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Executive Summary

Context

Frontier Economics (Frontier) has been retained by Jemena Electricity Networks,
ActewAGL Distribution, AusNet Services, Australian Gas Networks, CitiPower,
Powercor and United Energy to provide our views on a range of issues relating to

the computation of the allowed return on equity in the Australian regulatory

setting. Specifically, we have been asked to:

a.

Review the AER’s concerns as to the use of dividend growth model
(DGM) estimates to inform the MRP.

Consider the criticism—that is made in the context of adjusting the
Sharpe Lintner Capital Asset Pricing Model (SL-CAPM) for low
beta bias and use of the Black CAPM—that it is not clear whether
the low beta bias reflects risk and, therefore, it is unclear if any
adjustment should be made for the bias.

Review and critically analyse the AER's selection, analysis, and
interpretation of conditioning variables.

Determine the best estimate or estimates of the forward-looking
MRP, assuming a 10 year term.

Consider whether the estimate of the MRP given in response to (d)
would be different if the AER's definition of the benchmark
efficient entity (BEE) did not refer to the entity being regulated,
but rather an unregulated entity that supplies services of an
analogous kind to standard control services.

Set out our best estimate of the required return on equity for the
BEE where that return is estimated using:

1. the SL-CAPM, applied to overcome any bias the expert
considers exists in the model; and

ii. multiple return on equity models, using any models the
expert considers are relevant to estimating a return on
equity that is commensurate with the efficient financing
costs of a BEE with a similar degree of risk as that which
applies to a DNSP in respect of the provision of standard
control services and which has regard to:

1. prevailing conditions in the market for equity
funds;

2. the desirability of using an approach that leads to
the consistent application of any estimates of
financial parameters that are relevant to the
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estimates of, and that are common to, the return on
equity and the return on debt; and

3. any interrelationships between estimates of
financial parameters that are relevant to the
estimates of the return on equity and the return on

debt.

g. Compare the estimate or estimates from (f) above against other
relevant information, including (but not limited to) estimates from:

1. broker reports;
ii. independent expert reports; and

iii. other relevant return on equity models not used to derive
the original estimate.

h. Identify the impact on the return on equity estimate or estimates
from above of changing gamma from 0.4 to 0.25.

In preparing the report, we have been asked to:

a. Consider any relevant comments raised by the AER and other
regulators, and experts engaged by those regulators;

b. Use robust methods and data in producing any statistical estimates;
and

c. Adopt a sample averaging period of the 20 business days to 30
September 2015 for any prevailing estimates.

A copy of the terms of reference for this report is attached at Appendix 1 to this
report.

This report has been authored by Professor Stephen Gray. Stephen Gray is
Professor of Finance at the UQ Business School, University of Queensland and
Director of Frontier Economics, a specialist economics and corporate finance
consultancy. He has Honours degrees in Commerce and Law from the University
of Queensland and a PhD in Financial Economics from Stanford University. He
teaches graduate level courses with a focus on cost of capital issues, he has
published widely in high-level academic journals, and he has more than 15 years’
experience advising regulators, government agencies and regulated businesses on
cost of capital issues.

The author’s curriculum vitae is attached as Appendix 2 to this report.

The author’s opinions set out in this report are based on the specialist knowledge
acquired from his training and experience set out above. The author has been
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provided with a copy of the Federal Court’s Practice Note CM 7, entitled “Expert
Witnesses in Proceedings in the Federal Court of Australia”, which comprises the
guidelines for expert witnesses in the Federal Court of Australia (Expert Witness
Guidelines). The author has read, understood and complied with the Expert
Witness Guidelines.

