5pa/‘"/<infrastructurex\
p—=

22 October 2018

Standing Committee on Economics
Parliament House
Canberra ACT 2600

By email: economics.reps@aph.gov.au

Dear Standing Committee Members

Re: Standing Committee on Economics inquiry into impediments to business investment in
Australia

Spark Infrastructure has been listed on the Australian Stock Exchange (ASX) since 2005 and has a
current market capitalisation of around $4 billion. Our investment businesses transport electricity to 5.5
million customers in South Australia, Victoria and NSW, and importantly provide high voltage
interconnection between regions in the National Electricity Market (NEM). Spark Infrastructure’s
investment portfolio comprises 49% interests in electricity distribution network businesses; SA Power
Networks (SAPN) (South Australia), and CitiPower and Powercor (together known as Victoria Power
Networks (VPN), in Victoria), and a 15% interest in TransGrid (NSW), the electricity transmission
company in NSW. Spark Infrastructure is approximately 75% owned by Australian professional,
superannuation and retail investors, with the remaining 25% being held by foreign investors.

Spark Infrastructure and its underlying investors are the providers of long-term equity capital to our
network businesses to build and maintain electricity transmission and distribution assets that support an
affordable, reliable and safe electricity system which is undergoing considerable change as the
generation mix in Australia transitions to a low-emissions future. We are very focused on ensuring that
our network businesses provide the services our customers need, at least cost.

We are making this submission because we are concerned about the deterioration in the investment
environment in the Australian energy sector and broader economy that has the potential to prevent
savings in energy supply costs being delivered to customers and impose additional costs on customers
because of increasing sovereign and regulatory risks.

Our submission is responding in particular to the following terms of reference:

e The interaction between regulatory frameworks across all levels of Government and how the
cumulative regulatory burden can be reduced to support greater business investment; and

e The role that energy policies, at the Commonwealth and State government levels, can have on
the encouragement of new business investment.

Energy networks are critical to a low cost, low emission, reliable and secure energy supply system in the
following ways:

e They improve the utilisation of existing generation and ensure only an optimised amount of new
renewable distributed energy resources (DER) is required to be built to meet consumer demand;

e Enhanced (physical) connectivity and electricity flows between regions ensure the wholesale
trading market operates efficiently reducing wholesale prices and price volatility; and

e They provide a platform to support new behind the meter technologies and dynamic two-way
energy flows that empower consumers to manage their energy use and bills.
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The savings available to consumers as a result of the above have been identified by the Australian Energy
Market Operator (AEMO) in its Integrated System Plan (ISP) and could be as much as $5 billion.!

Our specific concerns in relation to impediments to business investment in Australia in relation to the
energy network sector can be summarised as followed:

e Uncertainty in energy and regulatory policy, compounded by unwarranted government
interventions in the regulatory framework will likely deter critical investment in network
infrastructure. This will either result in new renewable replacement generation not being built due
to a lack of connection availability (and hence cost-efficient, low emission generation not being
added into the generation mix) or could lead to system stability issues where renewable
generation (i.e. intermittent non-synchronous generation) is added but without adequate network
reinforcement;

e Uncertainty in energy policy and increasing sovereign and regulatory risk is reducing the relative
attractiveness of Australia to global capital markets, increasing the cost of debt and equity for
investment in the Australian energy sector; and

e Increased cost of debt and equity and reduced incentives to invest will increase the cost to all
energy customers and become a barrier to delivering the energy cost savings outlined in the ISP.

Our concerns are further detailed in the attached letter to the Minister for Energy dated 2 October 2018
and the submission from the Networks Shareholders Group on the Australian Energy Regulator’s (AER’s)
draft Rate of Return Guideline (RORG) which are available on our website.

We invite you to contact us to discuss this submission further or to seek further information. Please call
Sally McMahon, Economic Regulatory Advisor, on 0421057821.

Yours sincerely,

o

Rick Francis
Managing Director & CEO
Spark Infrastructure

Attachments:
e Letter to Minister Taylor, 2 October 2018
e A Compendium of facts and relevant reviews relating to Australian energy networks, 2 October
2018
e Spark Infrastructure, Letter to the Hon Josh Frydenberg MP, 15 June 2018 and attachment
e Network Shareholder Group, Response to the draft Rate of Return Guideline, 25 September
2018.

1 AEMO, Integrated System Plan, July 2018, p.6.
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2 October 2018

The Hon Angus Taylor MP
Minister for Energy
Federal Member for Hume
Parliament House
Canberra, ACT 2600

By email: angus.taylor.mp@aph.gov.au

Dear Minister,

Re: Ensuring investment in critical network infrastructure and protecting consumer interests

| am writing to introduce myself and Spark Infrastructure. We share the same objectives; to develop sustainable
evidence-based energy policies that will deliver reliable, affordable, and low emission energy to consumers.

We would like to work with you to cut through the politics that has plagued energy debate and policy in recent times
and establish a shared view of the facts regarding energy network businesses and the regulatory framework under
which they operate.

Energy networks are critical to a low cost, low emission, reliable and secure energy supply system:

o They improve the utilisation of existing generation and ensure only an optimised amount of new renewable
distributed energy resources (DER) is required to be built to meet consumer demand;

e Enhanced connectivity and electricity flow between regions ensures the wholesale market operates
efficiently reducing wholesale prices and price volatility; and

e They provide a platform to support new behind the meter technologies and dynamic two-way energy flows
that empower consumers to manage their energy use and bills.

Opportunities to reduce costs to consumers exist across the energy supply chain. However, we consider that the
opportunities to reduce costs in privatised electricity networks have been exhausted. Continued intervention and
regulatory change will have the opposite effect to that intended, increasing risk that drives up costs and reduces
incentives to invest. This will increase prices to consumers and put at risk reliable and secure services.

Spark Infrastructure

Spark Infrastructure has been listed on the Australian Stock Exchange (ASX) since 2005 and has a current market
capitalisation of around $4 billion. Our investment businesses transport electricity to 5.5 million customers in South
Australia, Victoria and NSW, and importantly provide high voltage interconnection between regions in the National
Electricity Market (NEM). Spark Infrastructure’s investment portfolio comprises 49% interests in SA Power
Networks (SAPN) (South Australia), and CitiPower and Powercor (together known as Victoria Power Networks
(VPN), in Victoria), and a 15% interest in TransGrid (NSW), the transmission company in NSW. Spark Infrastructure
is approximately 75% owned by Australian professional, superannuation and retail investors, with the remaining
25% being held by foreign investors.

Spark Infrastructure and its underlying investors are the providers of long-term equity capital to our network
businesses to build and maintain electricity transmission and distribution assets that support an affordable, reliable
and safe electricity system. We are very focused on ensuring that our network businesses provide the services our
customers need, at least cost.
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In a stable environment network prices have declined and will continue to do so

Network prices have declined by between 3% and 5% across the NEM since 2014 and are expected to continue
to decline for privately owned networks. The contribution of network charges to the average bill for residential
customers has also declined since 2014. In contrast, wholesale electricity costs have increased by 130% and the
contribution of wholesale electricity costs to the average bill for residential customers has increased by between
36% and 80%.1 Increasing electricity bills are not being driven by network charges.

The price reductions delivered by network businesses have occurred in response to strong incentives under the
regulatory regime to achieve efficiencies whilst maintaining services. These incentives are effective where network
businesses respond to financial incentives. This is more evident for privately owned networks.

The businesses in our investment portfolio have a strong track record in performance.

For SAPN and VPN, distribution network prices have remained flat in real terms since privatisation (late 1990's)
and for our newest investment, TransGrid prices are lower in 2017 in real terms than in 1995. TransGrid's prices
will again fall in real terms over their new five-year regulatory period which commenced on 1 July 2018. At the
same time, our businesses are leaders in efficiency, reliability and safety? and have absorbed costs of new
obligations such as the advanced interval meter roll-out (smart meters) in Victoria and new licensing obligations
and constraints on transforming the workforce imposed by the Government through the TransGrid acquisition
process.

Private network businesses have not over-invested

These facts may differ to those that have become popular with politicians and the media. For example, the
Australian Competition and Consumer Commission (ACCC)? and the Grattan Report* have referred to over-
investment and under-utilisation. However, these findings are not true for all networks and were found not to be
true at all for private networks in South Australia and Victoria (in contrast to the historical State-owned distribution
network businesses in NSW and Queensland). Clearly the root issue is in government ownership, and not the
regulatory framework.

The network expenditure patterns were recently highlighted by the Australian Energy Markets Commission (AEMC)
which showed a sharp decline in capital expenditure since 2012-13, with the lowest level in ten years recorded last
year and regulated asset base (RAB) growth plateauing since 2014-15.5 The sharp decline in investment has been
driven by a significant reduction in returns implemented in the Australian Energy Regulator's (AER’S) previous
2013 Rate of Return Guideline (RORG), strengthening of incentives for capital efficiencies and further privatisation.

' The Grattan Institute, Mostly Working, Australia’s Wholesale Electricity Market, July 2018, p. 3 and 8.

2 Spark Infrastructure HY2018 Investor Presentation available at https://sparkinfrastructure.com/investor-centre/reports-and-presentations
3 ACCC, Retail Electricity Pricing Inquiry, Final Report, June 2018.

4 The Grattan Institute, Down to the wire: A sustainable electricity network for Australia, 25 March 2018.

5 AEMC, Economic Regulatory Framework Review, Promoting efficient investment in the grid of the future, July 2018, Section 3.
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Sovereign and regulatory risks are increasing and will put future investment at risk

Frequent intervention by government and decisions by the AER that put primacy on the short-term price impacts
rather than incentives for efficiency and the long-term price and service impacts required to be taken in to account
by Law,5 are unnecessarily increasing sovereign and regulatory risk. Examples of these types of interventions
include:

e The unilateral abolition of Limited Merits Review (LMR) prior to the completion of the COAG Energy
Council commissioned process which had agreed to reform rather than remove the LMR framework;’

e Through the legislation to make the RORG binding, which included:

- Considerable narrowing of rights to Judicial Review on rate of return issues at the same time as
significantly increasing the discretion of the AER (noting that the COAG Energy Council had only
agreed to remove LMR on the basis that access to Judicial Review remained); and

- Overriding the important governance arrangements for the powers, roles and decisions of
Australian energy institutions under the Australian Energy Market Agreement;®

e ACCC's proposal to consider rule changes to introduce asset stranding risk on past efficient investment;?

o The politically driven review of the regulatory tax approach® which is also shining a light on the quality of
Australian Taxation Office data and related issues that are best dealt with through Commonwealth
taxation policy rather than the regulatory system. The COAG Energy Council subsequently released
proposed changes to the national energy rules on the regulatory approach to tax prior to the review being
concluded or even a proposed position being reached; and

e The unpredictable and de-stabilising draft RORG (issued July 2018)1 which proposes a significant cut in
equity returns with no analysis at all of the impacts on investment incentives or the longer-term price and
service (eg. security and reliability) outcomes for consumers.

We are very concerned with the integrity and robustness of the draft RORG process as the draft outcomes do not
reconcile to market evidence or the agreed positions of experts involved in the process. In addition, the AER has
not considered the aggregate impact of the draft outcomes on the financial position of the Network Service Provider
(NSP) or the long-term service and reliability impacts on consumers, as it is required to do.

These risks reduce incentives for investment and will increase the cost of debt and equity at a time when more,
not less, investment is needed in the energy system. Paradoxically a reduction in regulated equity returns will
adversely affect credit ratings and hence drive up debt costs. As the level of gearing in these businesses is
relatively high versus the equity component, it is likely that the net cost to consumers will in fact increase, and with
effect immediately.

It is forecast that 45 terawatt hours (TWh) of coal-fired generation will be retired within the next 12 years and,
according to Australian Energy Market Operator (AEMO), will need to be replaced by up to 90 TWh of gas and
renewable energy sources. Hence, the role of the grid is expected to expand considerably to facilitate multi-
directional energy flows between consumers and a diverse mix of generators and storage points, spread
geographically across the NEM. New transmission is needed to optimise the amount of new generation build
required and to relieve constraints that drive up wholesale prices.

6 See the National Gas Objective (NGO), National Electricity Objective (NEO) and Revenue and Pricing Principles (RPPs) in the National
Gas Law and National Electricity Law

7 Spark Infrastructure, Letter to the committee Secretary, Senate Standing Committees on Environment and communications, Senate
inquiry into the abolition of limited merits review (LMR), 19 September 2017 available at https://sparkinfrastructure.com/about/economic-
regulation

8 Spark Infrastructure, Letter to the Hon Josh Frydenberg MP, 15 June 2018. Available at https://sparkinfrastructure.com/about/economic-
regulation

9 ACCC, Retail Electricity Pricing Inquiry, Final Report, June 2018, p. ix.
10 AER, Initial Report, Review of regulatory tax approach, June 2018.

" AER, Draft Rate of Return Guideline Explanatory Statement, July 2018.
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We should not be unnecessarily increasing these costs through regulatory and policy uncertainty. Access to low
cost debt and equity is critical for all new energy investments, has stimulated investment in renewable technologies
and enables prices to consumers to remain low.

Reducing the regulated return contrary to increasing risk will exacerbate adverse impacts on consumers

We need to ensure governance and independence remains strong and regulators properly consider the impact of
decisions and actions in the long-term interests of consumers. In the absence of a robust and disciplined evaluation
of impacts, energy consumers will pay more for less in the future. The cost to consumers could be significant, for
example:

¢ Increased reliability and security risk — more than $4 billion a year is required to invest in networks to
keep “the lights on”. Operation of network businesses and their associated assets are not riskless, and in
the absence of sufficient returns on investment, the risk associated with future supplies is likely to increase
irrespective of the networks’ compliance with the licence conditions;

o Higher bundled energy prices - insufficient returns will put at risk critical and innovative investments
that support a transition to a lower cost energy system, a transition that is being demanded by consumers.
For example, AEMO’s Integrated System Plan (ISP) identifies that in the absence of significant
transmission investment, consumers could miss out on more than $1 billion in potential savings and that
$4 billion in wholesale resource savings may not be available from greater use of distributed energy
resources and access to renewable energy zones.1?

o Value of lost load - a 5% increase in the risk of additional unserved energy to consumers in NSW could
result in lower reliability to consumers, which, if priced appropriately, would exceed the short-term
reduction in retail prices that might be received from a lower rate of return.13

Moreover, as equity investors in Australian regulated networks have access to global investments, setting
regulated returns at the bottom end of international comparators will likely starve the networks of incremental
investment and reduce the pool of potential equity providers.

A proposal for a sustainable low-cost, low emission energy supply system

We are busy doing all we can within our part of the value chain to drive affordability, but the regulatory environment
is creating uncertainty. We take a long-term view of our investments and we should not be alone in safeguarding
the long-term interests of energy consumers in terms of price, reliability and security of supply of network services.

We consider the following objectives are critical to a successful transition to a lower cost energy network whilst
protecting the long-term interests of consumers:

1. Reduce network costs whilst maintaining services.
2. Ensure efficient investment at the right time and in the right things.

