberg
identifies 23 securities as being subordinated, one of which is included in the ERA’s
benchmark sample (the Bank of Queensland 2018 bond). 1t is our view that for the purpose
of establishing a sample of bonds which represents a suitable benchmark for determining the
DRP, all current and future subordinated securities should be excluded from the sample.’
Subordinated securitics are priced differently to more ‘vanilla’ debt issuance and are
commonly (though not exclusively) issued mainly by financial institutions. Subordinated
debt issuances are therefore in our view, less representative of corporate (non-fmancial
institution) borrowings. We also note that some securities may be legally subordinated,
whilst other securities are structurally subordinated, and these characteristics may not
necessarily be identified by Bloomberg disclosure. As the nature of the subordination
impacts on the pricing of the security, further consideration of identified securities may be
required.

? KPMG have not reviewed the terms of individual securities to conlirm the subordination classification applied by
Bloomberg.

WAUGENC-10DRPSubmission_FINAL_060111.doc - 6 January 2011 19

© 2010 KPMG, an Australian partnership and a member firm of the KPMG network of independent
member firms affiliated with KPMG International Cooperative ("KPMG International”), a Swiss entity.

All rights reserved.
KPMG and the KPMG logo am ragisterad irademarks of KPMG Intarnational.

Liability limited by a scheme approved under Professional Standards Legislation.

LLOZ uer 0 Ajuoyiny uonenbay siwouos]



Western Power
Submission to the ERA Discussion Paper - Estimating
the Debt Risk Premium

Advisory
January 2011

e Hybrid securities — of the 85 securities identified by the above search criteria, Bloomberg
identifies two as hybrid securities (Southern Cross Airports 2016 and Macquarie Finance
perpetual security)'®. Whilst neither of these securities currently fall within the ERA’s
benchmark portfolio, it is our view that all hybrid securities should be excluded from any
future sample adopted by the ERA. This is because hybrid securities can have unique
features such as equity-like characteristics and/or options which can be exercisable at the
discretion of the issuer or the bond holder, all of which can make their pricing more
complex and less similar to the way in which senior debt would ordinarily be priced.

¢ Financial institutions and structured transactions — 32 of the remaining 85 securities
identified by the above search criteria relate to financial institutions or structured (asset
backed) issuance. Whilst none of these securities currently fall within the ERA’s
benchmark portfolio, it is our view that financial institution issuance should be excluded on
the basis that they typically have materially different capital structures, access to funding,
cost of funds, risk profiles and sector regulation compared to non-financial institutions.
Similarly, it is our view that any future structured (asset backed) issuance should be
excluded from the benchmark portfolio on the basis that they typically have different
structural credit enhancements, investor base and security pricing compared to more
‘vanilla’® debt issuance.

e Security specific factors — as a general comment we note that some security pricing may be
affected by factors that are either unique to the issuer, the instrument or corporate activity
related to the issuer. If the ERA’s proposed approach to determining the debt risk premium
is adopted, we suggest that provision be made for including or excluding particular
securities on the basis that they may be affected by factors specific to the individual
instrument or issuer (for example, if the market was anticipating and pricing in a change in
credit rating, corporate activity or a higher probability of default)."

e Callable and putable redemptions — in relation to callable redemptions and based on their
contribution to the proposed bond sample (only the BBI DBCT Finance bond, after
excluding the Bank of Queensland subordinated bond), we consider it reasonable to include
callable bonds in the bond search criteria. We note that this approach may need to be
reviewed if callable bonds constitute a larger portion of the bond sample or if there are
considered pricing anomalies with reference to the above security specific factors. In
relation to putable redemptions, we note that no putable bonds are currently identified in the
sample (despite the search criteria including putable bonds). On balance, it is our view that
putable bonds should be excluded from the search criteria — we note. however, that putable
bonds are considered uncommon in the Australian market, and so long as no putable bonds
are identified in the sample their inclusion or exclusion from the criteria is academic.

Given the above observations, we suggest that significant further consideration is required by
the ERA of its proposed bond selection criteria. In addition, this selection criteria and the
methodology used to sort or refine the criteria down from a relatively wide basket of securities

' KPMG have not reviewed the terms of individual securilics 1o confirm the hybrid classification applicd by
Bloomberg.

" For example, between March 2009 and May 2009, an Ausiralian dollar denominated medium term note issued by
Fairfax Media suffered a significant drop in price (inverscly related to the yield} on the prospect of a credit rating
downgrade {which subsequently occurred), with the bond price then paniially recovering on the announcement of a
bond buy-back program to be implemented by Fairfax.
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‘to a more- applicable sample needs to be -fully substantiated, documented, and ‘subject to
adequate industry consultation.
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Table 3: Bloomberg bond search results (excluding those securities with no bid price observations)
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“Infrastructure & Utilities™ and “Other” and assign a higher weighting to the former. The
decision on what would be an appropriate weighting should be subject to industry consultation.
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