Summary of conclusions

The context of this report is that:

a. The AER has, in its Rate of Return Guideline and subsequent
regulatory decisions, adopted the Sharpe-Lintner Capital Asset
Pricing Model (SL-CAPM) as its foundation model for the
purpose of estimating the required return on equity for the
benchmark efficient entity;

b. The revised National Electricity Rules (NER) and National Gas
Rules (NGR) (jointly, the Rules) require the AER, when
estimating the required return on equity, to have regard to relevant
estimation methods, financial models, market data and other
evidence;! and

c. The revised Rules also require that the allowed return on equity
must reflect the efficient financing costs of the benchmark efficient
entity and the prevailing conditions in the market for equity funds.?

In the context of the current Rules, we have previously proposed what has become
known as a “multi-model approach,” whereby each relevant model is estimated
and the resulting estimates of the required return on equity are distilled into a single
allowed return on equity by taking a weighted-average, where the weights reflect
the relative strengths and weaknesses of each model. That remains our preferred
approach and the updated estimates of that approach produce an estimate of the
required return on equity of 9.8% as summarised in Table 1 below.

Table 1: Multi-model estimate of the required return on equity

Required
return
SL-CAPM 12.5% 9.2%
Black CAPM 25% 9.8%
Fama-French 37.5% 9.8%
DGM 25% 10.2%
Return on equity 100% 9.8%

INER 6.5.2(c)(1); NGR 87(5).
2NER 6.5.2(f) and (g); NGR 87(6) and (7).
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Source: Frontier calculations.

9 In addition, we also consider how a regulator would best have regard to the relevant

estimation methods, financial models, market data and other evidence —

conditional on using an approach where only one financial model is estimated (i.e.,
a “foundation model” approach) and where the SL-CAPM is used as that
foundation model. This task is to consider how the SL.-CAPM parameters would
best be estimated so that the resulting estimate of the required return on equity

propetly reflects all of the relevant estimation methods, financial models, market

data and other evidence. This approach requires estimates of the three SL-CAPM

parameters, as summarised below.

10 For the risk-free rate:

a.

The AER’s Guideline approach for estimating the risk-free rate is
to use the yield on 10-year Commonwealth Government Securities
(CGS) averaged over a 20-day rate-setting period; and

That approach is uncontroversial and produces an estimate of
2.75% when applied to the 20-day period ending on 30 September
2015. 'This estimate will eventually have to be updated to the
averaging period adopted at the beginning of the relevant
regulatory period.

11 In regard to the market risk premium (MRP):

a.

The AER’s November 2014 draft decisions and all subsequent
decisions indicate that the AER implements its approach to
estimating the MRP by first setting a primary range. This primary
range is formed by taking the long-run average of excess returns
over different historical periods. Other relevant evidence is then
relegated to informing the selection of a point estimate from within
that primary range;

In its Guideline, the AER adopted a point estimate of 6.5% at the
top of its primary range, because the DGM evidence at the time
suggested an estimate of at least 6.5%;

The AER’s own DGM evidence now supports MRP estimates that

are materially above 6.5%; however, the AER continues to adopt a
final MRP estimate of 6.5%;

Our view is that the AER approach does not produce the best
possible estimate of the MRP that best reflects the relevant
evidence. The approach of capping the MRP to the top of the

Final



9 Frontier Economics | January 2016

range derived using historical excess returns is based on no sound
rationale because:

1. The historical excess returns approach provides an
estimate of the MRP over average market conditions. 3
Thus, the range that is generated from this approach
bounds the estimate of the MRP for average market
conditions. There is no basis at all for constraining an
estimate of the MRP for the prevailing market conditions
on the basis of a range that bounds the estimate of the
MRP for long-run average market conditions.* The NER
and NGR provide that, when estimating the return on
equity, the AER must have regard to “the prevailing
conditions in the market for equity funds”;> and

ii.  Such an approach would be inconsistent with the AER’s
own DGM evidence, which suggests that the MRP in the
prevailing market conditions has increased materially
since the publication of its Guideline;

e. Rather, our view is that the DGM evidence, and other relevant
evidence, should not be constrained by a cap of 6.5% that is based
on the long-run arithmetic mean of historical excess returns. That
approach has produced a MRP estimate of 6.5% even as the AER’s
own DGM evidence suggests that the contemporaneous MRP is
further and further above 6.5%.