3. Empower and support end use consumers to access the benefits of a competitive low-cost energy supply
system.

12 AEMO, Integrated System Plan, July 2018, p.6.
'3 Network Shareholders Group, Response to the draft Rate of Return Guideline, 25 September 2018.
14 John Earwaker, The AER's Draft WACC Guideline: An International Perspective, September 2018.
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Our proposed initiatives to deliver on these objectives are presented in the table below.

Reduce network costs
whilst maintaining
services

Ensure efficient
investment at the right
time and in the right
things to reduce the
cost of the energy
supply system

Maintain a stable, predictable, and
transparent regulatory framework
independent of political influence.

Strengthen incentives for efficiency and

innovation.

Remove barriers and subsidies for new
investment to compete with incumbent
generation and facilitate renewable energy
resources to deliver a low-cost energy supply
system.

Support research and development of new
technologies to improve operation of
networks and facilitate a platform for behind
the meter investments.

Maintain regulated rates of return
unless there is a material change in
market conditions and ensure any
modifications are consistent with the
change in market conditions.

Modify the binding rate of return
legislation to re-instate full judicial
review for rate of return decisions.

Periodical and independent review of
the effectiveness of the AER.

Cost benefit analysis of new
obligations and reviews.

Curtail government intervention and
political influence on the regulatory

__framework and outcomes.

AEMC to investigate strengthening
incentives for cost efficiency and
innovation (including ‘totex’) and
financial support for new technologies
and higher risk investments and
projects. (Underway)1s

Privatise remaining electricity network
businesses in the NEM.

The Energy Security Board (ESB) to
develop an executable plan for the
ISP. (Underway)6

This plan should include consideration
of the investment environment and
regulatory overlap as well as
formalise the status of the ISP in the
AER’s regulatory investment test
process.

Open Energy Networks is a joint
initiative by Energy Networks
Australia (ENA) and AEMO to
improve the efficiency of development
of and access to distributed energy
resources and a platform for two-way
energy flows. (Underway)

5 AEMC, Economic Regulatory Framework Review, Promoting efficient investment in the grid of the future, July 2018.

16 ESB, Converting the Integrated System Plan Into Action, 21 September 2018.

7 AEMO and ENA, Open Energy Networks, Consultation on how best to transition to a two-way grid that allows better integration of
Distribution Energy Resources for the benefit of all consumers, July 2018.
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Empower and support Accelerate and support pricing reform.
end use consumers to

access the benefits of a

competitive low-cost

energy supply system.

Remove cross subsidies in energy pricing
and technology-based subsidies (eg. Solar
PV feed-in tariffs, other incentives and
subsidies for solar and batteries).

Stop government intervention to
undermine more efficient network
tariff structures.

Encourage network tariff reform and
the pass through of the economic
price signals to retailers.

Improve transparency of the
contribution of supply chain costs in
end user bills by separately reporting

__Network prices and price changes.

Undertake an independent review (eg.
Productivity Commission) of subsidies
in the energy supply system, including
to energy consumers.

Develop targeted policies to protect
low income and vulnerable customers
from price impacts and support to
make informed choices in a

_transforming energy system.

Transmission and distribution networks are critical to price affordability; delivering low-cost, reliable renewable
energy solutions and the transition to the energy networks that we need for the future. More efficient private

investment in the sector is required and is needed to reduce prices.

Attached to this letter is a compendium of relevant facts, reviews and submissions for your information.

| welcome the opportunity to discuss this letter further with you and. Spark Infrastructure is willing to assist with
any further supporting information you may require. | can be contacted on 0411 700 967.

Yours sincerely,

Rick Francis
Managing Director & CEO
Spark Infrastructure

Attachments:

o A Compendium of facts and relevant reviews relating to Australian energy networks
e  Spark Infrastructure, Letter to the Hon Josh Frydenberg MP, 15 June 2018
o Network Shareholder Group, Response to the draft Rate of Return Guideline, 25 September 2018
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A COMPENDIUM OF FACTS AND RELEVANT REVIEWS RELATING TO AUSTRALIAN ENERGY
NETWORKS

Network prices have declined

o Network prices across the National Electricity Market (NEM) have reduced by between 3% and 5%
in the current round of AER decisions.

Figure 1: Change in network fees in current regulatory periods between 2013 and 2017 (average annual % decline),
by DNSP
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Source: AER 2017 distribution network service provider benchmarking report, figure 10 — Forecast impact of AER decisions on residential electricity
charges (average annual % decline), by DNSP, page 25, 1 December 2017

e South Australian distribution network costs have declined in real terms since privatisation and
now represent less than 26% of the annual bill.

Figure 2: South Australian distribution network cost component of the annual bill ($1990-00)

Annual SA bill, Real 1999/00 dollars
2500

2000
1500
1000

500

8
3

FYO1

= SAPN incl metering = Transmission mEnergy and refail  mGovemment incl. green  mGST  mDiscount incl. GST

Source: SA Power Networks 2020-2025 Draft Plan: Delivering better outcomes at a lower price, Page 12, August 2018



¢ Victorian distribution network costs have declined in real terms since privatisation and represent
less than 25% of a residential retail bill.

Figure 3: Composition (%) of the annual residential electricity bill in Victoria (4,000 kWh; no electric off-peak hot
water), 1995, 2001 & 2002, and 2007 to 2017 (2016$)
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Note: The figures at the top of each bar show the total annual bill for a residential electricity customer in Victoria without electric off-peak water heating that uses 4,000 kK\wh over the course of the year.

Source: Oakley Greenwood, Causes of residential electricity bill changes in Victoria, 1995 to 2017, 2017, p.7

Figure 4: Contribution to change in the average residential electricity bill in Victoria from the privatisation of the
distribution businesses to present, 1995 to 2017 (2016$, inclusive of GST)
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e The contribution of network charges to residential customers annual electricity costs has reduced
and the contribution of wholesale electricity cost has increased.

Figure 5: Estimated contribution to residential customers’ annual electricity costs ($2015-16)
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Source: The Grattan Institute, Mostly Working, Australia’s Wholesale Electricity Market, July 2018, p. 3 and 8.

e Spark Infrastructure’s electricity distribution and transmission network businesses are leaders in
efficiency and reliability.

Figure 6: AER’s distribution network efficiency benchmarking
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Source: AER 2017 distribution network service provider benchmarking report, Table 1 — Individual DNSP MTFP scores, rankings, change 2015 to 2016,
page 9, 1 December 2017



Figure 7: AER’s transmission network efficiency benchmarking

AER'’s opex productivity score

2.0
1.08 P

1.0 0.74

0.0

Ausnet Services TransGrid TasNetworks Powerlink ElectraNet

Source: Economic Insights report TNSPs — Economic benchmarking results for the AER 6 November 2017, Table 3.2 TNSP multilateral opex partial
productivity indexes, 2006-2016, Page 21. Data used by AER in its transmission network service provider annual benchmarking report 2017 released on 1
December 2017

Figure 8: Citipower, SAPN and Powercor have each delivered industry leading reliability
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Network prices are expected to continue to decline.

e TransGrid’s proposal for the 2018 Regulatory period includes a 5.2% reduction in transmission
network charges. The average transmission price is approximately 1c/KWh and represents less
than 5% of an average bill.

Figure 8: Changes in TransGrid's network charges over time
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Source: TransGrid data

e The proposals for the recently privatised NSW distribution networks (Ausgrid and Endeavour
Energy) include proposed real price reductions.

Table 1: Proposed distribution network tariff changes (real, %)

NSW DNSP | 2019-20 2020-21 2021-22 2022-23 2023-24

Ausgrid A% 00% o 0.0% 00% 0.0%
Endeavour '10%'10%'10% ....'..1..:0% -1.0%
_Essential - 143% - 143% - 143% 143% 1.43%

Source: Ausgrid, Regulatory Proposal, April 2018, p. 60; Endeavour Energy Regulatory Proposal, April 2018, p. 6; Essential Energy, 2019-24 Regulatory
Proposal customer Overview, April 2018, p. 6.



Private network businesses have not over-invested

e In NSW, Queensland and Tasmania there has been significant over-investment in state-owned
networks.

Figure 10: Regulatory asset base (RAB) from 2006 to 2017, by NEM region, real $2016-17
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Sources AER economic benchmarking, Regulatory Information Notice responses.

Source: ACCC, Retail Electricity Pricing Inquiry, Final Report, June 2018, p. 159.
e The RAB growth in Victoria over the last 8 years included capital expenditure on the roll-out of
advanced interval meters (AMI).

Figure 11: RAB from 2006 to 2017, by NEM region, real $2016-17 with AMI identified
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o Capital expenditure has declined sharply since 2013 and RAB growth has plateaued.

Figure 12: The combined RAB of all distribution companies has plateaued since the introduction of the Capital
Expenditure Sharing Scheme (CESS)

Figure 3.1:  Combined closing RAB of distribution NSPs in NEM

#2000

7088

(1. /

A, milkon, 2917
§

sa0m

= WM ide 208

Source: AER
Mote: values in 2017 meal dollar terms,

Source: AEMC Economic Regulatory Framework review, Promoting efficient investment in the grid of the future, figure 3.1 — page 39, 26 July 2018

Figure 13: The combined RAB of all transmission companies has declined since the introduction of the CESS

Figure 3,13: Combined transmission NSP RAB in NEM
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Source: AEMC Economic Regulatory Framework review, Promoting efficient investment in the grid of the future, figure 3.13 — page 51, 26 July 2018



Figure 14: The combined capex of all distribution companies has approximately halved from 2012 to 2017

Figure 3.3:  Combined distribution NSPs Capex in NEM
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Source: AEMC Economic Regulatory Framework review, Promoting efficient investment in the grid of the future, figure 3.3 — page 41, 26 July 2018

Figure 15: The combined capex of all transmission companies more than halved from 2009 to 2017

Figure 3.15: Combined transmission NSP Capex in NEM
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Source: AEMC Economic Regulatory Framework review, Promoting efficient investment in the grid of the future, figure 3.15 — page 53, 26 July 2018



Reducing the regulated return contrary to increasing risk will exacerbate adverse impacts on consumers

e Thedecline in capital expenditure and RAB growth has followed reductions in the regulated equity
risk premium and the AER allowed return on equity

Figure 16: Changes in regulated equity risk premium and capital expenditure in distribution Network Service
Providers (NSPs)
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Source: NSG Response to the Aer's draft Rate of Return Guideline, 25 September 2018, p. 5

Figure 17: Change in AER allowed return on equity
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e The AER’s draft RORG provides regulated equity returns at the bottom end of international
comparators

Figure 18: the AER’s proposed equity risk premium compared to other jurisdictions.
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Source: Network Shareholder Group (NSG) Response to the AER’s draft Rate of Return Guideline, 25 September 2018, p. 7.

A summary of relevant reports and reviews

KPMG, Optimising network incentives, Alternative approaches to promoting efficient network investment,
January 2018 (A report prepared for the COAG Energy Council’s Energy Market Transformation Project
Team)

e KPMG was engaged to investigate opportunities to optimize network incentives by reviewing existing and
alternative regulatory frameworks that may improve flexibility and encourage innovation and efficiency in
electricity network investment and operation.

0 The report identified a number of issues that may be acting as handbrakes on grid innovation.
O There is a bias in the regulatory framework against innovation

0 That the incremental approach to changing the framework will be insufficient to deliver the
transformation required

0 Aclear vision for the role of the networks in the transformation is required.

o The bias in the regulatory framework against innovation, amongst other things, is driven by lower rates of
return leading to the adoption of more operating or business as usual solutions, and network businesses
not adequately capturing rewards from innovation to compensate for the higher risk of investigating and
implementing new technologies.

o KPMG also found that NSPs may not capture adequate rewards from innovation to compensate them for
the extra risks they incur, that if the discount rate is less than 6% (real) the NSP will have an incentive to
adopt the operating expenditure solution even with it is inefficient and that a move to a totex framework
may assist in dampening the preference for capital solutions.



Also, the risk of stranding assets skews behaviour against innovation and leads to the need for a higher
hurdle rate for new capital expenditure. These issues will not be resolved through ad hoc changes to the
regulatory framework without a clear vision for the future role of networks and explicitly valuing innovation.

AER, Initial Report, Review of regulatory tax approach, June 2018.

On 15 May 2018, the AER released an issues paper for a review of the regulatory tax approach. The
review is in response to a request from the Hon Josh Frydenberg MP for the AER to investigate whether
network businesses are being overcompensated for their corporate tax liabilities, including using its
information gathering powers if necessary.

The AER's issues paper was accompanied by a letter from the Australian Tax Office (ATO) outlining
analysis that indicated there was a discrepancy between the tax allowances provided by the AER and the
actual tax payable — higher for taxpaying entities and lower for National Tax Equivalent Regime (NTER)
entities. The ATO’s analysis required several assumptions and exclusions due to limitations in data. The
ATO identified that there are several key drivers for the difference such as entity structures, interest
expense deductions, tax losses and depreciation.

The current national electricity and gas rules relating to tax outline that the tax liability should be based
on applying the statutory rate of tax to the benchmark efficient entity (BEE).

The regulatory approach to tax is to estimate ex-ante the tax liability of the BEE based on forecast taxable
income and tax expenses assuming regulatory assumptions about revenue, inflation and depreciation.
The Australian tax paid reflects an ex-post assessment of the actual tax paid by the tax paying entity and
adopts statutory rules. The two will never be equal.

On 28 June the AER released its initial report on the review of the regulatory tax approach.

The AER has decided to use its information gathering powers to seek actual tax payable information from
NSPs (this means putting out a regulatory information notice (RIN) requiring NSPs to provide specific
data in the form requested by the AER)

The AER has identified a range of potential responses which include changes to the treatment of tax
depreciation, other changes that might require rule changes or adjusting tax allowances for actual tax
paid

The AER agrees with stakeholders that caution should be taken before moving to a tax pass through

approach as such an approach could lead to consumer charges increasing over time, create windfall
gains or losses and provide perverse incentives to shift tax between regulated and unregulated entities.

The AER is currently consulting on RINS.

AEMC, Economic regulatory framework review, 2018 final Report, 26 July 2018.

The AEMC's annual review of network regulation focused on whether changes to the economic regulatory
framework are required to support likely future scenarios where there is a high penetration of distributed
energy resources (DER). The report finds that incentive regulation remains appropriate and provides
sufficient flexibility to support the evolving role of NSPs in the context of the electricity sector's
transformation.

In addition, the review found that the incentive for NSPs to pursue capital or operating expenditure differs
across NSPs and that these issues cannot be addressed within the regulatory framework simply by getting
the rate of return allowance ‘right’. The AEMC signaled that it would commence work to consider changes
to expenditure assessment and remuneration to better align capital and operating expenditure incentives
(potentially a totex approach) and include consideration of risk sharing and need for regulatory sandboxes.

There are also barriers to investment to execute strategic investment plans and to enter into efficient
funding arrangements when they are dependent on subsequent decisions by third parties. Providing
clarity about how the views of different regulators can be reconciled and aligned will improve certainty,
reduce the cost to customers and ensure efficient and timely investment in infrastructure.



ACCC, Retail Electricity Pricing inquiry, Final Report, July 2018.

