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Review of the Building Block Model
« Why does the BBM exist?

Expenditure

Revenue allowance

| manllm .

Time Time

The BBM allows us to take a lumpy expenditure requirement and
to spread it over time to yield a smoothed revenue allowance!

 The BBM allows us to convert lumpy expenditure into a
smooth revenue stream with the same Present Value
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Review of the Building Block Model

The BBM is like a bank
loan...

A bank loan converts a
lumpy expenditure into a
series of monthly
payments.

At any given point in time
the outstanding balance

on the loan is equal to the
present value of the future

stream of payments!

This remains true whether you pay off the loan fast or slow, or make lumpy

repayments or smooth repayments.
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Reminder of the present
value concept...
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USE THE RIGHT DIS(OUNT
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DECISIOMS IS TO PULL
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CALCULATE THE NET
PRESENT WALUE .
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Review of the Building Block Model

If the regulator uses the
BBM, provided certain
conditions are satisfied, at
each point in time the RAB is
equal to the present value of
the future stream of cash-
flows of the firm!

This remains true no matter
what choices are made
about depreciation, revenues
or pricing in the future.

AN

capex )
* cost of capital
l, - raturn

+ regulatory
asset life

Return on capital (RAB x WACC) +

Return of capital (depreciation of RAB) +

Forecast OPEX +

Efficiency benefit sharing scheme (EBSS) +

Corporate income tax (net of imputation)

revenus raqguirameant

>. Maximum Allowable Revenue

Using the BBM, RAB, = ¥, ~—t+
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The link between RAB and firm value

Under standard corporate
finance theory, the value of
a firm is equal to the
present value of the future
cash-flows.

Therefore we have the key
result that, provided certain
conditions are satisfied, the
value of a firm regulated
using the BBM should be
equal to the RAB!

Using the BBM, RAB; = ),

The ratio of the EV to the RAB should be
equal to one!

& ‘ 1. Discounted Cash Flow

Valuation Models

o Utikzes the Present Value Method
=The value of any assal s the present
value of its expected cash flows
*Forecast the amounis and timing of fulure
cash Nows
#Discount the cash flows to the prasent
using a discouwnt rate that includes the tme
valhe of money and raflects the riskiness of
thie cash flows
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What are the conditions under which this holds?

The regulator must always
make use of the BBM to set
the allowed revenue;

The regulator must not
systematically overestimate
the expenditure of the firm,;

The regulator must not
systematically underestimate
the revenue of the firm;

The firm must not expect to
earn additional revenue from,
say, incentive schemes.

There must be no revaluation
of the asset base that is not
fully anticipated.

The BBM must fully and
accurately reflect the taxes
the firm pays

The RAB must go to zero at
the end of the life of the firm.

The regulator must set a cost
of capital that reflects the
firm’s true cost of capital.
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RAB Multiples

From time to time we can
observe the market value of a
regulated firm (e.g., at the
time of privatisation).

From this we can get an idea
of the value/RAB ratio.

This is known as the RAB
Multiple (also known as the
EV/RAB Multiple, Trading
Multiple, or Market-to-Asset
ratio - Ofgem)

If all the conditions on the previous

slide hold: EV,
RAB,

Many commentators ask:

— Why can’t we use the RAB
multiple as a check on how the
regulator is doing?

— If the RAB multiple is well
above one, isn’t this a sign of a
“failure” in the regulatory

regime?
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There is a lot of commentary about RAB Multiples
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RAB Multiples in practice

In practice RAB
multiples tend to be in
the range of 1.2-1.5
with some outliers

Should we be
concerned? Does this
mean the system is
not working?

Can we use this
iInformation in our
regulation?

Exhibit 2: EV/RAB multiples for regulated utility M&A in Australia

25

15
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Why might RAB multiples be greater than one?

Perhaps the firm has access to
additional revenue which is outside
the BBM?

Perhaps the firm expects to
systematically benefit from the
Incentive schemes (persistently
out-performing)?

Perhaps the firm expects to pay
less tax than is forecast under the
BBM?