f.  Inourview, the AER’s approach of setting an initial immutable cap
of 6.5% on the basis of a subset of the relevant evidence effectively
neuters the effect of the other relevant evidence.

g. In Section 3.2 of this report, we explain why we consider that a
proper consideration of all of the relevant evidence supports a
foundation model MRP of 7.9%. In our view, this estimate best
reflects:

i.  The evidence from historical excess returns, as estimated
by the AER;

ii. The evidence from historical real returns (i.e., the
approach the AER terms the “Wright approach”), as
estimated by the AER;

3 That is, the average conditions over the particular historical period that was used.

4That is, the arithmetic mean estimates that the AER considers are estimates of the average risk premium
over the relevant sampling periods. Those estimates range from 5.9% to 6.5%. This does 7ot imply
that the MRP could be as low as 5.9% in some market conditions or as high as 6.5% in other market
conditions. What it does imply is that a point estimate for the MRP in average market conditions should
come from the range of 5.9% to 6.5%.

5 NER, 6.5.2(); NGR 87(7).
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fii. The evidence from the AER’s DGM approach; iv.

Evidence from independent expert valuation reports.

h. We note that the estimates of the MRP depend on the assumed

value of distributed imputation credits (theta). However, the effect
of change in the estimate of theta from 0.6 (the AER estimate) to
0.35 (our preferred estimate) is small relative to the myriad other
factors that affect the MRP estimate. We maintain an MRP
estimate of 7.9% for a theta of 0.35.

12 In regards the equity beta:

a.

The AER’s Guideline approach is to fix a primary range based on
regression estimates for a small sample of domestic comparators
and to then use other relevant evidence to select a point estimate
from within the primary range. The AER’s approach begins with
a “starting point” equity beta that does not reflect any adjustment
to correct for any known biases in the SL-CAPM. This starting
point estimate reflects evidence from domestic and international
comparators. The AER then makes an adjustment to its starting
point beta to correct for the known low-beta bias in the SL-CAPM;

b. Stakeholders have submitted that the AER’s approach:

i.  Applies unreasonably disproportionate weight to the very
small sample of domestic comparators;

.  Assigns a range of 0.4 to 0.7 to the domestic evidence
without any proper basis;

ii.  Misconstrues the international evidence, and is vague and
unclear about precisely what effect the international
evidence has had on the AER’s estimate of beta;

iv. Is vague and unclear about precisely what adjustment the
AER has made to its starting point beta to correct for
lowbeta bias;

v.  Should also apply a correction for book-to-market bias —
another known systematic bias in SL-CAPM estimates;

vi. Relies on flawed conceptual analysis; and

vil. Addressing any of these issues would result in an equity
beta estimate above the AER’s current allowance of 0.7.

In our view, the AER’s approach of setting an initial immutable
range on the basis of a subset of the relevant evidence effectively
neuters the effect of the other relevant evidence.

In Section 3.3 of this report, we explain our approach of:
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1. Setting a starting point equity beta, having regard to the
relevant domestic and international evidence;

. Making a specific adjustment to correct for low-beta bias;
and

ii. Making a specific adjustment to correct for book-
tomarket bias.

e. Section 3.3 also explains why we consider that a proper
consideration of all of the relevant evidence supports a foundation
model equity beta estimate of 0.91.

13 In summary, our implementation of the SL.-CAPM foundation model is as follows:

a. We adopt a risk-free rate of 2.75%, based on the yield of 10-year
government bonds;

b. We adopt an equity beta of 0.91, which reflects evidence from
domestic and international comparators, and adjustments for
lowbeta bias and book-to-market bias; and

c. We adopta market risk premium of 7.9%, which reflects the AER’s
estimate of historical excess returns, the AER’s estimate of
historical real returns, the AER’s estimate using the DGM
approach, and a conservative estimate from independent expert
valuation reports.