The report outlined the issues contributing to rising energy prices and recommended actions to address
them. This report acknowledged the role of government in driving over investment in network Government
owned businesses. It fell short, however, in recognising that customers of privately held networks have
enjoyed flat or marginal increases in network charges despite increasing costs to meet new obligations
(for example, the roll-out of interval meters in Victoria).

The report includes 56 recommendations to deal with concentration in generation markets, dealing with
over investment in networks, governments to bear the burden of premium feed in tariffs, improve retail
outcomes and experiences and help businesses through lower prices.

There are 11 recommendations relating to networks (no. 10 to 20). Key items of note include the proposed
treatment of overinvestment, support for price reform and the additional role of the AER in assessing
impacts of write-down on retail prices, setting reliability standards, increased use of AER Guidelines,
increased flexibility in determination process.

Recommendation 13 is to introduce stranding risk by making changes to the National Electricity Rules
(NER) to allow for assets to be stranded and the cost of stranding to be shared between customers and
networks. The AEMC has been charged with investigating this issue.

The current roll-forward approach to the regulatory asset base was established to reduce the risk of
efficiently investing in infrastructure. This maintains a low cost of capital and therefore delivers lower
prices to customers. If the risk is increased due to the potential stranding of assets which were efficient
at the time, the cost of capital would need to increase and so would prices to customers.

We strongly oppose the suggestion to investigate retrospective re-valuation of investment. Writing down
the value of assets privately held will reduce the incentives to invest and increase the cost of capital
resulting in poorer services and higher prices to customers. This was recognised in the Finkel Review!
and has been strongly supported by work undertaken by the ENA2. The regulatory compact where
investors can earn a return on efficient investment is critical to maintaining low cost of capital. Actual or
perceived risk that this will be altered will increase the cost of capital unnecessarily.?

At its meeting on 10 August 2018, the COAG Energy Council agreed to progress 16 of the
recommendations (relating to reducing the time it takes for consumers to switch, ensuring consumers get
the information they need and strengthening penalties and AER’s investigative powers) and a program of
work to consider the remaining recommendations.

We support the ACCC's recommendations for pricing reform* in addition to and including the following:

e Requiring network charges and changes in network charges to be separately identified on a
customer’s bill to improve transparency and accountability for all elements of the energy supply chain.

o Government and regulatory support and advocacy for improvements in network tariff design to
provide efficient signals to customers and retailers that enable cost impacts to be managed and
guidance to ensure further investment is investment.

e The development of targeted and effective policies to support low income and vulnerable customers,
particularly where impacts are likely to be exacerbated by actions of customers that can afford solar
and or batteries to off-set network charges.

AEMO, Integrated System Plan, July 2018

The Integrated System Plan (ISP) acknowledges the critical role of transmission in optimising the existing
investment in energy infrastructure, efficiently connecting renewable energy sources and delivering more

" Dr Alan Finkel, AO, Independent Review into the Future Security of the National Electricity Market, Blueprint for the Future, June 2017, p. 136.

2 Energy Networks Association, Written Down Value? Assessing proposals for electricity network write-downs, August 2014.

8 Energy Networks Association, Written Down Value? Assessing proposals for electricity network write-downs, August 2014.

4 ACCC, Retail Electricity Pricing inquiry, Final Report, July 2018.



than $1.2 billion in quantified benefits to end use customers (based on transmission investment of approx.
$1 billion to $3 billion) than if further transmission investment does not take place.

o The ISP also recognised that a failure to leverage new technology and innovative approaches will delay
$4 billion in benefits to end-users from behind the meter investments and dynamic matching of demand
and supply.

e The ISP should also streamline the AER’s process for reviewing the regulatory investment tests by
providing a reference point for projects and assumptions.

e The ISP outlines a three-phase approach:

0 Group 1 - near-term construction to maximise economic use of existing resources, this includes
increasing transfer capacity between NSW, QLD and Victoria

0 Group 2 - developments in the medium term to enhance trade between regions, provide access
to storage and support renewable energy zones, this includes establishing new transfer capacity
between NSW and SA and QLD and NSW

o0 Group 3 - longer term developments to support renewable energy zones (REZs) and system
reliability and security, this includes further increasing transfer capacity between NSW and
Victoria.

ESB, Converting the Integrated System Plan into Action, 21 September 2018.

e At its meeting on 10 August 2018, the COAG Energy Council requested that the ESB report to the
December 2018 meeting on how Group 1 projects can be implemented and delivered as soon as
practicable and also to convert the ISP in to an actionable strategic plan. The COAG Energy Council also
indicated that the work program should include possible changes to the RIT T.

o The ESB released a consultation paper commencing the review on 21 September 2018.

o This should include consideration of the policy and regulatory settings that could reduce incentives for, or
increase the cost of, undertaking the investment.

AEMO and ENA, Open Energy Networks, Consultation on how best to transition to a two-way grid that
allows better integration of Distribution Energy Resources for the benefit of all consumers, July 2018.

e The AEMO and ENA are jointly holding a set of workshops on consultation on how best to transition to a
two-way grid that allows better integration of distributed energy resources (DER) for the benefit of all
customers. The workshops were accompanied by a consultation paper.

o The aim of the workshops is to:
0 Introduce the content of the Open Energy Networks consultation paper
0 Identify opportunities and challenges high DER brings to the NEM

0 Develop the ‘strawman’ framework options on the frameworks for optimisation of DER in the
paper, including the key principles identified for any new design

0 Identify immediate “least regret” actions that may be required
o0 Outline the next steps and ongoing opportunities to collaborate.

o The options include a single integrated platform provided by AEMO, a two-step tiered regulated platform
operated by the local distribution NSP with an interface between the distribution NSPs platform and
AEMO, or an independent distribution system operator (DSO).

AER, Draft Rate of Return Guideline Explanatory Statement, July 2018.

e On 10th July the AER released its draft Rate of Return Guideline (RORG). The draft RORG delivers a
significant reduction in the allowed return on equity (95 basis points), reflecting a reduction in equity beta
from 0.7 to 0.6, a reduction in the market risk premium (MRP) from 6.5% to 6.0%. The AER also increased
the value of imputation credits from 0.4 to 0.5.



e The RORG proposes to fix the MRP for the 4-year term of the RORG, retain gearing of 60%, a credit
rating of BBB+ and the trailing average portfolio approach to estimating debt. The draft RORG has
suggested a change in the approach to estimating the debt yield which will also have a smaller impact on
the estimate of the cost of debt.

o Further information on the draft RORG is provided in the attached submission from the Network
Shareholder’s Group (NSG) provided to the AER on 25 September 2018. The following table summarises
the draft RORG outcomes against the evidence, expert views and the NSG positions.

Table 2: Summary of draft RORG with evidence, expert views and NSG

Returnon - No material changes - Not considered No change - Reduction in debt yield - Reduction
debt in estimates or proposed based on arbitrary in rate of
undeniable better weighting adjustment return
estimate
Approach No new developments - No new developments - Nochange - Apply the SLCAPM with - Reduction
to in finance theory or in finance theory or proposed no regard to in rate of
estimating - academic literature academic literature underestimation bias or - return
ROE forward-looking
estimates
Equity Beta - Increase in empirical  : Expect equity beta to No change - Remove weight on Reduction
estimates be stable and current proposed international firms and in the rate
listed firms most apply equal weight to of return
comparable current and de-listed
firms.
Ignore more recent
estimates that provide
directional information
on movements in
systematic risk
MRP Increase in each of All three estimates Increase in - Rely only on HER and Reduction
the three relevant relevant MRP change weight on in the rate
estimates (historical A i geometric and of return
excess return (HER), gtrﬁemtgn on d arithmetic means
distributed growth Siréame Ic metan an
model (DGM), analyst greement on
surveys) geometric mean
Gamma No material changes - AER approach incorrect - Reduce Re-define the BEE to be - Reduction
in estimates and only Necessary to use data . 92mMa only listed firms and in the rate
one estimate that is from a brga der range of (adoptthe - adopt an estimate that of return
free of ATO data companies that areg direct is not for the BEE
issues P estimate) (hybrid all equity and

comparable, and the
capital intensity is
relevant when
considering comparable
firms

Source: NSG Response to the Aer’s draft Rate of Return Guideline, 25 September 2018, p. 20.

the top 20 listed firms)
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The Hon Josh Frydenberg MP
Minister for the Environment and Energy

Parliament House
CANBERRA ACT 2600

By email: josh.frydenberg@environment.gov.au

15 June 2018

Re: Binding Rate of Return Bill

| previously wrote to you on 24 April 2018 outlining concerns that many investors including Spark Infrastructure
have that the Binding Rate of Return Bill (the Bill) will put long term private investment in energy infrastructure at
risk and will put upwards pressure on debt and equity costs in the sector leading to higher prices for consumers.

We appreciate the consultation undertaken by the Senior Committee of Officials (SCO) of the COAG Energy
Council including the amendments that they have included in their latest draft which we believe are intended to
address some of the concerns raised by ourselves and other stakeholders.

We understand that the intent of the Bill is to introduce a legally binding instrument to lock in the approach to
calculating the rate of return earned by regulated businesses and investors to provide enhanced regulatory
certainty and transparency for networks, investors and consumers. We support this policy objective. We also
support the additional process requirements for the AER in making the rate of return guideline (RORG) and to
improve the likelihood that contested issues can be addressed through the AER’s primary process.

Nevertheless, we consider that the Bill (including the most recent amendments provided by COAG on 29 May
2018) will fall short of achieving this policy intent and will continue to create additional uncertainty and risk to
investors and lead to higher prices for consumers.

We understand that there is a view that the Bill will not completely remove access to judicial review. Instead, the
Bill is designed to prevent excessive appeals that would delay the development or implementation of the RORG.
However, this is not the case. By making the RORG a legislative instrument it will only be reviewable on extremely
limited judicial review grounds, if at all.

Regardless of improvements in the primary process, the limited ability to seek judicial review will mean errors
cannot be addressed and limit accountability with the risk that the quality of decisions will be reduced over time.
We are firmly of the view that the removal of access to judicial review exacerbates both sovereign and regulatory
risk.

It is not necessary to make the RORG a legislative instrument to make it binding. Therefore, removing access to
judicial review will not be an unfortunate consequence of implementing a binding RORG but rather a deliberate
policy decision of the COAG Energy Council.

We maintain that removing the guidance provided by the current National Electricity Rules on rate of return reduces
certainty. The current rules provide important guidance to the AER about how to determine returns that would be
consistent with the National Electricity Objective (NEO), National Gas Objective (NGO), and Regulatory Pricing
Principles (RPPs) and have a life beyond one RORG period. This is critical to investors making long term
investments. The requirements in the Bill for the AER to have regard to the RPPs and to make an instrument that
will, or is most likely to, contribute to the NEO or NGO are insufficient. The AER may also have regard to other
information and there is no requirement to demonstrate that the RORG would achieve the NEO, NGO and RPPs.
Further, the RORG provides certainty for only four years, with any errors remaining in place for those four years.

Level 29, 225 George Street, Sydney NSW 2000 ABN 36 114 940 984
+61 (0)2 9086 3600 f +61 (0)2 9086 3666 c info@sparkinfrastructure.com w www.sparkinfrastructure.com
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We have sought legal advice on the Bill (attached to this letter) and propose that the COAG Energy Council
consider further amendments to the Bill to mitigate the uncertainty and risk created by the Bill.
In our view, the amendments required to make the Bill consistent with COAG’s objectives include:

e Making the RORG an administrative decision with non-compliance being a contravention of the relevant
Act;

e Require the AER to ensure that the RORG achieve, or be consistent with, the NEO, NGO and RPPs
rather than simply having regard to them; and

e Include the following principles from s 44ZZCA of the Competition and Consumer Act 2010 (Cth) as
additional factors in section 18I(4) of the National Electricity Law and section 30D(4) of the National Gas
Law:

The [regulated network service provider / service provider] must be provided with a return on
investment:

= commensurate with the regulatory and commercial risks involved; and
= that provide incentives to reduce costs or otherwise improve productivity.

We urge the COAG Energy Council to continue meaningful engagement with investors on this important policy and
legislative process in the interests of all consumers. We are seeking the opportunity to review a further draft of the
legislation, together with a statement of policy intent, to enable us to contribute and work with SCO and the COAG
Energy Council to deliver on the policy intent whilst mitigating risk to long term investment and any consequential
impact on consumers.

Private investment in electricity network assets has delivered savings for consumers. We will continue to invest to
progress innovation and new technologies in the appropriate investment environment. We fear that if the current
amendments are adopted, Australia will be a global outlier when competing internationally for efficient funding.

We look forward to further discussions with SCO officials in this regards. Please contact Sally McMahon, Economic
Regulatory Advisor, on 0421057821.

Yours sincerely,

wa

Rick Francis
Managing Director & CEO
Spark Infrastructure

Level 29, 225 George Street, Sydney NSW 2000 ABN 36 114 940 984
+61 (0)2 9086 3600 f +61 (0)2 9086 3666 c info@sparkinfrastructure.com w www.sparkinfrastructure.com
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Rick Francis 15 June 2018
Managing Director and Chief Executive By Email
Spark Infrastructure
Level 29

225 George Street
SYDNEY NSW 2000

Dear Rick

Confidential and privileged

Binding rate of return instrument

You have asked us to consider and advise you on the latest proposed draft of the
Statutes Amendment (National Energy Laws) (Binding Rate of Return Instrument) Bill
2018 (SA) (Bill),* under which the Australian Energy Regulator (AER) will determine rate
of return instruments.

The current drafting of the Bill is unlikely to achieve the Energy Council’s
objectives

We understand that the Council of Australian Governments Energy Council’'s (Energy
Council) intends that the Bill provide that such instruments will be binding on the AER
and network service providers (NSPs), consistent with the revenue and pricing principles®
and reviewable if they are not.

In our view, as currently drafted, the Bill will not achieve the Energy Council’s objectives.

(@) AER rate of return instruments do not need to be unreviewable legislative
instruments to be binding.

Delegated or subordinate legislation is a form of legislation made by persons or
bodies other than Parliament who have been given the authority to make such
legislation by an Act of Parliament (referred to as ‘primary legislation’).
Delegated legislation (also referred to as ‘subordinate legislation’) consists of
instruments which lay down general rules of conduct affecting the community.
The administrative function embodied in delegated legislation consists in the
application of general rules to particular cases.

Under the current Bill, a rate of return instrument made by the AER® will, in our
view, be a form of delegated legislation. As a consequence, an instrument will
only be reviewable on extremely limited, judicial review grounds. Australian
courts have limited jurisdiction to rule on the validity of delegated legislation so
that in deciding on the validity of an instrument, the court has a threefold task:

e determine the meaning and scope of the words used in the empowering
or enabling Act of Parliament under which the delegated legislation is
made;

! While not yet publicly available, the latest draft Bill was provided to Spark Infrastructure as part of a workshop on the
binding rate of return instrument.

2 See National Electricity Law (NEL) s 7A and National Gas Law (NGL) s 24.

% Under proposed NEL s 18I(2) and NGL s 30D, as applicable.

Doc 72336353.14
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(b)

e determine the meaning and scope of the delegated legislation in
guestion; and

e determine whether or not the delegated legislation comes within the
words used in the empowering Act.

Broader grounds of judicial review that apply to other regulatory and
administrative decisions will not be available.