Perhaps the buyers overpaid for
strategic reasons, irrational
exuberance, or winners curse?

Perhaps the firm expects to
expand output or adjust its prices
within a price cap to earn more
revenue?

Perhaps the firm expects the
regulation to be removed in the
future?

Perhaps the regulator
overestimates the firm’s cost of
capital?
— Perhaps the trailing average
approach favours the firm?
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Why might RAB multiples be less than one?

The figure below sets out current trading of listed
infrastructure vehicles owning predominantly
regulated assets. The infrastructure vehicles do not
seem to be trading at a significant premium to their
attributable RAB, especially when adjusted RAB
multiples are taken into account.

1% 133

120 ¢
1.10

100 0.96 0.96
Lom |
2
3
E
€ om
3

040

020

SP Ausnet Spark Infrastructure Envestra Ltd DuetGroup
Group
= Adjusted RAB multiple RAB multiple

Note: adjusted RAB multiple reflects only regulated
operations. The percentage of unregulated earnings
to total earnings has been used to adjust the
enterprise value.

Perhaps the firm is unable to earn the
allowed revenue?

Perhaps the firm expects a downward
revaluation in the RAB in the future?

Perhaps the firm expects to
underperform on its incentive schemes?

Perhaps the regulator overestimates the
value of franking credits?

Perhaps there are timing issues?

Perhaps the regulatory cost of capital is
too low (due to the trailing average
approach?).

| accc.gov.au



Should we be concerned about RAB multiples?

Any given RAB multiple could be
due to a range of factors —
revenue, expenditure, or cost of
capital. We should always seek to
understand the drivers in any
specific case.

We should be cautious about any
feature of the regulatory regime
which leads to systematic over-
compensation.
— Such as over-compensation for
taxes, or over-forecasting of

expenditure requirements (e.g.,
due to related party transactions)

We should also be concerned
about any systematic overcompen-
sation of the cost of capital.

Probably a RAB multiple in the
range of 1.1-1.3 is not a cause for
concern. Outside this range?

Value 50.4% Ausgrid

140
5 |

== =

v 6D
4.0
2.0

00 == = = -
AER wins appeal AER loses appeal Using Transgrid SGC/CKI likely
to Federal Court value price

120

= Value 50.4% EV:RAB
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Can we use RAB multiples when setting RoR?

* A high RAB multiple is grounds for « If the regulator starts changing
reviewing the regulatory framework future cash-flows on the basis of
to ensure there is no systematic, the RAB multiple the information in
unintended overcompensation the RAB multiple will disappear.

« But can we use the RAB multiple

i el wARe s, [ Burtis dogsn't mean we cant
T use RAB multiples as a
1.4)? “sense check” or
« The answer is no, due to the “reasonableness check” as long
problem of circularity. The RAB as we don’t rely on it directly.

multiple depends on future cash-
flows which depend on regulatory

decisions.
‘ accc.gov.au



RAB Multiples can be usetul as a sense check

Which of the following methodologies do you
only use as a cross-check approach?

ror alirs warth

KPMG Valuation Practices Survey 2017

Industry rules of thumb and revenue

mu|tip|es are tymca”y reserved for _ _
] 0 40 80 80 100

cross-check purposes. Together with

Regulated Asset Base type multiples,

they provide a useful sense check but e W Wevesn @
lack the robustness reguired to be a ) )

primary determinant of value. W virescuree ewcre  [lPEpmea [ PRzt

. Industry rule of thumb .F‘.’B‘\." .F‘."B"a'

We have also considered RAB multiples evidence, as an secondary reasonableness check

744, As part of our reasonableness checks, we have considered RAB multiples for
regulated energy and airports businesses in New Zealand. RAB multiples can provide
a useful indicator of whether the allowed rate of return has been set at a sufficient
level to adequately compensate investors for putting their capital at risk.

-\ COMMERCE
COMMISSION

J} NEW ZEALAND
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What have they said?