14 These parameters jointly produce an estimate of the required return on equity of
9.9%.¢
15 In its October and November 2015 decisions, the AER conducted a number of

cross checks to determine the reasonableness of its allowed return on equity. In
our view, the AER’s allowed return on equity fails every one of its own cross checks
and this should have led the AER to revisit the parameter estimates used in its
implementation of the SL-CAPM. Had the AER estimated the equity beta and
MRP in the manner proposed in this report, the allowed return on equity would
have passed the cross checks — our multi-model and foundation model estimates
are consistent with the AER’s cross checks.

62.75% + 0.91 X 7.9%.
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The regulatory framework

The AEMC'’s rule changes

Throughout 2011 and 2012, the Australian Energy Markets Commission (AEMC)
considered a number of Rule change proposals submitted by the AER and a group
of major energy users. SFG (now part of Frontier) assisted the AEMC as principal

adviser on rate of return issues throughout this process.

In its determination in November 2012, the AEMC made a number of
fundamental changes to the NER and NGR insofar as the allowed return on equity
is concerned. The key changes that the AEMC made were:

a. To introduce an “overall rate of return objective” to ensure that
the focus is on the reasonableness of the allowed rate of return —
eliminating the silo approach that focused separately on each
individual parameter; and

b. Requiring the AER to have regard to all relevant approaches and
evidence — seeking to eliminate the focus on a single model (the
Sharpe-Lintner CAPM) that could be used without having regard
to a weight of evidence suggesting that the way the regulator
implemented that model produced an estimate of the required
return on equity that was implausible in the circumstances.

In particular, the new rules require that the allowed rate of return must achieve the
allowed rate of return objective:

[tlhe rate of return for a Distribution Network Service Provider is to be
commensurate with the efficient financing costs of a benchmark efficient entity
with a similar degree of risk as that which applies to the Distribution Network

Service Provider in respect of the provision of prescribed transmission services.’

In determining the allowed rate of return, regard must be had to:

1. relevant estimation methods, financial models, market data and other
evidence;

2. the desirability of using an approach that leads to the consistent
application of any estimates of financial parameters that are relevant to the
estimates of, and that are common to, the return on equity and the return on
debt; and

3. any interrelationships between estimates of financial parameters that
are relevant to the estimates of the return on equity and the return on debt.®

When determining the allowed return on equity, regard must also be had to:

the prevailing conditions in the market for equity funds.®

7 For example, see NER 6.5.2(c). A similar provision appears at NGR 87(3).
8 For example, see NER 6.5.2(e). A similar provision appears at NGR 87(5).
9 For example, see NER 6.5.2(g), NGR 87(7).

Final
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In addition, the required return on equity must:

...be estimated such that it contributes to the achievement of the allowed rate of
return objective.0

In its Final Determination, the AEMC was very clear about its intention that the
AER should not use a narrow formulaic approach, but should have regard to all
relevant evidence while keeping a focus on the reasonableness of the allowed
return on equity. For example, the AEMC noted that:

The Commission also expressed concern that the provisions create the potential
for the regulator and/or appeal body to interpret that the best way to estimate the
allowed rate of return is by using a relatively formulaic approach. This may result
in it not considering the relevance of a broad range of evidence, and may lead
to an undue focus on individual parameter values rather than the overall rate of
return estimate.!

The AEMC also noted that the rule changes were designed to:

...encourage the regulator to focus on whether its overall estimate of the rate of
return is appropriate.!?