It has been argued that the Bill must characterise the instrument as delegated
legislation, because this is necessary to make the instrument binding on the
AER and NSPs. This is incorrect and inconsistent with other provisions in the
NEL and NGL. Numerous and significant AER administrative determinations
under the NEL and NGL are made effectively binding because the NEL and
NGL provide that non-compliance is a contravention of the relevant Act and
subject to substantial civil penalties. For example, AER distribution and
transmission revenue determinations made under chapters 6 and 6A of the
NER, and access arrangement determinations of the AER under part 8 of the
NGR are both enforceable and are administrative decisions, and therefore may
be reviewed under broader judicial review grounds that apply to administrative
decisions.

The amendment to the Bill to require the AER to have regard to the pricing
principles will not prevent the AER making unreasonable rate of return
instruments.

The Bill provides that the AER ‘must have regard to’ the revenue and pricing
principles, as well as ‘other information’ it considers appropriate.* From a
judicial review perspective, this provision merely reguires the AER to give
consideration to the revenue and pricing principles;” it does not require the AER
to place any particular weight on those principles.® That is, the AER can give
consideration to the revenue and pricing principles, but then decide to make a
rate of return instrument that is not consistent with the principles.

The lack of primacy of the revenue and pricing principles in the Bill is
demonstrated by the requirement that the AER must also have regard to ‘other
information’. It is entirely possible that the revenue and pricing principles will
point in one direction, and the other information in another. This suggests that
the AER must have the power to take a factor, such as the revenue and pricing
principles, into account and then decide that it is outweighed by competing
interests.

Further, many of the revenue and pricing principles are drafted in aspirational
rather than mandatory language,’ and so are unlikely to provide the clear,
specific statutory criteria that the law would require the AER to adhere to in
framing the rate of return instruments.

The revenue and pricing principles themselves have limited if any relevance to
a rate of return instrument determination. The only potentially relevant
reference is to ‘efficient costs’ and the reference to a ‘return commensurate with
the regulatory and commercial risks’ involved in providing the service,? but

* Proposed NEL s 18I(4)(a) and NGL s 30D(4)(a).
® Tickner v Chapman (1995) 57 FCR 451 at 462; Minister for Immigration v Jia Legeng (2001) 205 CLR 507 at [105].
® Minister for Immigration and Citizenship v Khadgi [2010] FCAFC 145 at [57]-[58].

" The principles in NEL, s 7A(4), (6) and (7) and NGL, s 24(4), (6) and (7) are permissive, providing that “regard should be
had” to certain matters. NEL, s 7A(2), (3) and (5) and NGL, s 24(2), (3) and (5) are arguably aspirational in nature, given
the use of the word “should”.

®NEL, s 7A(2) and (5), and NGL, s 24(2) and (5).
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these phrases are likely too abstract and vague or aspirational to provide a
mandatory framework to the AER’s decision-making.

Where legislative provisions empowering the making of legislative instruments
contain factors that are specifically identified and substantively relevant to the
content of the legislative instrument then the law will require the maker of the
legislative instrument to give that criteria weight as a fundamental element in
the decision-making process.’ An equivalent formulation is that the matter so
identified must be the focal point of the decision-making process.™

Proposed amendments to make the Bill consistent with the Energy
Council’s objectives

To address these issues, we propose a limited number of straight-forward amendments,
for the Energy Council’s consideration:

(a) That the Bill make the instrument an administrative decision (while still retaining
the instrument’s binding character by inserting in the NEL and NGL a provision
that makes non-compliance a contravention of the relevant Act).

(b) That the Bill require that a rate of return instrument made by the AER ‘achieve’
or ‘be consistent with’ the revenue and pricing principles, and the National
Electricity Objective and National Gas Objective (as applicable).

(c) That the Bill amend the revenue and pricing principle in 7A(5) of the NEL and
24(5) of the NGL to provide specific guidance (in mandatory language) relevant
to rate of return instrument determinations — for example, based on the pricing
principles in the Competition and Consumer Act 2010 (Cth):**

The [regulated network service provider / service provider] must be
provided with a return on investment:

® commensurate with the regulatory and commercial risks
involved; and
(i) that provides incentives to reduce costs or otherwise

improve productivity.

Alternative to amending the revenue and pricing principles in the NEL and NGL,
these principles could be included as additional factors in proposed section
18I(4) of the NEL and proposed section 30D(4) of the NGL provided that the
reference to ‘have regard to’ is amended to ‘achieve’ or ‘be consistent with’ (as
described in (b) above) and the requirement to have regard to ‘other
information’ is removed.

If these amendments to the Bill are adopted the legitimate concern of investors that the
AER is not subject to any meaningful restraint or guidance in determining the rate of
return will be addressed.

Other proposed amendments to the Bill
We also raise a number of other issues in relation to the Bill:

. Proposed sections 18M(2) and 180(2) of the NEL and sections 30H(2) and
30J(2) of the NGL provide that a person may only make a submission after the
stated period with the approval of the AER. We note that there is no absolute

° R v Hunt; Ex parte Sean Investments Pty Ltd [1979] HCA 32; (1979) 180 CLR 322 at 329; R v Toohey; Ex parte Meneling
Station Pty Ltd [1982] HCA 69; (1982) 158 CLR 327 at 333, 337-338; Zhang v Canterbury City Council [2001] NSWCA 167;
(2001) 51 NSWLR 589 at [71]- [73]).

% See Evans v Marmont [1997] NSWSC 331; (1997) 42 NSWLR 70 at 79-80; Commissioner of Police (NSW) v Industrial
Relations Commission (NSW) [2009] NSWCA 198 at [73] (Spigelman CJ, Macfarlan and Young JJA agreeing.

" See CCA, s 44ZZCA.
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. prohibition in the NEL or NGL, or the NER or NGR in relation to late

submissions in the process for making revenue determinations. The different
treatment of the right to make submissions is incongruous. Clauses 6.14 and
6A.16 of the NER provide the AER with discretion to consider any late
submissions when making a distribution determination or transmission
determination. The effect of the proposed sections is likely to be similar to these
clauses of the NER.

. Proposed section 18P of the NEL and section 30K of the NGL require the AER
to establish an independent panel to provide a written report on the draft rate of
return instrument. The AER must have regard to that report when making the
rate of return instrument under proposed sections 18L of the NEL and 30G of
the NGL. While the AER is required to publish the expert report on its website
under proposed sections 18P(6) of the NEL and 30K(6) of the NGL, no time
frame is specified for the AER to do so. We consider that a timeframe should be
specified in the legislation to allow participants in the process to assess the
consequences of the report for the final rate of return instrument. Submissions
on the expert report should also be permitted.

. The AER'’s ability to re-open the rate of return instrument if the AER is satisfied
that re-opening the rate of return instrument will, or is likely to, contribute to the
achievement of the National Electricity Objective or National Gas Objective in
proposed sections 18U of the NEL and 30P of the NGL has been removed. This
is inconsistent with clause 6.2.8(e) and 6A.2.3(e) of the NER, and clause 87(17)
of the NGR), which provide for the current rate of return guideline to be
amended from time to time.

. Proposed section 43A of the NEL and 24 of the NGL preserve a rate of return
instrument that has been found to be invalid by a court until the invalid
instrument is replaced. Any determinations affected by the invalid instrument
will be updated to take account of the replacement instrument once made. An
invalid instrument would not otherwise continue to apply normally, which
creates uncertainties as to what should apply in its place until a replacement
(and valid) instrument has been made. We note that there are a number of
details that are absent from these proposed sections. In particular, the
timeframe within which a replacement instrument must be made and how a
network service provider is able to recover the rate of return not permitted by
the invalid instrument, but permitted by a replacement instrument, if there is a
change in regulatory control period for the network service provider prior to the
replacement instrument being made.

Yours sincerely

S 7 /° o
v’y

Liza Carver Richard Robinson
Partner _ _ Senior Associate
Herbert Smith Freehills Herbert Smith Freehills
+61 2 9225 5574 +61 2 9322 4822
+61 414 926 310 +61 477 168 141
liza.carver@hsf.com richard.robinson@hsf.com

Herbert Smith Freehills LLP and its subsidiaries and Herbert Smith Freehills, an Australian Partnership ABN 98 773 882 646,
are separate member firms of the international legal practice known as Herbert Smith Freehills.
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25 September 2018

Mr Warwick Anderson
General Manager
Australian Energy Regulator
GPO Box 520

Melbourne VIC 3001

Via email; rateofreturn@aer.gov.au

Dear Mr Anderson,

The Network Shareholder Group (NSG) are major investors and funds that are the custodians of the retirement
and general savings for many millions of individual Australians. We have collectively invested over $12bn into
Australian electricity transmission and distribution network service providers (NSPs) serving more than 9 million
people across multiple states.

As providers of long-term capital to support reliable and affordable energy network services to customers, we are
committed to system stability, reliability and minimising costs to consumers. To achieve this, we require a regulatory
regime that provides confidence to invest efficiently through stability, predictability and transparency of process
and outcomes across multiple regulatory periods.

Response to the Australian Energy Regulator’s (AER’s) draft Rate of Return Guideline (RORG)

The NSG does not consider that the draft RORG achieves the National Electricity and Gas Objectives (national
energy objectives) or complies with the Revenue and Pricing Principles (RPPs) and therefore cannot be
supported in its current form. Further detail of the NSG’s assessment of the draft RORG is contained in the
attachment to this letter.

The significant reduction in allowed returns outlined in the draft RORG since the TransGrid determination only a
few months ago in May 2018, is contrary to the updated analysis, prevailing market conditions and appears driven
by a narrow assessment of inputs rather than overall outcomes to deliver lower short-term prices to consumers.

However, if applied, the significant reduction will likely increase costs to customers over time as investment stalls
and uncertainty increases required risk premiums. The AER has a responsibility to have regard to these clear
consequences in properly assessing the overall outcome of applying its draft 2018 RORG against the requirements
of the Law.

In our view, the draft RORG:

1. Does not reflect a balanced and objective assessment of the information, evidence and views of
stakeholders, which is ultimately against long-term interests of consumers, owners and investors as
required by the Law;

2. Implies that the AER’s prior decisions on rate of return were materially too high without any proper
justification (or debate in the concurrent evidence sessions);

3. Fails to address prevailing market evidence that supports a higher (rather than lower) rate of return;

4. Disregards consensus views of experts arising from the AER’s concurrent evidence sessions and the
Expert Joint Report;

5. Departs from its publicly expressed position that the review would be incremental by selectively changing
the approach to the RORG in a manner that results in a material reduction in regulated returns contrary
to market evidence; and
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6. Erodes investor confidence in the validity of regulatory processes and predictability of outcomes,
particularly in an environment where there is no Limited Merits Review (LMR) and where access to
Judicial Review for rate of return matters is effectively no longer available.

The process undertaken by the AER has failed to instil confidence in the process or outcome

The process undertaken by the AER was designed to increase confidence of stakeholders in the RORG outcomes
— a critical requirement where there is no longer independent third-party review. In such an environment, we would
expect the regulator to embrace the highest possible standards to build trust, protect its independence and
demonstrate compliance with the Law.

The lack of justification for how the substantial reduction in allowed returns achieves the national energy objectives
and the RPPs, the disregard of agreed positions of experts and the narrow focus of the Independent Panel review
process on availability (rather than merit) of reasons, has eroded investors’ trust.

We expected a critical and objective assessment of evidence and submissions to establish agreed facts and test
positions based on their merits. Instead we observe that the process has delivered asymmetric treatment of
information and exercise of judgement that may put investment in energy infrastructure and the long-term interests
of consumers at risk.

Indeed, given the predominance of evidence and market estimates that support an increase in the regulated rate
of return and the AER’s decision to act to the contrary, itis difficult to identify any information or evidence that could
persuade the AER that the required return should ever increase. This instils a sense of futility in participating in the
AER’s processes.

This is particularly concerning in a recurring process like the RORG review, where investors and consumers are
not just impacted in the short-term by decisions made today, but by the implications of those decisions well into
the future. Erosion of confidence increases risk and uncertainty for subsequent reviews that will take place.

The draft RORG stipulates that the rate of return is too high without proper justification

A necessary implication of the significant reduction in returns proposed by the draft RORG is that the current rate
of return determined by the AER as recently as May 2018 in TransGrid’s decision is now too high — this appears
to have been accepted by the AER without evidence or justification. The available evidence instead suggests:

e Equity risk premiums (ERPs) available for regulated energy networks in other jurisdictions with similar
frameworks and risk profiles are significantly higher (more than 300-basis points)' than the 360-basis
points adopted in the AER’s draft RORG;

e Sovereign and regulatory risk has increased as a result of repeated and significant interventions by
government, a deterioration in the governance underpinning energy and regulatory policy decisions and
the effective removal of appeal rights on rate of return matters; and

o All but one expert in the AER'’s concurrent evidence sessions agreed that the risk has not reduced since
the 2013 RORG.

The draft RORG has resulted in a 95-basis point (20%) reduction in equity returns eliminating approximately $350
million of revenue per annum (before any impact of gamma and lower debt premium is accounted for) for NSPs
facing the same regulatory and market environment and is plainly incongruous with the recent TransGrid
determination.

1 John Earwaker, The AER’s Draft WACC Guidelines: An International Perspective, August 2018.



g v
l/m sparkinfrastructure ®  ampcaprTaL3¥ AustralianSupgr % MORRISON&CO @ el A epicment
2 investors &

MACQUARIE

As already highlighted, investors must have confidence that the AER will objectively assess all information for
factual correctness and determine the merits of the arguments put to it. For example, the assertions that over-
investment, higher regulated asset base (RAB) multiples, and higher prices have all been driven by a rate of return
that is too high is not factually correct;

o Since the 2013 RORG, investment has reduced significantly and NSPs are systematically underspending
forecast allowances, indicating that the perceived incentive for investors to overinvest under the current
RORG doesn't exist in practice;

o Higher RAB multiples are driven by a range of factors, most importantly by investor’s long-term views of
the role of networks and their forecast growth opportunities in the regulated and unregulated sectors, as
well as from the financial incentives available for delivering lower costs and better services which are in
the long term interests of customers; and

e Since the 2013 RORG, network prices have fallen and will continue to do so; distribution charges have
fallen by between 3% and 5% annually in real terms with further reductions foreshadowed in
determinations, proposals and draft plans, so higher retail prices have been driven by other elements of
the energy supply chain and not network charges.

The draft RORG does not address prevailing market conditions

In an environment where the RORG cannot be re-opened, forward-looking risks must be taken in to account,
however, the draft RORG fails to do so:

o there is no adjustment for forecast bias of the SLCAPM;
o the equity beta estimate ignores more recent changes in systematic risk; and
o the market risk premium estimate no longer incorporates any forward- looking estimates.

In addition, the AER has not considered, as we believe it should have, the potential impact of other current review
processes on the rate of return such as the AER’s review of the regulatory treatment of tax which has the potential
to impact further on the assumptions of the Benchmark Efficient Entity (BEE) and the value of imputation credits.

