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Inflation Hedge Gap Analysis — Regulated
Utilities

Scenario Type: Infrastructure — Operating Phase

Asset Class: Regulated Utilities (Water, Electricity Distribution)

Situation Type: Operating regulated assets with CPI-linked revenues funded by long-
dated nominal debt

Primary Issue: Inflation mismatch, deferred regulatory clawback, liquidity illusion, and
ungoverned real-rate exposure

1. Decision Context

The client was an Australian regulated utility serving ~850,000 customers under a five-
year regulatory determination framework, with revenues indexed to CPI through the
regulatory asset base.

The balance sheet exceeded AUD 2bn, funded primarily by long-dated nominal fixed-
rate debtissued in 2018-2019.

For several years, the structure behaved exactly as intended.
The IC decision was not whether inflation protection was needed in normal conditions.

It was whether the organisation was carrying a material, long-dated inflation and real-
rate exposure outside approved risk tolerance and governance visibility once volatility
returned.

This was not a forecasting question. [t was a structural alighment and governance
question.

2. What Changed

At inception:

e Long-dated nominal fixed debt provided funding certainty

e CPI-linked revenues were assumed to offset inflation risk over time
e [nflation volatility was low and not decision-relevant

e The structure aligned with sector norms

As conditions shifted:

e Inflation exceeded regulatory assumptions materially

e Revenues repriced faster than financing costs



e Coverage ratios improved mechanically
e Liquidity optics strengthened

Nothing appeared broken. That was the problem.

The regulatory and balance-sheet mechanics had diverged without triggering
governance escalation.

3. How the Risk Actually Manifests

This is not conventional inflation risk. It is timing and structure risk created by
regulatory lag.

e CPI-linked revenues increase immediately
e Nominal debt costs remain fixed

e Short-term liquidity appears stronger

e Management signals turn positive

This creates the illusion that inflation is beneficial —-temporarily.

In reality, regulatory frameworks do not allow utilities to retain windfall gains created by
financing mismatches. The adjustment occurs later, through future determinations.

The risk is not near-term cash stress. It is deferred value extraction.

Inflation did not improve economics. It distorted signals.

4. What Surfaces on Review
When reviewed structurally rather than tactically, consistent issues emerged:

e Inflation “benefits” that cannot be retained

e Implicit real-rate exposure never articulated or approved

e Liquidity metrics that diverge from long-term regulatory cash flows
e Forecasts that fail under sustained inflation scenarios

e Governance frameworks silent on inflation tolerance

This was not a modelling gap. It was a governance blind spot.

5. Structural Assessment
This was not:
e Aninflation forecasting error

e Ahedging sophistication gap
e Adebt pricingissue

It was:

e Anungoverned balance-sheet exposure
e Areal-rate position taken unintentionally
e Astructural mismatch between regulatory assumptions and financing behaviour
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Any response had to preserve:

Regulatory defensibility
Liquidity resilience under inflation stress
Hedge accounting integrity

Pobd=

Board-level clarity and control

6. Structuring Logic

The objective was not to trade inflation or express macro views. It was to realign
structural behaviour.

Design principles:

e Hedge regulatory outcomes, not headline CPI prints

e Respond only to deviations from assumed inflation

e Avoid premium bleed for acceptable scenarios

e Align tenors to regulatory periods, not bond maturities

Illustrative structure:

e Zero-costregulatory-calibrated inflation collar

e Upper strike calibrated to regulatory tolerance bands

e Lower strike monetising economically tolerable disinflation
e Cash-flow responsive rather than MTM-driven

CSA terms were structured to minimise collateral volatility, consistent with the non-
trading nature of the exposure.

The hedge was designated against forecast regulatory cash-flow impact, not debt
cash flows.

Inflation exposure moved from implicit to governed.

7. Intended Outcomes

When implemented correctly:

e Extreme inflation outcomes no longer translate into liquidity stress
e Deferred regulatory clawback risk is bounded

e Realfunding costs stabilise within a defined corridor

e Treasury forecasts converge with regulatory cash-flow reality

e Financing decisions no longer embed macro views unintentionally

The outcome was not optimisation. It was control.
8. IC Takeaway

This utility was not exposed to inflation by accident.

It was exposed without governance recognition or control.
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Inflation risk in regulated utilities is not a trading risk. It is a fiduciary balance-sheet

risk.

Treating it as such restored structural integrity.
9. Applicability

Most relevant where:

e Revenues are CPI-linked through regulatory mechanisms
e Debtis predominantly nominal and long-dated

e [nflation volatility has re-entered the system

e Regulatory lag creates deferred correction risk

Less relevant where:

e Revenues fully reprice without clawback
e Debt already floats with inflation
e Inflation exposure is explicitly governed

10. Engagement Path

Primary Offer: Hedge Rebuild™ - Inflation Risk Realignment

Secondary / Bespoke: Regulatory cash-flow modelling, CSA optimisation, hedge

accounting support, refinancing integration

A full structural narrative is available for readers who wish to review the underlying
mechanics, trade-offs, and remediation sequencing in greater detail.

Disclaimer

Illlustrative scenario for discussion purposes only. Not a transaction summary or client-

specific case study.
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