The AEMC was also very clear about the need to ensure that the allowed return
on equity has regard to the prevailing conditions in the market for equity funds.
The AEMC stated that:

If the allowed rate of return is not determined with regard to the prevailing market
conditions, it will either be above or below the return that is required by capital
market investors at the time of the determination. The Commission was of the
view that neither of these outcomes is efficient nor in the long term interest of
energy consumers.13

and:

The second principal requirement is that the return on equity must take into
account the prevailing conditions in the market for equity funds. It reflects the
importance of estimating a return on equity that is sufficient to allow efficient
investment in, and efficient use of, the relevant services. However, this
requirement does not mean that the regulator is restricted from considering
historical data in generating its estimate of the required return on equity. Rather,
it ensures that current market conditions are fully reflected in such estimates to
ensure that allowed rates are sufficient for efficient investment and use.

The AEMC also noted that for a framework to produce an allowed return on equity
that has proper regard to the prevailing conditions in the market for equity funds,
it must be flexible enough to respond to changes in financial market conditions.
One of the AEMC’s primary concerns was that the mechanistic CAPM approach
was “overly rigid” such that the AER’s implementation of the

10NER 6.5.2(f), NGR 87(0).

11 AEMC Rule Change Final Determination, p. 40.
12 AEMC Rule Change Final Determination, p. 41.
13 AEMC Rule Change Final Determination, p. 44.

14 AEMC Rule Change Final Determination, p. 69.
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CAPM produced unreasonable results in an environment where financial market
conditions can change significantly. The AEMC stated that:
The global financial crisis and its continuing impact through the European

sovereign debt crisis have highlighted the inherent dangers in an overly rigid
approach to estimating a rate of return in unstable market conditions.1®

and that its rule change would:

...enable the regulator to better respond to changing financial market
conditions. 16

The AEMC explicitly linked the consideration of a range of models to the
production of the best possible estimate of the efficient financing costs as required
by the National Electricity Objective (NEO) and the Revenue and Pricing
Principles (RPP):
Achieving the NEO, the NGO, and the RPP requires the best possible estimate
of the benchmark efficient financing costs. The Commission stated that this can
only be achieved when the estimation process is of the highest possible quality.
The draft rule determination stated that this meant that a range of estimation

methods, financial models, market data and other evidence must be
considered.’

That is, the AEMC’s clear view is that the NGO and RPP require the AER to
produce the best possible estimate of the required return on equity, which in turn
requires the consideration of a range of financial models.!8

In its Final Determination, the AEMC sought to address concerns that, despite its
best efforts in making material changes to the Rules, the regulator would seek to
continue to estimate the required return on equity via a mechanistic
implementation of the SL-CAPM. The AEMC sought to assuage these concerns,
but indicated that it would not set out a list of what other information and models
the regulator should consider, due to the risk that any such list itself would be
applied in a mechanistic fashion:

A major concern expressed in numerous submissions is that under the proposed
changes the regulator would still be able to, in effect, make exclusive use of the
CAPM when estimating a rate of return on equity. The Commission understands
this concern is potentially of considerable importance given its intention is to
ensure that the regulator takes relevant estimation methods, models, market
data and other evidence into account when estimating the required rate of return
on equity. As discussed above, the Commission takes the view that the balance
between flexibility and prescription has been adequately achieved in the final
rules. It would be counterproductive to attempt to prescribe a list of models and
evidence, which would almost certainly be non-exhaustive and could lead to rigid
adherence to them in a mechanistic fashion.®

Rather:

15 AEMC Rule Change Final Determination, p. 40.
16 AEMC Rule Change Final Determination, p. 23.
17 AEMC Rule Change Final Determination, p. 43.

18 The required return on equity is a key component of the efficient financing costs.
19 AEMC Rule Change Final Determination, p. 57.
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To determine the rate of return, the regulator is also required to have regard [to]
relevant estimation methods, financial models, market data and other evidence.
The intention of this clause of the final rule is that the regulator must consider a
range of sources of evidence and analysis to estimate the rate of return. In
addition, the regulator must make a judgement in the context of the overall
objective as to the best method(s) and information sources to use, including what
weight to give to the different methods and information in making the estimate.
In doing so, the regulator should also have regard to taking an internally
consistent approach and, to the greatest extent possible, use consistent
estimates of values that are common across the process, as well as properly
respecting any inter-relationships between values used.?°

and:
Implicit in this requirement to consider a range of methods, models and
information is that checks of reasonableness will be undertaken.?!
30 The AEMC also noted the need to:

...safeguard the framework against the problems of an overly-rigid prescriptive
approach that cannot accommodate changes in market conditions. Instead,
sufficient flexibility would be preserved by having the allowed rate of return
always reflecting the current benchmark efficient financing costs.??