Erosion of investor confidence and incentive to invest will drive up electricity prices

The significant reduction in returns proposed in the draft RORG will necessarily impact on investment decisions
and incentives in a manner that drives up prices and reduces service levels for customers and is therefore not in
the long-term interests of customers. The cost to customers could be significant, for example:

¢ Increased reliability and security risk — more than $4bn a year is required to invest in networks to keep
“the lights on”. Operation of network businesses and their associated investments are not riskless, and in
the absence of sufficient returns on investment, the risk associated with future supplies is likely to increase
irrespective of the networks’ compliance with the licence conditions;

o Higher bundled energy prices — insufficient returns will put at risk critical and innovative investments
that support a transition to a lower cost energy system, a transition that is being demanded by consumers.
For example, the Australian Energy Market Operator's (AEMO’s) Integrated System Plan identifies that
in the absence of significant transmission investment, customers could miss out on more than $1 billion
in potential savings? and a failure to leverage new technology and innovative approaches will delay
benefits to end-users from behind the meter investments and dynamic matching of demand and supply;
and

o Value of lost load - a 5% increase in the risk of additional unserved energy to customers in NSW could
result in lower reliability to customers, which, if priced appropriately, would exceed the short-term
reduction in retail prices that might be received from a lower rate of retumn.

2 AEMO, Integrated System Plan, July 2018, p.6.
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The AER does not appear to have assessed any of these impacts.

Moreover, as equity investors in Australian regulated networks have access to global investments, setting returns
at the bottom end of international comparators will likely starve the networks of incremental investment.

What is required for the Final RORG?

We take a long-term view of our investments and we should not be alone in safeguarding the long-term interests
of energy consumers in terms of price, reliability and security of supply of network services. The AER must properly
consider these longer-term impacts as a matter of law and to drive lower sustainable prices for consumers as well
as maintaining a supportive investment environment.3

Prior to settling the final RORG we consider that the AER must:

1. Demonstrate that it has applied a sufficiently high evidentiary and process standards to appropriately
balance the interests of all stakeholders in both its process and decision to maintain the confidence of
stakeholders in the absence of LMR and Judicial Review, including where positions have moved between
the Issues Paper, draft RORG and final RORG;

2. Assess and measure the long-term impacts on prices, services, incentives and investment of the direction
and size of the change in the rate of return and provide reasons why these impacts achieve national
energy objectives and the requirements of the RPPs;

3. Provide reasons why the AER is satisfied that a significant reduction in the ERP and increase in gamma
is appropriate in the absence of significant new developments in finance theory and available academic
literature, increases in the SLCAPM parameter estimates from empirical analysis, increasing risk and
evidence of lower capital investment and RAB growth since the 2013 reduction in the ERP;

4. Provide a critical assessment of information provided through the concurrent evidence sessions,
stakeholder submissions and agreed positions captured in the Expert Report and develop a common
evidence base that seeks to eliminate factual errors and evidentiary inconsistencies contained in several
stakeholder submissions; and

5. Demonstrate that the regulated rate of return and value of imputation credits do not result in a regulated
return that is too low or below the efficient cost of capital.

We provide further supporting detail on the concerns outlined in this letter in the attachment. We look forward to
further engagement with AER staff and the AER Board to ensure that future efficient and sustainable investment
in networks required to support a low cost, low emission, reliable and flexible energy system is supported under
the RORG.

3 See the NGO, NEO and Revenue and Pricing Principles in the National Gas Law and National Electricity Law.
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Please contact Sally McMahon via email to sally.mcmahon@sparkinfrastructure.com or by phone on 0421 057
821 with any questions or follow up.

Yours sincerely,

il

Rick Francis Steven Fitzgerald Michael Cummings

Managing Director & CEO Head of Asset Management Global Co-Head of Asset Management

Spark Infrastructure HRL Morrison AMP Capital

Nik Kemp Michael Hanna Francis Kwok

Head of Infrastructure Head of Infrastructure — Australia Co-Head of Asia-Pacific

AustralianSuper IFM Investors Macquarie Infrastructure and Real
Assets

Jean-Etienne Leroux
Regional Director, Infrastructure Investments - Australia & New Zealand, CDPQ
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ATTACHMENT TO THE NETWORK SHAREHOLDER GROUP’S LETTER DATED 25 SEPTEMBER 2018 ON
THE AUSTRALIAN ENERGY REGULATOR’s DRAFT RATE OF RETURN GUIDELINE

1. Introduction

We cannot support the draft Rate of Return Guideline (RORG), on the basis that it does not meet, and has not
been appropriately assessed against, the National Gas Objective (NGO), the National Electricity Objective (NEO)*
and the Revenue and Pricing Principles (RPPs)® as required by the Law. Any change to allowed returns must
better achieve the NEO, NGO and comply with the RPPs than the 2013 RORG, which we argue is not the case.
The AER must:

o NEO and NGO: must ensure that its decisions promote efficient investment in, and efficient operation and
use of the relevant electricity or gas services, for the long-term interests of consumers with respect to the
price, quality, safety, reliability and security of supply; and

o RPPs: provide a reasonable opportunity to recover at least the efficient costs, provide a return
commensurate with the regulatory and commercial risks involved, provide effective incentives to promote
economic efficiency and have regard to the economic costs and risks of the potential for under and over
investment.

We agree with the Independent Panel’s view that a consideration of the NEO and NGO must look beyond finance
theory, and that any use of judgement must be fully and credibly explained by reference to the NEO and NGO:

"A particular rate of return does not achieve the national objectives just because finance theory
says it should...The Draft Guidelines will be capable of promoting the national objectives only if it
wins the trust of, and induces the efficient conduct of, all those parties.’

And further that;

“....while judgement is unavoidable, it must be credible. Judgement without principle, judgement
without explanation, risks being idiosyncratic, arbitrary, unpredictable and non-replicable. It
undermines trust in the regulatory process. Loss of trust discourages investment. In the (AER’s)
Explanatory Statement, this concern arises at several key points; especially where a judgement is
made, but where the explanation of the judgement is missing or insufficiently detailed.”

Therefore, in order to comply with the law and give effect to the policy objectives, the Australian Energy Regulator
(AER) must assess:

¢ The impact of the changes to the overall rate of return, and not simply to each individual input parameter;
and

o The long-term impacts of the proposed reduction in the overall regulated rate of return on prices, quality,
safety, reliability and security of supply.

In this context, the significant reduction in allowed returns proposed in the draft RORG will necessarily impact on
investment decisions and incentives in a manner that drives up prices for consumers and reduces service levels,
and therefore is not in the long-term interests of customers.

The consequential negative impacts of the draft RORG include an increase in required risk premium, reduced
incentive to deliver the significant network investment required to reduce electricity costs as described in the
Australian Energy Market Operator's (AEMO’s) Integrated System Plan, lower incentives to deliver cost
efficiencies and the reallocation of capital to other geographies.

4NEL, s. 7; NGL, s. 23.

5NEL, s. 7A; NGL, s. 24.

6 Independent Panel, Review of the Australian Energy Regulator’s Rate of Return Draft Guidelines, 7 September 2018, p. 67.
7 Independent Panel, p. 62.
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2. Available evidence suggests that the current rate of return is not too high

The significant reduction in allowed returns proposed in the draft RORG, contrary to the updated analysis and
prevailing market conditions, suggests that the AER must have started from the proposition that the current rate of
return was too high. No justification has been provided for such a position.

The AER appears to have significantly retreated from its position of only a few months ago that the 2013 RORG
achieved the NEO and NGO.

o Inits November 2017 Issues Paper, the AER did not consider the current rate of return to be too high and
consequently was happy to adopt the incremental approach to the review (emphasis added):

Our view is the allowed rates of return we have set when applying the current Guideline have
achieved the national electricity and gas objectives, as well as the allowed rate of return objective.
We also consider our approach to determining the value of imputation credits has been consistent
with the National Electricity Rules and National Gas Rules (the rules) and with achieving the
national electricity and gas objectives. However, there are a number of areas of our approach
that warrant review to ensure that the Guideline will continue to achieve the legislative objectives
into the future.

Given this history, we consider this review should seek to build on the current Guideline
rather than start afresh. There are a number of aspects of the current approach that are reliant
on market data and empirical analysis, and this material would clearly need to be updated.
However, there are a number of aspects of the current approach that are driven by finance theory
and available academic literature. We are not aware of any significant new developments in
this area that might warrant us taking a new approach.®

o The AER also adopted the current rate of return in the final determinations for ElectraNet and TransGrid
in April and May 2018, respectively, despite available additional materials from a well-progressed RORG
review. Since those determinations, there has been no change in prevailing market conditions that
warrants, or indeed explains any reduction in allowed returns, let alone:

o A 95-basis point reduction in Equity Risk Premium (ERP) which is the premium above the risk-free
rate (RFR);

o The consequent 45-basis point reduction in weighted average cost of capital (WACC); or
o A 25% increase in the value of imputation credits.

e The 2013 RORG is not binding and the AER applied its judgement in each decision that the rate of return
achieved the NEO, NGO and complied with the RPPs. We have seen no information or explanation that
the returns delivered by the AER since 2013 were too high. Nor has the AER presented the information
that has been relied on to form such a view.

e On the contrary, the evidence, if independently presented and objectively assessed, suggests that recent
returns determined by the AER have been too low — sufficiently low to lead to a stark reduction in
investment since the 2013 RORG.

o Acorollary to this, the AER has provided no analysis that indicates that the proposed rate of return in the
draft RORG can attract sustainable investment long-term.

Assertions that undesirable outcomes have been driven by the current rate of return being too high are
factually incorrect

e Investors must have confidence that the AER will independently assess the information to be factually
correct and determine the merits of the arguments put to it. For example, the assertions that over-

8 AER, Issues Paper, Review of the Rate of Return Guideline, October 2017, p. 8.
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investment, higher regulated asset base (RAB) multiples, and higher prices have all been driven by a rate
of return that is too high is just not factually correct:

o Investment has reduced significantly since the 2013 RORG;

o Higher RAB multiples are driven by a range of factors, including business growth opportunities within
both the regulated and unregulated areas, the financial incentives available for delivering lower costs
and better services which are in the long-term interests of customers; and

o Network prices have fallen by between 3% and 5% since 2014 and the contribution of network
charges to the average household bill has also fallen between 2015-16 and 2016-179, so increases
in any higher retail prices have been driven by other elements of the energy supply chain. For
example, wholesale electricity prices rose by 130 per cent between 2015 and 2017, and the
contribution of these costs to the average household bill rose by between 36% and 80% over that
same period. 0!

o We have reviewed the information and evidence provided by other stakeholders that may have been
relied on to form a view that the current RORG is too high. We address the statements in the following

table.

Table 2.1: Response to information regarding the rate of return being too high

There has been an
upward bias in WACC
decisions since 2013 to
encourage investment at
the expense of efficient
prices

More favourable equity
and debt market
conditions

The 2013 RORG reduced ERPs from as high as 6% (for transmission) to 4.55% mainly as a
result of reducing the equity beta to 0.7. This result is more in line with those determined by
regulators in other jurisdictions including the UK, US, NZ and Europe - not significantly higher.

The AER has consistently applied the WACC outlined in the 2013 RORG over the last 5 years
and as recently as May 2018. The 2013 RORG did not lock in a value or method and was not
binding. To suggest that the AER repeatedly made determinations that were ‘incorrect’ brings
in to question the integrity of the AER and its decision-making processes.

The AER has not previously indicated that it has purposely set a higher WACC to encourage
investment. If this is the case, the AER should acknowledge that it adopted an ‘upward bias’
and now considers that an ‘upward bias’ is no longer required. However, if this was the case
and an ‘upward bias’ was adopted to encourage investment, this has not occurred.

Since the 2013 RORG, Network Service Providers (NSPs) have spent less than the regulatory
allowance on capital expenditure, which has fallen significantly, and RAB growth has
plateaued.

The AER's rate of return on debt and equity have fallen point for point with changes in the :
RFR. A significant reduction in the ERP from 4.55% in 2013 to 3.6% (proposed) in 2018, due :
to the AER’s sole reliance on historical excess returns (HERs) to estimate the market risk :
premium (MRP) must reflect an assessment of the change in risk, not changes in the RFR :
which are factored in automatically.

9 See Grattan Institute, Mostly working: Australia’s wholesale electricity market, July 2018, p. 8
10 See https://grattan.edu.au/report/mostly-working/

11 See Grattan Institute, Mostly working: Australia’s wholesale electricity market, July 2018, p. 8
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RAB multiples The largest RAB multiples have occurred where a publicly owned NSP has transferred to a
significantly greater than private ownership. In this instance, private owners are likely to have significantly different :
one financing, corporate structures, and more ambitious plans to achieve efficiencies and grow the

unregulated service businesses. Further, acquisitions occurred at a time when LMR and
judicial review were available and a forecast of the outcomes of open proceedings needed to :
be made. All of these factors are likely to drive premiums above the RAB. :

The AER sought advice from its own advisor (Darryl Biggar) on the informative properties of :
RAB multiples and that report suggested that RAB multiples could be misleading, are not :
relevant for the NSP and should, at a minimum, be properly investigated before drawing any :
conclusions. 2 Biggar also noted the expectation that RAB multiples would be higher than 1.0x
where opportunities exist under a financial incentive mechanism.

A RAB multiple greater than one will occur if the incentive based regulatory framework is :
working and regulated businesses are delivering improved efficiency over time, which is then
shared with consumers.
Favourable broker reports : The referenced broker reports all pre-date the most recent changes to the energy regulatory :
framework (including the removal of LMR and significant narrowing of judicial review rights via :
the implementation of a binding legislative instrument). :

Further, favourable broker commentary is focused on the capacity for NSPs to deliver cost
efficiencies and grow the unregulated business, neither of which are relevant to an :
assessment of the rate of return under the regulatory framework. :

In any event, since the release of the draft RORG, broker reports have highlighted:

o  The proposed 95 basis point cut to the ERP exceeded expectations, and an increase
to the value of imputation credits was a further unexpected negative; :

e Earnings forecasts and target prices should all be materially revised downwards
(beyond pre-RORG expectations); E

e Reduced revenue from regulatory changes are impacting forecast credit metrics and
putting current credit ratings at risk; :

e Regulatory change and disruptive technologies are key downside risks; and

e  Forward-looking regulatory risk is increasing, including the risk of changes to asset
stranding rules and greater regulator discretion proposed by the ACCC.

Customers value short- The AER has a responsibility under the law to properly assess the legality and eventuality of :
term price reduction more : such a trade-off, including the risk and likelihood of customers actually receiving the lower
than long-term lower prices in return for higher risk of declines in network reliability and security of supply in the :
price, reliability and long term.
service

Further, as part of having regard to the long-term interests of consumers, the AER must
assess whether current views by customers and representative groups incorporate the views
of future customers. :

Investment in the network infrastructure is at its lowest point in over a decade

e 2013 represented a turning point in capital expenditure and RAB growth — following the release of the
2013 RORG, capital expenditure fell in response to the significant reduction in rates of return, as

12 Bjggar, Understanding the Role of RAB Multiples in Regulatory Processes, 20 February 2018.
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evidenced by the Australian Energy Market Commission's (AEMC) analysis of RAB and capital
expenditure’® overlaid with changes in the regulated ERP in the figures below.