After observing that long-team leases of TransGrid

« The CCP, May 2017

It cannot be assumed that a premium above or below the RAB value indicates that the allowed rate
of return is above or below the investors required rate of return. There can be many other factors.

In the case of TransGrid, the consortium stated that “the quality of the TransGrid network, the stable
regulated operating environment and the consortium’s ability to run the network more efficiently
made the deal compelling. The consortium is betting TransGrid’'s two unregulated business units — a
telecoms arm and connecting renewable energy to the grid — can provide growth opportunities to
warrant the high price.” Itis also likely that the bidder who makes the most optimistic assessment of
these opportunities will be the likely winner and this will be reflected in its bid, adding to the

systematic premiums above the RAB.

Acquisition or market values need to be treated with caution. There can be good reasons for a
premium that is not inconsistent with the long-term interest of consumers or indicative of an overly
generous regulatory regime. But this does not mean that such values do not have some information
content. CCP 9 considers that a very conservative interpretation of the RAB multiples in the
acquisitions of TransGrid and Ausgrid is that they provide strong evidence that the combined
allowances for the cost of capital and tax under the AER’s current framework and recent decisions
are not too low. Indeed, given the magnitude of the multiples in absolute terms and relative to
multiples in other regulatory jurisdictions, one could conclude that it provides evidence that the
allowances are more likely to have exceeded investors’ expectations for the required return on

investment.

and AusGrid were 1.6 and 1.4 times the RAB...

Consumer

Challenge
Pane)

Submission ¢, the Austraj 'an Energy Regulator (Aer
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Respanse to py, € Panel Sub-Pangi 5
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Sub-Panet cep g

Eric Groom

Bev Hughson

Andrew tiance

Member name,

12/05/2017
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What have they said?

In response to the observation that CKI was
The CCP, July 2014 prepared to pay 1.51 times RAB for Envestra:

These valuations suggest that investors (in this case, highly experienced market
participants APA and CKI) are valuing the regulated cash tlows far more highly than
the AER is in its WACC decisions. In other words, the AER’s WACC is compensating
he investors far more generously than needed and so they are willing to pay a substantial
e premium to RAB to acquire those assets and the subsequent cash flows. We would

Smelling the roses and escaping t
S )

ra
actu

bbit holes: the value of looking at
al outcomes in dec iding WACC

S The AER’s Guideline rejected taking account of RAB multiples or actual protfits in its
WACC assessments, and relegated information on comparisons with other regulators
and corporate valuations to mere “directional” value. The AER’s rationale for this
Consumer Challenge Panel diminution is that many factors may explain industry profitability or RAB multiples.
There may indeed be various reasons why a tirm may be more profitable than expected
or valued more highly than its regulated asset value. But asserting that outcomes may
be explained in many ways is not a reason not to look at those outcomes, when trying
to critically assess the claims by networks on their cost of capital and to thereby
decipher the long-term interests of consumers.

Prepared for the Board of the Australias
! Regulator

July 2014

Is this right? | accc.gov.au



What have they said?

« The network businesses

9 RAB multiples as a cross check

The Businesses do not support the use of RAB multiples as a valid cross-check and support to
the AER’s proposed methodology. This is because rate of return is only one of many factors
that affect RAB multiples. It would therefore be incorrect to conclude that a RAB multiple
above 1.0 indicates that recent AER rate of return determinations are not below the efficient
financing costs of a benchmark efficient entity. Using such RAB multiples is only likely to

mislead the rate of return determination process.

Is this right?
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Conclusions

Under certain strict conditions,
the value of the regulated firm
should be equal to the RAB, so
under these conditions, the
RAB multiple should be one.

But these conditions are rather
strict and ignore incentive
payments, mis-estimation of
taxes, other sources of
revenue as well as problems
with estimation of the cost of
capital

Modest RAB multiples are
probably not a cause for
concern.

Large RAB multiples are of
concern and should trigger
further investigation into why
market expects higher CF (not
just C of C).

Regulators cannot rely on
observed RAB multiples when
setting regulated revenues due
to the problem of circularity.
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