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Dear Mr Sandles

RE: Chairmont Consulting report on debt, Appendix C, Harmonised spreadsheet information

This letter responds to a request from the AER for a confidentiality check in relation to cost of debt data
and debt practices information. The letter will also explain a mistake that has been observed in the way
in which Chairmont has interpreted the yield and pricing information from a bond issued by United
Energy Distribution Pty. Ltd.

Business claim for confidentiality over debt data

United Energy asserts confidentiality over two of the charts presented in Appendix C of the Chairmont
report. These charts are Graph 19, which shows the United Energy net fixed rate maturity profile, and
Graph 25, which presents the United Energy issuance history. A separate confidentiality template has
been prepared so as to give effect to the claim being made by the business.

Mistake in the characterisation of a five-year AUD medium-term note (MTN) issued by United
Energy on 11/04/2012

In April 2012, United Energy issued an Australian dollar denominated, medium term note with a term to
maturity of five years. The bond, with Bloomberg identifier EJ1181084, pays a coupon of 6.25 per cent
on a semi-annual basis. The first settlement date for the bond was 11" April 2012. The issue spread is
reported by Bloomberg to have been 220 basis points over “mid-swaps” which, in practice, would have
meant 220 basis points over the five year swap rate at issuance. The first screen shot presented below,
which is taken from the first DES page for the particular bond, shows that the issue price was 98.96800.
The second screenshot, which is taken from the second DES page, indicates that the yield at issuance
was 6.495 per cent. The bond was therefore issued into the market at slightly below par, which meant
that the yield was also above the coupon rate.

An approximate check can be used to verify these figures. On 11" April 2012, the end-of-day Australian
five-year swap rate was reported to have been 4.285 per cent (the end of day proxy can be obtained
using the variable “ADSWAPS5 Curncy”). If a spread of 220 basis points is added to this value, then the
resultant yield is 6.505 per cent, which is close to the actual value recorded by Bloomberg as being the
yield at issue for bond EJ1181084.
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The yield and spread function (YAS) can also be used to derive retrospective estimates. The third
screenshot in this letter, which is presented below, shows the spread against a comparable maturity
Australian, Commonwealth Government Bond, if the settlement date was 11" April 2012. The trade date
is represented as being 3 April 2012 which corresponds with the announcement date for the bond. The
issue price has been calculated to be less than 100, whilst the yield on the bond is shown as being
higher than 6.25 per cent.
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Information about the United Energy MTN with Bloomberg identifier EJ1181084 was also provided to the
AER in the debt information request template which provided information that was current as at 30" June
2015. The face value of the bond was shown to be $265 million, although the actual amount raised was
$264 million. The hedging arrangements that have been put in place are actually a pay floating, receive
fixed swap, however the swap only takes effect on 11" January 2016, with a scheduled expiration date
of 11™ April 2017. The pay floating component will be comprised of a premium of 158 basis points over
a forward starting swap with a commensurate term to maturity. Thus, the forward starting swap will
commence three years and nine months after the bond has been issued, and will have a term to maturity
of one year and three months.

The premium of 158 basis points, which is to apply from 11" January 2016, was determined at the time
the bond was issued, in April 2012. In order to understand how the premium was obtained, the SWPM
function in Bloomberg can be applied to derive a retrospective estimate of the underlying swap rate. The
screenshot below shows the settings that have been used. In particular, the relevant curve date is 3™
April 2012. The coupon rate for the floating leg of the swap has been solved to be 4.751 per cent. This
is not the same as the rate that would have been worked out in April 2012, but the estimate is relatively
close. The sum of the swap rate for the forward starting swap, and the premium of 158 basis points,

3



UNITED ENERGY

would have been equal to the issue yield of 6.495 per cent. Therefore, the issue yield (6.495%) and the
spread-over-swap (158 basis points) imply an actual forward-starting swap rate that was closer to 4.915
per cent.
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Chairmont Consulting does not appear to have provided a correct representation of the MTN with
Bloomberg identifier EJ1181084. Graph 25 shows the issuance history for United Energy, however the
customised nature of the forward swap does not seem to have been portrayed accurately. If hedging
considerations are set aside, then, over the life of the bond, there should be fixed coupon payments of
6.25 per cent from April 2012 until April 2017. The spread over the five year swap rate was 220 basis
points at issuance. There is no evidence, in Graph 25, of a line or a series of dots at 220 basis points.

An alternative way of considering the spreads on the bond is to separately examine the periods from 11"
April 2012 to 10" January 2016, and from 11" January 2016 to 11" April 2017. For the first three years
and nine months, the issue spread should be considered relative to a swap rate with a commensurate
term to maturity. As at 11" April 2012, an end-of-day swap rate with a tenor of three years and nine
months was approximately equal to 4.169 per cent. This value has been obtained by interpolating
between the three year and the four year swap rates. Since the issue yield was 6.495 per cent, then the
spread against the 3 year 9 month swap rate would have been about 233 basis points. From 11
January 2016, the spread of 158 basis points should be measured as an increment to the forward-
starting swap rate of approximately 4.915 per cent.
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At the time at which the swaps were undertaken, the present value of cash flows under a scenario of no
hedging would have been approximately equal to the present value of expected cash flows under a
scenario in which there was hedging using forward starting swaps.

The empirical exercise that has been reported in this letter demonstrates that there are risks inherent in
the use of the information on debt instruments and financial instruments that has been provided by
United Energy (and by other distribution network service providers). The AER and its consultants may
misconstrue the data that has been supplied.

Further information

Should you have any questions in relation to this matter, then please contact Jeremy Rothfield,
Economist, on 03 8846 9854.

Yours sincerely,

Jeremy Rothfield
Network Regulation and Compliance Manager