Figure 2.1: Combined closing Distribution NSP RAB
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13 AEMC, Economic Regulatory Framework Review, Promoting efficient investment in the grid of the future, July 2018, Section 3.
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o The over-investment referred to in recent reports by the Grattan Institute and the Australian Competition
and Consumer Commission (ACCC)™ was driven by government ownership and decision-making
(primarily in NSW and Queensland). Both reports acknowledge that:

1) the over-investment that occurred between 2007 and 2017 was due to government decisions on
reliability standards following black out events in 2004,and the roll-out of interval meters, as well as
by inefficient investment decisions by government-owned NSPs;

2) the majority of over-investment occurred prior to 2014; and
3) any “over-investment” had not occurred under private ownership.

e Reducing the rate of return to address historical perceived over-investment will penalise good and bad
performers equally reducing future incentives to outperform the regulatory settings.

Investors’ returns have decreased significantly in the last decade

o Figure 2 illustrates a sharp decline in regulated equity returns since 2007. In addition to decline in risk-
free rate, the observed decrease has been driven by a 24% cut to ERP in 2013 Guideline. The proposed
21% cut to ERP in the 2018 RORG, eliminating approximately $350m of revenue per annum for NSPs,
(before any impact of gamma and lower debt risk premium is taken into account) suggests that the risk
facing the investors in the sector has reduced significantly. This is contrary to the expert panel’s views
that the risk has not decreased since 2013 and the available empirical evidence suggesting risk has risen
(see Section 5 for further detail).

Figure 2.3: Reductions in regulated returns for energy networks in the National Electricity Market'
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e The AER’s approach results in a fixed ERP that is significantly lower than any other estimate from the
Wright approach, other regulators, brokers, and independent expert valuers."

e The ERP in the draft RORG puts Australia at the bottom-end quartile globally and will be insufficient to
attract capital on a risk-adjusted basis.

14 The Grattan Institute, Down to the wire: A sustainable electricity network for Australia, 25 March 2018.
15 ACCC, Retail Electricity Pricing Inquiry, Final Report, June 2018.

16 ENA, Response to the AER’s draft Rate of Return Guideline, September 2018.

17 AER, Draft Rate of Return Guideline Explanatory Statement, July 2018, p. 183-186.
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o |f adopted, these returns will be about one third less than regulated returns in New Zealand, the UK and
the North America and in the bottom third of regulated returns across Europe (see Figure 2.4).

Figure 2.4: The AER’s proposed ERP compared with other jurisdictions'®
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e The AER has argued that international comparisons are invalid due to issues surrounding differences in
regulatory procedures and tasks. However:

o This is not borne out in an assessment of the comparative risks; and'®

o The majority of investors in Australian regulated networks invest globally based on risk-adjusted
equity returns — so for a capital provider, international comparison matters for future deployment of
capital and incremental investment.

o The regulatory risk to NSPs in the UK is lower due to access to effective judicial review which is relevant
to systematic risk.

e In addition to the ERP being significantly below the regulated ERP provided for in the US, UK and New
Zealand, we note that the ERP in New Zealand has remained stable at around 420 to 430 basis points,
the UK has remained stable at around 450 basis points since 2005, and based on early analysis from
Ofgem to support variations that might be adopted in the 2023 reviews, the ERP will increase, not
decrease. 2

e The AER’s draft RORG is an unusually aggressively low estimate of the cost of equity for a regulated
company and is a departure from what has in the past been a position of consensus across comparable
regulatory regimes.?!

18 John Earwaker, The AER’s Draft WACC Guidelines: An International Perspective, August 2018 and the estimates for other Australian
regulators are from AER, Draft Rate of Return Guideline Explanatory Statement, July 2018, p. 182.

19 John Earwaker, p. 16.

20 John Earwaker, p. 4.

21 John Earwaker, p. 9 and 11.
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The incentive-based regulatory framework is working; network prices have decreased and will continue to decrease

Incentive-based regulation enables networks to benefit from the efficient delivery of approved capital
programs, and then share these benefits with customers over time. Conversely, poor performers are
penalised for inefficiency and poor service outcomes.

The incentive-based regulatory framework has delivered significant reductions in network prices across
the NEM over the last five years with distribution charges falling annually between 3% and 5%, in real
terms, as shown in Figure 2.5, and these reductions are expected to continue.

Figure 2.5: Figure 10 from the AER’s 2017 Benchmarking Report2

Figure 10 Forecastimpact of AER decisions on residential electricity
charges (average annual % decline), by DNSP
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Motes: Real average annual impact on electricity charges for a typical residential customer in that jurisdiction in the
current regulatory period. The data accounts for the impact of dedisions by the Australian Competition Tribunal. The
estimates are based on information available at the time of the decisions, and may change due to factors such as
annual updates to capital costs, They also do not account for changes in other components of a retailer bill, such as
wholesale costs and a retailer’s profit margins. Outcomes will vary among customers, depending on energy use and
network tarff structures.

Sources: AER regulatory determinations and final decisions on access arrangements.

Since privatisation, distribution prices for SA Power Networks (SAPN) customers have declined by 9% in
real terms and over the last decade distribution prices for CitiPower and Powercor customers have
declined by 1% and 6%, respectively, in real terms. The cost of providing service has decreased and
service has improved despite increasing customer numbers and the requirement to comply with new
obligations.2

The proposals submitted to the AER by the most recently privatised NSW businesses indicate further
reductions in networks charges over the 2019-24 regulatory period.

22 AER, Annual Benchmarking Report, Distribution Network Service Providers, November 2017, p. 25.
23 See Spark Infrastructure 2018 half year results presentation at https://www.sparkinfrastructure.com/investor-centre/reports-and-
presentations
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3. Certainty, stability and predictability remains paramount to keep the cost of capital low

The NSG outlined the importance of stable and predictable regulatory arrangements and decision-making
processes to maintaining low costs of capital, and the need for a high threshold for change, in its May 2018

submissi

on to the AER. Most of the experts participating in the AER’s concurrent evidence agreed that all

stakeholders benefit from stability and predictability.2*

The AER has stated that it values certainty, stability and predictability but this is not apparent in the draft RORG

The significant reduction in the ERP suggests that the value of stability and predictability in keeping the
cost of capital low is not appreciated by the AER.

o The AER has selectively and inconsistently referred to these principles (see Section 5 for more
detail); and

o Did not applied them to the overall rate of return.

The Independent Panel also identified that the AER applied principles of certainty, stability and
predictability inconsistently.?

Investors must have confidence in the regulator’s decisions and decision-making process

The viability of the regulatory compact depends critically on investors having confidence in the future
consistency of the AER’s decisions. In simple terms, a reliance on the AER doing what it says it will do
(and what it said in the past that it would do). This is even more paramount in the absence of any
review processes that ensures appropriate ‘checks and balances’ on decisions and outcomes.

The AER's draft RORG is not consistent with past decisions or with reasonable expectations of electricity
and gas network investors.

Re-opening the methodology when changes were meant to be incremental and opting to err for the low
end of reasonable parameter value ranges, to select a lower value than would otherwise have been the
case, will signal to investors that the regulator intent is to deliver short-term price reductions at the expense
of long-term impacts on customers. This will exacerbate the adverse incentive effects on future investment
arising from the lower overall regulated rate of return.

e The AER acknowledges the risks associated with distorting investment incentives in favour of short-
term price reductions: (emphasis added)

“

.. consumer representatives have clearly indicated, during this consultation process, a
willingness to accept a higher level of risk in respect of the rate of return and the investment it
is intended to promote in exchange for lower prices.

However, we also accept submissions made by service providers and investors that we should
exercise our judgement with care. There is an ongoing need for investment to replace existing
assets, to address locational peak demand and to reconfigure networks in response to changes
in the mix of generators. Continued investor confidence is important in achieving these
investment outcomes. We are conscious that the rate of return should be set in a manner
that is sufficient to attract capital on a long-term sustainable basis, given the opportunity
costs, if we are to achieve the NEO and NGO.”

24 CEPA, Rate of Return Guideline review — Facilitation of concurrent expert evidence, 21 April 2018, pp.14.
%5 Independent Panel, p. 40.
26 AER, Rate of Return Guideline, Explanatory Statement, July 2018, pp 28-29.
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However, these statements appear in the draft RORG with no corresponding explanation as to how the
need for ongoing investment or investor confidence has been taken in to account and they are not
consistent with an outcome where regulated returns are reduced so significantly, and more so than any
prior decision.

This importance of building trust was noted by the Independent Panel: (emphasis added)

“A particular rate of return does not achieve the national objectives just because finance theory
says it should. The national objectives are achieved not by finance theory but by the rational,
informed actions of the firms and individuals who comprise the requlated industries: debt investors,
equity investors, the managers and employees of requlated firms, consumers large and small, and
the practitioners who represent their interests before regulatory tribunals. The Draft Guidelines
will be capable of promoting the national objectives only if it wins the trust of, and induces
the efficient conduct of, all those parties.”?

Draft RORG does not address the prevailing market conditions

The NSG considers that overall investors face more risk now than they did at the time of the last RORG review
and the outcome of the current review should reflect this.

A lower ERP does not reflect prevailing market conditions

The draft RORG produces a return on equity that is not forward-looking — there is no adjustment for forecast bias
of the SLCAPM, the equity beta estimate ignores more recent changes in systematic risk and the MRP estimate
no longer incorporates any forward- looking estimates. In an environment where the RORG cannot be re-opened,
these forward-looking risks must be taken in to account.

We agree with the experts that where a risk is identified and is assessed to have an asymmetric impact
on the risk of achieving the regulated return, an adjustment to the allowed return on equity should be
made. 2 The AER has not adjusted the allowed return for the forecast underestimation bias of the
SLCAPM.

The majority of experts agreed that, when capturing systematic risk, the most weight should be given to
market data for the three most comparable firms and that the most recent data provides important
information on the direction of equity beta estimates.?® The equity beta estimates for the remaining ‘live’
listed firms and for the most recent period have increased.® If the AER estimate was to include the
increase in systematic risk, the equity beta estimate would be expected to increase not decrease.

Changes in sovereign, regulatory, technological and inflation forecast error have not been captured in the
equity beta estimate. All experts except one agreed that NSPs have not become less risky since the 2013
RORG?3 and the updated empirical analysis supports an increase in equity beta. The AER has, however,
reduced the estimate of equity beta.

27 Indepen

dent Panel, p. 67.

28 CEPA, Expert Joint report, p. 23.
29 CEPA, Expert Joint report, p. 50.
30 CEPA, Expert Joint report, p. 52
31 CEPA, Expert Joint report, p. 25.
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Risk has increased and is expected to continue to increase

The RPPs require that the regulated rate of return compensate an NSP for commercial and regulatory risks. As
highlighted, the draft RORG does not compensate NSPs for these risks or continued increases in these risks.

The draft RORG incorrectly considers technological risk as non-systematic risk and therefore does not
compensate for it through the rate of return. We do not consider that the unique technological risks facing
NSPs are fully diversifiable.

o Energy networks are currently transitioning to support the changing patterns of energy flow, to adopt
new technologies to unlock opportunities for more innovative delivery solutions and to efficiently
match demand and supply. Uncertainty around the best technological path to effect this transition
increases equity risk.

o To view network sector as the only market segment facing disruption from technological advances is
to ignore reality. Hospitality, retail, finance, automotive, manufacturing and IT are just some of the
industries that persistently face technological risk. These developments are occurring globally in
developed and emerging markets, thus limiting portfolio diversification opportunities.

The draft RORG proposes that no compensation for regulatory risk is required32, as investors would be
able to diversify away such risks by holding a market portfolio. This interpretation is in direct contrast to
what is required under the RPPs. Regulatory and sovereign risk associated with frequent and significant
changes to the regulatory framework in contravention of the governance arrangements in the Australian
Energy Market Agreement (AEMA) undermines the checks and balances of the regulatory system.

Regulatory and sovereign risk has increased significantly since the 2013 RORG and is expected to
continue to increase given the propensity for the Commonwealth government to intervene in the
regulatory framework, the significant number of additional recommendations before the COAG Energy
Council that will have a direct impact on NSPs and the impending removal of effective judicial review
rights through proposed legislative amendments to replace the 2013 RORG with a binding legislative
instrument.

o Both Moody's and S&P have recently stated that recent regulatory measures to reduce prices and
associated energy policy vacuum could be credit negative for the sector. 3334

The draft RORG does not address the increased risk to equity holders in a low inflation environment,
which we raised in our prior submission.®

o The AER and its consultants have acknowledged that there is a problem with the interaction between
the AER’s Post Tax Revenue Model and Roll Forward Model that results in equity holders bearing
the risk of the AER'’s forecast of expected inflation being inaccurate and that the impact could be
substantial.%

o Ofgem in the United Kingdom recognised this risk in its 2014 review of returns. Ofgem outlines that
there is additional risk to equity holders when debt is incurred in nominal terms in low inflation
environments and modified prima facie the downward adjustment to the return on equity as a result.
Ofgem reduced the return on equity by 0.3% rather than 0.8% to reflect this additional risk (i.e. there
was an inherent increase of 50bps to compensate for this risk).%

32 AER, Rate of Return Guideline, Explanatory Statement, July 2018, p. 95.

33 Moody’s “Proposed changes to Australia’s regulatory rules are credit negative for regulated energy networks”, July 2018

34 S&P Global “Australia’s energy policy uncertainty delays vital investment for system reliability”, September 2018

35 NSG, Submission on the Rate of Return Guideline Review, 4 May 2018.

% AER, Regulatory treatment of inflation, Preliminary position, October 2017, p. 77 and SAPERE, Efficient allocation and compensation

for inflation risk, 25 September, p. 17.
37 Ofgem, Decision on our methodology for assessing the equity market return for the purpose of setting RIIO-ED1 price controls,
February 2014, p. 12.
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5. Updated empirical analysis

The following sections outline our views on the updated empirical analysis and the changes proposed by the draft
RORG. We remain of the view that changes to estimates should only occur where there are material changes in
relevant market conditions and finance theory, and changes to an approach should provide a demonstrably better
estimate.

Return on equity

Each of the departures from the approach adopted in the 2013 RORG reduce the requlated return on equity in any
decision by the AER on the requlated rate of return

e The AER has adopted a straight application of the SLCAPM model for estimating the return on equity,
rather than the “foundational model’ approach to the SLCAPM adopted in the 2013 RORG.

e This is a significant departure from the 2013 RORG and was rejected by the AEMC in its comprehensive
review and finalisation of the rate of return rules in 2012.

e We note that The Statutes Amendment (National Energy Laws) (Binding Rate of Return Instrument) Bill
2018 (the Bill) has removed the requirement for the AER to comply with the rate of return rules in the
national electricity and gas rules and the AEMC’s power to make these rules. Nevertheless, the Bill
requires the AER to explain how changes better achieve the NEO, NGO and comply with the RPPs.

e The most significant differences in proposed approach is to no longer apply an adjustment for the
underestimation forecast bias of the SLCAPM and no longer include forward-looking estimates of the
MRP. These changes to the approach to estimating the return on equity were not supported by the
evidence or experts. Further, while the AER'’s experts refer to the adoption of an alpha adjustment by
investors to replace the need to adjust for low beta bias, the AER does not include such an adjustment.38

Figure 5.1 identifies the impact of the changes proposed by the AER for the return on equity compared with the
agreed position of experts and the updated evidence.

