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Cost of debt – estimation and application
 Most of the focus has been on estimating the benchmark debt yield at
a point in time
– PwC’s regression-based method
– Paired bond extrapolation of the 7-year Bloomberg Fair Value yield (AER)

– RBA credit margin estimates (new data series)

 Less attention given to how these estimates should be used to
calculate the regulated cost of debt
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Cost of debt – estimation and application
 The ‘on the day’ application:
– Average benchmark debt yield during a 10 to 40 day averaging period
– Locked in for the term of the regulatory period
– Timing of the averaging period is important, especially for consumers

 Assumes that a regulated business can fully reset their total cost of
debt during each averaging period
 Consider alternative applications such as longer-term averaging
– Partial reset of the cost of debt each year based on prevailing yields

4

Recent changes to the NER and NGR
 Rule change request to the Australian Energy Market Commission
(AEMC) by the Energy Users Rule Change Committee (EURCC)
 EURCC proposed a new method to calculate the cost of debt
– Full reset every 5 years exposes consumers to interest rate volatility

– A longer-term average of historical interest rates will produce a more stable
cost of debt allowance

 Extensive consultation with stakeholders
 National Electricity Rules (NER) and National Gas Rules (NGR)
changed to allow consideration of a ‘trailing average’ approach
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Trailing average portfolio approach
 Benchmark debt portfolio with staggered maturity dates
– 1/10th of total debt re-financed each year (assuming a 10-year debt tenor)
– Portfolio cost = 10-year trailing average of the 10-year yield

 Consistent with the debt management practices of non-regulated
infrastructure businesses with long-lived assets
– Based on sound financial risk management principles
– Staggering maturity dates is a prudent and efficient way to manage refinancing risk, especially when gearing is relatively high
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Trailing average portfolio approach
 Produces a more stable cost of debt that is relatively insensitive to
short-term volatility in interest rates
 Reduces the significance of non-systematic estimation errors in the
benchmark debt yield

 Cost of debt is the outcome from following a prudent and efficient
benchmark debt financing strategy
– Not the product of regulatory design or arbitrary factors

 Length of the regulatory period is irrelevant
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AER’s draft trailing average approach
 Benchmark portfolio of fixed rate debt with annually spaced maturity
dates out to 7 years (1/7th of total debt re-financed each year)
 Benchmark debt tenor of 7 years (previously 10 years)
 Increases in the benchmark debt balance compensated at historical 7year benchmark debt yields (ie, an unweighted average)
 Cost of debt updated annually
 Transitional arrangement based on the average 7-year benchmark
debt yield during the next averaging period
 RBA credit margin data should allow a 10-year benchmark debt tenor
to be retained
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Relevance to the QCA’s review
 Widen the scope to consider different applications of the benchmark
debt yield to determine the cost of debt
 Large amount of work already performed by the AEMC and AER
– Broad stakeholder support for the trailing average portfolio approach

 Current ‘on the day’ application creates unnecessary volatility in the
cost of debt allowance
– Flows through to prices paid by consumers

9

Disclaimer
QTC has prepared this presentation for use solely for the QCA Weighted Average Cost of Capital Forum
The recipient shall not use the presentation for any purpose other than the purpose for which the presentation was
expressly provided. The presentation contains confidential information. None of its contents may be provided or disclosed
to any other party without QTC’s express written consent.
The information in this presentation is provided by QTC in good faith in relation to the information available at the time of
its preparation and on the basis of information supplied to QTC by third parties. QTC has not independently verified the
information supplied to it and accordingly does not represent that the information provided to QTC is accurate or complete
and it should not be relied upon as such. QTC is under no obligation or duty to notify anyone if there is any change in any
information or any new information or if it forms a different opinion at any time after the date of this presentation.
Neither QTC nor any of its employees or agents accepts any liability for any loss or damage suffered by any person as a
result of that person or any other person placing any reliance on, or acting on the basis of, the contents of this
presentation. To the extent permitted by law, QTC expressly excludes any representation or warranty in relation to the
accuracy, currency and completeness of the presentation. To the extent permitted by law, QTC limits its liability to the
amount of any fees paid to QTC for this presentation.
The recipient acknowledges that QTC is not a legal, tax or accounting advisor and that independent expert advice from
practitioners in the relevant disciplines should be obtained on those matters before acting upon the information contained
in this presentation.
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