Figure 5.1: lllustration of impact of AER change in approach to estimating the return on equity

Agreed position of experts

SLCAPM consistently
un

Updated evidence

Estimates of equity Beta
capture systematic risk

S ——— AER change in approach

equity beta are useful to

Nolongerinclude
E:J::f;;;z;:;\“ﬂiasin Ignore changes in forward looking Out
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SLCAPM MRP

Change in
return on equity

38 Partington and Satchell, 25 May 2018, p. 28
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The significant reduction in ERP will adversely impact on investment, particularly in an environment where the
forward-looking risks to investors are increasing and regulatory processes are unpredictable

Given that there have been no significant new developments in finance theory and available academic
literature, any change must be weighed up against the impact on stability and predictability.

Changes that result in a lower return on equity, notwithstanding evidence demonstrating higher expected
returns, is unpredictable, de-stabilising and inconsistent with prevailing market conditions.

Discarding of the role of the Black CAPM and DGMs in determining the return on equity is inconsistent
with having regard to the relevant estimation methods, financial models, market data and other evidence
that the AER had regard to as recently as May 2018 in the TransGrid final decision in accordance with
legislative requirements.3?

Equity beta

The AER has changed its approach to estimating equity beta, contrary to the evidence and changes in systematic
risk, to produce a lower estimate

The AER's estimate of equity beta has reduced from 0.7 to 0.6. This would suggest that the risk faced by
the benchmark efficient entity (BEE) has decreased by more than 14%.

The material change in equity beta is inconsistent with general expectation that the equity beta should not
change materially over time:

o The prevailing market data for equity beta does not change materially over time;
o Experts agreed that there is a need for a high bar to change*’; and

o The AER relied on the view that systematic risk and equity beta are relatively stable and change
slowly when supporting the relevance and inclusion of de-listed firms in the comparator set.#!

The AER has indicated that technological, regulatory and forecast inflation error risk are systematic risks
captured in equity beta. The directional movement in equity beta benchmarks suggest that systematic
risk has increased. However, this has not been taken in to account in the reduced estimate of equity beta.

The information and evidence support a marginal increase in the estimate of equity beta

The AER'’s updated estimates for every scenario are higher than they were in 2013 RORG.

The estimates for comparator firms that remain listed since the 2013 RORG, and therefore remain subject
to changes in market conditions, have increased.*?

Regulators around the world are more inclined to draw information from recent share price data with the
UK and New Zealand regulators giving greatest weight to the most recent five-year period and making
reference to data showing regulated firms betas have been either trending up or trending down.*® In
Australia, the more recent five-year period estimates have increased.

Estimates from international comparator firms are all greater than 0.7.

Estimates from other Australian economic regulators are all 0.7 or higher.

39 National Electricity Rules, Chapter 6, Clause 6.5.2 (€)(1)
40 CEPA, Expert Joint Report, p. 39.
41 AER, Draft Rate of Return Guideline, Explanatory Statement, July 2018, p. 264.

42 ENA, AER Review of the Rate of Return Guideline, Response to Discussion Papers and Concurrent Expert Evidence Sessions, 4 May
2018, p. 53, 54.
43 John Earwaker, p.12.
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The top of the range of estimates adopted by the AER has increased from 0.7 to 0.8.

To estimate a lower equity beta, the AER has not only changed the approach but also changed the weighting of
relevant material

The AER has removed the adjustment to the equity beta previously adopted to address the
underestimation bias in the SLCAPM.

Equal weight is now placed on historical estimates from de-listed firms and current estimates from ‘live’
listed firms — this is contrary to the agreed positions of most experts.

Increases in systematic risk evident in updated estimates for the ‘live’ firms and in the estimates for the
most recent five-year period is given no weight.

No weight is placed on international comparator firms.

No weight is placed on the estimates of other Australian economic regulators or their reasoning supporting
higher estimates.

The impact of the changes in the AER’s approach to the estimate of equity beta compared with the agreed expert
views and updated evidence is presented in Figure 5.2.

Figure 5.2: lllustration of impact of AER change in approach to equity beta

Agreed position of experts

Updated evidence
el AER change in approach
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firms do not change

Change in
parameter

We do not support a change in the estimate of the equity beta

The AER comprehensively reviewed equity beta through the 2013 RORG and reduced the equity beta at
that time. In the absence of information suggesting that this assessment was in error or that the updated
estimates have decreased, we would expect no change to equity beta for the 2018 RORG.

The AER revised its range of equity beta estimates so that the new top of the range estimate of 0.8 has
increased above the 0.7 estimate of equity beta applied by the AER in every decision since the 2013
RORG.

The AER used the principles of stability and predictability to argue that it could have made a larger
decrease in the estimate based on its empirical analysis. However, if. If these principles of predictability

44 CEPA, Expert Joint Report, 21 April 2018, p. 47
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and stability were genuinely given weight, the absence of a substantiated material change should result
in no change in the equity beta estimate regardless of the change in the range of estimates.

o The current estimate (prior to the draft RORG) of equity beta of 0.7 is in the AER’s target range of 0.4 to
0.8.

e Repeated reductions in equity beta (from 1 to 0.7 over the last 10 years) and contrary to the evidence,
creates an expectation that the AER is likely to reduce the estimates of equity beta in the future regardless
of the evidence.

MRP

The AER has changed its approach to estimating the MRP, contrary to updated analysis to produce a lower
estimate

e The AER has reduced the estimate of the MRP from 6.5% to 6.0%. This would suggest that the premium
expected over the RFR has reduced by more than 8%.

o Prior to the draft RORG, the AER had not changed its estimate of the MRP since the 2013 RORG despite
a fall in the risk-free rate from 4% to 2.5% and a 1.5% increase in DGM estimates.

o This suggests that the AER does not consider that there is an inverse relationship between the MRP and
risk-free rate, but rather that a one-for-one relationship exists. This is contrary to the agreed position of
experts*® and an extreme position compared to UK regulators.*

e The AER has fixed the MRP for the last five years despite significant changes in market conditions.

o We support a fixed MRP for the period of the 2018 RORG because it provides stability, predictability and
transparency and we do not expect estimates from HERs, DGMs or analyst surveys to vary more widely
over the next four years than they have over the last five years.

o As aresult of fixing the MRP and equity beta in the 2018 RORG, the AER has determined a constant
ERP for the period of the RORG. Therefore, comparisons of ERPs determined by regulators in other
jurisdictions, including overseas, are directly relevant in assessing whether the estimated return on equity
is sufficient to attract capital in prevailing market conditions.

e The AER’s estimate of the MRP relies on three estimating methods: HERs, DGMs and analyst surveys.
o MRP estimates from HER, DGM and analyst surveys have all increased.

o All experts agreed that HER estimates, DGM estimates and analyst surveys are all relevant to
estimate the MRP.#7

o Despite this, the AER has reduced the MRP.

To estimate a lower MRP, the AER had to not only change the approach, but also place no weight on relevant
material

e The AER no longer puts any weight on MRP estimates from DGMs or analyst surveys.

o Although there were differing views about whether HERs should be preeminent, all experts agreed that
HERs must be considered alongside DGMs and analyst surveys.* There was no support at all for HERs
to be relied on alone.

45 CEPA, Expert Joint Report, p. 61.
46 CEPA, Expert Joint Report, p. 10.
47 CEPA, Expert Joint Report, p. 58.
48 CEPA, Expert Joint Report, p. 58.
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o The AER now assigns more weight to the geometric mean estimates of HERs in order to reduce the HER
estimate.

e All experts agreed that the arithmetic mean of HERs was appropriate. However, there was strong
disagreement on the relevance of geometric means. The disagreement with geometric means was based
on a view by experts from the AER and the Energy Networks Australia (ENA) that it is mathematically
incorrect.

¢ Given the agreement with the use of arithmetic means and the uncertainty about the validity of geometric
means, under no circumstances should the geometric means be given equal weight.

The impact of the changes in the AER’s approach on the estimate of the MRP compared to agreed expert views
and updated analysis is presented in Figure 5.3.

Figure 5.3: lllustration of impact of AER change in approach to MRP
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The evidence and analysis support an increase in the MRP

e The AER revised the estimate of MRP materially downward from 6.5% (applied by the AER in every
decision since the 2013 RORG) to 6.0%.

e The propensity to change an estimate without @ material change in the underlying market evidence
affecting its value or identification of a materially better approach, and for the change to be contrary to the
available evidence, creates uncertainty over the long-term.

o The estimate of MRP from the forward-looking methods of analyst surveys and DGMs has increased.
o Estimates of HERs have increased.
o The current estimate of the MRP remains within the AER’s revised range for MRP of 5% to 6.5%.

¢ Any short-term stability benefit of fixing the MRP for the term of the RORG is more than outweighed by
the long-term expectations that the estimates will result in a lower return on equity regardless of changes
in market conditions, through selective use of approach or averaging methods.

o Ifthe AER puts weight on predictability, we would expect the MRP to increase with the increase in
estimates.

o Ifthe AER puts weight on stability, we would expect to see no change in the MRP.
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Return on debt

A change to the approach to estimating debt is not sufficiently supported by the analysis or evidence

We support the AER in reviewing new information and assessing whether new information is sufficiently robust to
improve the quality of the estimate.

We accept that the AER has updated its approach to estimating the benchmark assumptions for debt
yields by including an additional third-party data provider having reviewed the merits of the provider and
the estimates.

The AER has changed its approach to estimating debt yield by applying an arbitrary weighting of the
broad A and broad BBB yield curves. However, the AER has not demonstrated that the change results in
a better estimate.

Further analysis should be undertaken to identify an appropriate weighting. The assessment undertaken
of actual cost of debt being lower than estimated debt yields is not sufficiently robust to support an arbitrary
weighting that has the effect of reducing the estimate.

We do however warn that the draft RORG if implemented will place further pressure on credit metrics as
previously stated, and hence the benchmark concept of a BBB+ credit rating will need to be re-examined
and likely reduced to BBB. That is, individual parameter changes cannot be made in isolation without a
holistic review of the total impact, otherwise the long-term interests of consumers could be detrimentally
impacted.

Value of imputation credits

The AER has changed its approach to estimating the value of imputation credits, including a change to the definition
of the BEE, to produce a higher estimate

The AER has increased the estimate of the value of imputation credits for the BEE from 0.4 to 0.5 by
changing its approach materially from that previously adopted in all of its decisions over the last five years,
including as recently as May 2018, and comprehensively tested through the Australian Competition
Tribunal and the Australian Federal Court.

This change would suggest that the value of imputation credits has increased by 25%. This is not an
incremental move as suggested by the AER*® and the AER has not demonstrated that such a significant
change will have no negative long-term implications for customers due to lower investment and higher
risks of less reliable and secure energy supply.

The estimate of 0.5 is not a materially better estimate. It is not an estimate for the BEE at all.

The definition of the BEE has changed but is not adopted in estimating the value of imputation credlits

The AER’s approach requires the ‘utilisation’ value of imputation credits to be estimated for the BEE.

We accept the AER'’s utilisation value approach because the Federal Court has found that this approach
is open to the AER.

We also support the AER’s approach to estimating the value for a BEE that is an Australian company.
This approach was also supported by experts.50

However, we do not support the AER’s specification that the BEE is a listed Australian Company (rather
than any Australian company). This change in the definition of the BEE has the effect of excluding the

49 AER, Draft Rate of Return Guideline, Explanatory Statement, July 2018, p. 389.
50 CEPA, Expert Joint Report, p. 71.
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approach proposed by the ENA and the NSG to adopt a direct estimate for Australian companies from
Australian Taxation Office (ATO) statistics.

o The AER has rejected the proposed direct estimate of the value of imputation credits available from ATO
data because it considers the data from the ATO is unreliable.

e Instead the AER adopted a hybrid estimate of the distribution rate for the ASX top 20 firms and an
utilisation rate for all companies which does not produce an estimate consistent with the AER’s BEE (all
listed equity).

The top 20 listed companies are not a good comparator with the BEE

o We agree with experts that the relevant BEE characteristics for estimating the distribution rate is that it
pays tax at the company tax rate and that it is necessary to use data from a broader range of companies
that are comparable in a relevant way for estimating that parameter.5!

e The AER's estimate relies on a distribution rate estimated from a narrow set of top 20 listed companies.

o The top 20 listed companies have not been shown to be comparable with the BEE NSP, and indeed
almost 50% of its market weights are of financial firms.52

o The characteristics that mostly impact on the distribution rate are the dividend payout rate and the
proportion of foreign profits. The AER has not considered the comparability of the top 20 listed firms with
the BEE in this regard but must do so:

o A significant factor raised in the expert session was that the capital intensity of the firm will affect
comparability with the BEE NSP.53 The importance of this was agreed by most experts.5* The capital
intensity of the firm will affect the dividend payout ratio.

o The top 20 listed firms have 40% foreign revenue. The BEE has 100% domestic revenue.%

o The AER has outlined that the top 20 listed companies were selected because of the availability of
audited data. However, all listed firms are audited. It appears that instead, the top 20 were used
because of the size of the task of estimating the distribution rate for all listed firms. This results in
inconsistent estimation approaches for the utilisation and distribution rates.

o The Independent Panel also considered there would be merit in extending the analysis beyond the
top 20, especially in view of the concentration of finance sector securities in the top 20 and that the
information to undertake this work is readily available.%

51 CEPA, Expert Joint Report, p. 72.

52 ASX 20 as at 1 September 2018

53 CEPA, Expert Joint Report, p. 78.

54 CEPA, Expert Joint Report, p. 72

55 ENA, Response to Draft Guideline, 25 September 2018.
56 Independent Panel, p. 53.
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Figure 5.4 illustrates the impact of the AER’s change in approach on the value of imputation credits compared to
the agreed position of experts and the updated evidence.

Figure 5.4: lllustration of impact of AER change in approach to the value of imputation credits

Agreed position of experts

e Updated evidence

Necessary to use data
from a broader range of

cormpanie that o sl | AER change in approach

Eompaiablelia AER’s current approach
relevant way

0.4
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The capital intensity is from tax statistics is BEE to be listed equity distribution rate based on Outcome
relevant when [ () only the top 20 firms
considering comparable

firms

Change in
estimate

We continue to support the use of ATO data to provide a direct estimate of the value of imputation credits using
the AER’s utilisation approach of 0.34.

o The direct estimate of the value of imputation credits from all companies produces a better estimate than
the AER’s method because:

o Itdoes not require a separate estimate of the utilisation and distribution rates which require the
use of ATO franking account balance data that the ATO has indicated suffers from data integrity
issues.

o Itdoes not create a hybrid estimate of the value of imputation credits for all listed equity and all
equity rather than an estimate for the BEE.

o It considers a broader range of comparable firms that are more likely to represent the
characteristics of the NSP BEE.

Other 2018 RORG Parameters

We support retaining the approach on all other 2018 RORG parameters, which provides stability and predictability
and is transparent.



Summary

sparkinfrastrudurex AMPCAPITALI Austraﬁansl_.pg- % MORRISON&CO @ Catse e Mt o placament

MACQUARIE

Table 5.1 below summarises the outcomes under the draft RORG compared to the evidence, expert views and the

submissions of the NSG.

Table 5.1: Summary of draft RORG with evidence, expert views and NSG

N N (O CCI

Return on No material changes : Not considered © No change
debt in estimates or : : proposed
undeniable better :
estimate
Approach to i No new developments : No new developments in i No change
estimating in finance theory or finance theory or academic proposed
ROE academic literature  : literature :
Equity Beta : Increase in empirical i Expect equity beta to be i No change
estimates  stable and current listed : proposed
i firms most comparable :
Market Risk : Increase ineach of i All three estimates relevant : Increase in
Premium the three relevant . . : MRP
estimates (HER, Agreement on arithmetic
DGM, analyst mean and disagreement on
surveys) geometric mean
Gamma No material changes  : AER approach incorrect i Reduce
in estimates and only ~ : i gamma
one estimate thatis Necessary to use data from ¢ (adopt the
free of ATO FAB data a broadgr range of i direct
issues . companies thatare estimate)
i comparable, and the capital
i intensity is relevant when
i considering comparable
i firms

i de-listed firms.

: and arithmetic means

............................................ RS- SN

© Reduction in debt yield © Reduction
i based on arbitrary weighting : in rate of
i adjustment : retun

i Apply the SLCAPM with no i Reduction
 regard to underestimation ~ : in rate of
i bias or forward-looking : retun

: estimates

Remove weight on : Reduction
 international firms and apply | in the rate
i equal weight to current and ¢ of return

¢ Ignore more recent

i estimates that provide

¢ directional information on
i movements in systematic
i risk

i Rely only on HER and i Reduction
i change weight on geometric : in the rate

{ of retum

- Redefinethe BEEtobe  : Reduction
i only listed firms and adopt ~ { in the rate
i an estimate thatis notfor  : of return

i the BEE (hybrid all equity
: and the top 20 listed firms)
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6. Long term prices will increase and services to customers will deteriorate from the proposed
significant reduction in the regulated rate of return and value of imputation credits

The AER’s draft RORG estimates that the efficient cost of capital (WACC) is 45 basis points lower than it was
when the AER’s 2013 RORG was applied in May 2018 and the value of imputation credits has increased by 25%
since that time. The updated empirical evidence and forward-looking assessment of risk support an increase in the
rate of return and a reduction in the value of imputation credits.

The Independent Panel describes the AER’s assessment as to whether the draft RORG achieves the objectives
as follows:

“The explanatory statement addresses each technical step in the rate of return calculation, it does
not sufficiently consider or demonstrate how each of the decisions about individual parameters,
when taken together to produce a final estimate of the rate of return and value of imputation credits,
will contribute to the achievement of the national objectives.’>

The significant reduction in returns will likely have a detrimental impact on investment, incentives and the long-
term interests of customers in terms of price and service. The cost of capital will increase and the incentive to
invest will reduce. This will reduce the capital allocated to NSPs to undertake important new and innovative
investments, putting at risk new connection of lower cost generation and facilitation of new technologies.
Investment will be distorted toward short-term investments or deferring investment by accepting greater risk.

The AER must identify and assess the impact of a significant reduction in the regulated rate of return against the
framework provided in the national energy laws.

This assessment should include:

o The associated increased risk of more unsupplied energy (reduced network reliability) due to the lower
proposed ERP and its effect on long-term investment incentives;

o The impact of less investment and weaker incentives for efficiency on the price, quality, safety and
reliability and security of supply of electricity/gas;

o The views provided in stakeholder engagement forums accompanying NSP price review processes in
recent years as well as customer representatives to the RORG process about whether customers are
willing to accept the increased risks associated with a less reliable and secure electricity supply;

o Whether a short-term reduction in electricity prices may result in higher electricity prices than otherwise
in the long-term due to a bow-wave of deferred investment being required and/or the need for a higher
rate of return in future to create the incentive to invest if the current rate of return is set too low; and

o Whether a BEE is able to maintain the benchmark credit rating if it earns the regulated rate of return
estimated consistent with that credit rating. This is a fundamental consistency check that should be
assessed prior to finalising the RORG.

57 Independent Panel, p. 67.
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Regulated returns lower than the efficient cost of capital will increase prices and reduce services to customers in

the long-term

Table 6.1 presents the potential impact on long-term prices and services from reduced incentives to invest and

lower regulated returns on capital.

Table 6.1: Long-term impacts on prices and services of the rate of return being too low

Long-term impacts on prices Long-term impacts on service

Deferred investment in the short-term leading to ‘catch up’
investment required in future periods

Increase in the cost of capital due to an increase in
uncertainty and risk of recovering the capital cost of
investment

Stagnation of investment in efficiency initiatives and
innovation slowing the rate of improvements in efficiency
and sharing of benefits with customers

Favouring investment in assets with shorter lives and higher
cost ‘just in time’ investments over longer term lower cost
options.

Increased risk across the system resulting in a less resilient :
network to minor disruptions and higher likelihood of low :
probability, high consequence events :
Stagnation of innovation related investment reduces :
adoption of new technology to improve system operation
and support distributed energy resources (DER) and two- :
way energy flows contrary to energy consumers revealed
preference for such services. :

Less timely connections as system constraints increase

Efficiencies not pursued with consumers wearing higher
costs :
Disincentive to undertake high risk construction projects,
long life replacement projects and discretionary new :
connection activity. :

Incentives for investment must be just right — not too strong or too weak

o The first indication of under-investment in (or failure to adequately maintain) network assets is through

the infrastructure becoming more vulnerable to low probability high impact events. Reliability incidents in
the United States (e.g. California) serve to highlight the potential adverse impacts from inefficient
investment levels in infrastructure services.%®

Similarly, the regulatory environment can adversely affect an NSP's incentive to sustain their investment
in their networks. Such outcomes have been evidenced in the past in Queensland>® and by a
Parliamentary Committee in the United Kingdom.s°

A significantly lower rate of return, through its impact on investment incentives, could have a pendulum
effect on broader regulatory settings. A significant component of RAB growth in NSW and Queensland
was more than $5 billion in capital investment incurred to comply with new excessively cautious reliability
standards introduced by the NSW and Queensland Governments in response to power outages in 2004
that were found to be caused by underinvestment.6!

The manifestation of under-investment in infrastructure can be very subtle and take a long period of time
to materialise. The fact that it is a characteristic of infrastructure industries that they can operate without

58 .S.-Canada Power System Outage Task Force (2004), Final Report on the August 14, 2003 Blackout in the United States and
Canada: Causes and Recommendations, p 140

59 Queensland Government (2004). Electricity Distribution and Service Delivery for the 21st Century - Detailed Report on the Independent
Panel (“Somerville Report”), p 51

50 House of Commons Trade and Industry Committee, Resilience of the National Electricity Network: Third Report of Session 2003-04
Volume I, 10 March 2004, page 3. Available from http://www.publications.parliament.uk/pa/cm200304/cmselect/cmtrdind/69/69.pdf as at 1
March 2006

61 The Grattan Institute, Down to the wire: A sustainable electricity network for Australia, March 2018, p. 17-18.


http://www.publications.parliament.uk/pa/cm200304/cmselect/cmtrdind/69/69.pdf%20as%20at%201%20March%202006
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apparent deterioration for long periods of time in the face of regulatory induced under-investment, only
serves to underscore these concerns.

The value of deteriorating reliability must be assessed

One way to assess the impact of a lower return is to assume that the lower return could result in a higher
risk to reliability.

Applying the AER’s Sensitivity Matrix Excel spreadsheet (which calculates crude rule of thumb impacts
of changes in the rate of return and household electricity bills), we estimate that the adoption of the draft
RORG will result in a reduction in annual household electricity bills of only around 2% (or $34 in NSW
assuming an annual bill of $1,69762). This assumes that any reduction in network prices is fully passed
through to retail prices.

In a worked example using NSW/Ausgrid 2016/17 benchmarking RIN data®® and AEMO VCR/kWh data%*
(escalated to March 2017 value) the lost value to residential customers in NSW of increasing the
probability of only a very small additional amount (0.005%) of unsupplied energy by 5% is $61 million) -
greater than the benefit received from the reduction in the regulated rate of return net of the value of
imputation credits of $52 million.

The assumptions and calculation are presented below ($2016/17):
o Assumptions
= Residential VCR estimate = $27.81/kWh
= Annual residential consumption (2016/17) = 8,738,000,000 kWh
= Additional unsupplied energy = 0.005% of total residential supply = 43,690,000 kWh
= Probability of additional unsupplied energy = 5%
= Number of residential customers = 1,524,732
o Calculation
= Probability-weighted cost of lower reliability: $27.81 * (43,690,000 kW/h * 0.05) = $60,750,945
= Benefit of lower household bills: $34 * 1,524,732 = $51,840,888

While recognising the crude rule of thumb nature of this calculation, it is clear that the trade-off between
less reliable networks and electricity affordability needs to be carefully considered having regard to the
NEO and NGO given the potentially larger costs of this trade-off relative to the benefits.

The cost to consumers of inefficient deferral of significant and innovative investment will be significant

The potential impact on consumers of not undertaking transmission investment identified in the Integrated
System Plan could conservatively cost customers more than $1 billion in savings. Similarly, not enabling
distributed energy resources in an efficient manner could cost over $4 billion in savings in wholesale
resource costs. &

ElectraNet has also valued the impact on customers of delays in the South Australia to NSW
interconnector. The preferred option is estimated to deliver net market benefits of around $1 billion over

62 ACCC (2018), Retail Electricity Pricing Inquiry, p.xv.

63 Ausgrid 2016-17, Economic benchmarking RIN - Templates

64 AEMO (2014), Value of Customer Reliability — Application Guide, Final Report, p.4.
65 AEMO, Integrated System Plan, July 2018, p.6.
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21 years (in present value terms), an overall reduction in the average annual residential customer bill of
up to $30 in South Australia and $20 in New South Wales.

Deferral of projects that lead to the adoption and support of new technologies and innovation in operation
and services can delay savings to customers from behind the meter investment, two-way energy flows
and new connections. There is evidence to suggest that demand for these services will increase strongly
over time, including due to increasing penetration of distributed generation.

The AER needs to carefully assess — and not simply assume - customers’ preference of short-term price reductions
over deteriorating longer-term service levels.

Customer groups participating in NSP price review consultation processes shared the view that long term
reliability and service levels should not be put at risk for short term price considerations. It is not clear how
the AER has assessed the views expressed in price review processes with the views put forward by
customer representative groups in the RORG process.

There have been several reviews and a significant amount of available evidence in reports by the
Essential Services Commission, the ACCC and the AEMC about the contemporary nature of retail energy
competition and its effectiveness. These reports identify the relatively high risk that reductions in network
prices, including those already delivered or a further reduction in lower regulated returns, will not
automatically or fully flow through to retail energy prices.

The long-term impacts on incentives, investment, prices and services must be given sufficient weight in
any trade off and assessed against the risk that short-term reductions in prices are received at all.

Incentives and network utilisation

Consumer representatives have suggested during this RORG process that declining network utilisation is
a reason for the AER to have less regard to investment incentives in determining the regulated rate of
return.

However, itis important to note that networks are built to serve maximum (peak) load not average demand
and are underpinned by reliability standards designed to achieve this objective. Across Australia, there is
considerable fluctuation in the peak demand placed on electricity networks, as opposed to the average
load, with much higher demand in extreme summer heat. Peak loads also vary by grid location across
networks.

Hence, declining average network utilisation is irrelevant to the peak demand issue. While there has been
a slowing in peak demand growth at the network-wide level across the NEM in recent years, this is not
true uniformly.

For example, three peak demand records were broken in Queensland in mid-February 2018 during the
extreme hot spell that swept the state. The highest demand recorded on the Powerlink transmission
network was 9,796MW on Wednesday 14 February - well above the 2017 record of 9,412MW.67

Similarly, Queensland’s two distribution networks recorded peak electricity demand as recently as the
summer of 2017. Demand in the South East on Energex’s network hit an all-time high of 4,814MW in
January 2017. This was followed in regional Queensland by a record system-wide peak on Ergon
Energy’s network of 2,637MW in February 2017. The highest peak in demand to occur across the two
distribution networks simultaneously reached 7,145MW at 5.50pm on 12 February 2017.

Hence, while average electricity demand may be forecast to remain flat across the NEM, peak demand
remains difficult to forecast and patchy between jurisdictions and grid locations over time. It also continues
to place significant pressure on future network peak capacity requirements. Consequently, the linking of

56 https://www.electranet.com.au/wp-content/uploads/projects/2016/11/2018-08-16-SA-to-NSW-interconnector-NSW-Public-forum. pdf
57 ENA website, viewed 10 September 2018. https://www.energynetworks.com.au/news/energy-insider/qld-sets-demand-record-
againand-againand-again
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average declining network utilisation to a need for weaker investment incentives is mistaken and irrelevant
to the setting of the rate of return as part of the 2018 RORG Review.

7. The Independent Panel Report

The Independent Panel has appropriately identified the key shortcoming in the draft RORG, questioning whether
the draft RORG achieves the NEO, NGO and RPPs

e The draft RORG fails to demonstrate that the draft RORG achieves the NGO, NEO and RPPs.

¢ In particular, the AER has not adequately assessed cost and risk trade-offs or whether the current and
proposed RORG result in a regulated rate of return (net of the value of imputation credits) is too high or
too low.

o  We support the Independent Panel's commentary on the AER’s inconsistent application of when to make
a change, and the materiality of the change, as well as the tendency to switch methodologies in exercising
judgement.

o We are in strong agreement that international comparators for ERPs are relevant and critical in assessing
whether the draft RORG delivers a rate of return that is consistent with prevailing conditions and is
sufficient to attract capital.

The Independent Panel has not supported the AER’s decision or reasons

e The scope of the Independent Panel’s review has been arbitrarily constrained, and has, by design, not
provided support for the merit of the AER’s conclusions, explanations or outcomes.® As a result, the
Independent Panel's report merely identifies whether the conclusions and outcomes have been
accompanied by sufficient explanation of reasons and judgement.

This limitation in scope undermines the value that can be placed on the Independent Panel's important review,
especially as access to merits and judicial review has been effectively removed. We agree with the Independent
Panel that insufficient explanation has been provided for positions

e We support the Independent Panel's significant concerns regarding the AER’s approach to valuing
imputation credits. We agree that the AER has not provided justification for the change in approach or
demonstrated how its new approach provides a better estimate and is consistent with the NEO, NGO and
RPPs. As outlined earlier, we agree that artificially constraining the estimation of distribution rate to the
top 20 firms has not been justified and has not addressed the concerns raised by the NSG, ENA and
experts about the need for the firms to be comparable to the BEE.

o We agree that the reasoning for reducing the MRP from 6.5% to 6% is not explained and nor is the AER’s
views on the appropriate implications of the RFR to the MRP (and therefore, the relevance of forward
looking estimates).

o Support the consideration of the underestimation bias in the SLCPM as a model deficiency rather than an
equity beta issue.

We do not share the concemns or views outlined by the Independent Panel in relation to the 10-year
term and RFR. We consider that it is appropriate to give primacy to predictability and stability in relation
to these issues.

58 Independent Panel Report p. 5.