2.2 The AER’s Rate of Return Guideline

2.2.1 Guideline to be published

31 Under the revised NER and NGR, the AER is required to publish a Rate of Return
Guideline every three years. The purpose of this Guideline is to indicate what
approach the AER will adopt when setting the allowed return on equity in its
determinations over the subsequent three years. The Guideline is non-binding in
that service providers’ proposals and the AER’s determinations can depart from
the Guideline, but they must explain the reasons for any such departure. The AER
published its first Guideline in December 2013.

2.2.2 The AER’s approach under the previous Rules

32 Under the previous Rules, the AER’s approach was to estimate the required return
on equity using the SL-CAPM only.2> This involved estimating three parameters

and inserting those estimates into the SL-CAPM formula — the result being used

as the allowed return on equity:

20 AEMC Rule Change Final Determination, pp. 67-68.

21 AEMC Rule Change Final Determination, p. 69.

22 AEMC Rule Change Final Determination, p. 46.

23 The previous NER required the regulator to use the CAPM. The previous NGR required the regulator to

use a “well-accepted financial model such as the CAPM,” but in practice the AER has never estimated
any financial model other than the CAPM.
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Thus, estimates are required for the three parameters: the risk-free rate, equity beta,
and the MRP.

Under the previous NER and NGR the AER has traditionally adopted stable
estimates of beta and the MRP. For example, it adopted a beta estimate of 0.8 for
every one of its determinations after its 2009 WACC Review and its MRP estimates
have only ever been 6.0% or 6.5%. Thus, the AER’s approach has produced
allowed returns on equity that effectively vary in line with movements in
government bond yields, which drive estimates of the risk-free rate.

This approach created a form of lottery for regulated businesses. Those businesses
that were fortunate enough to have prices reset when government bond yields were
high were allowed a high return on equity for the entire regulatory period, and
other businesses received low returns for their five-year regulatory periods because
government bond yields happened to be low at the time their resets were settled.
The impact of this approach becomes more extreme during periods of volatility in
which government bond yields move to extreme levels in one direction or the
other.

In our view, the returns that investors require on equity capital do not vary onefor-
one with changes in the government bond yield. We do not suggest that required
returns are constant, but our view is that actual required returns are more stable
than the “lucky dip” or “lottery” estimates would suggest.

2.2.3 The AER’s “foundation model” approach

In its Guideline, the AER adopted what it called a “foundation model” approach
for determining the allowed return on equity, selecting the SL-CAPM as the single
foundation model. Under this approach, the AER inserts estimates of the three
SL-CAPM parameters into the pricing formula and the output is then adopted as
the allowed return on equity.

The AER has stated that, under the new Rules, it will have regard to a broader

range of evidence to inform its estimates of beta, and the MRP. Specifically, the
AER has indicated that:

a. When estimating beta it will have primary regard to empirical
estimates for domestic comparators and secondary regard to
international  evidence (including empirical estimates for
international comparators) and to the “theory of the Black
CAPM;”

b. When estimating the MRP, the AER will continue to have primary
regard to estimates based on the mean of historical excess returns,

but will have more regard to estimates from its dividend growth
model (DGM); and

Final
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c. It will have regard to a number of “cross-checks” to test the
reasonableness of its overall allowed return on equity. These cross
checks include:

1. Estimates published in independent expert valuation
reports;

i. Estimates published by equity research analysts (so called

“broker estimates”); and iii. Estimates based on historical

real returns — a method for estimating the MRP that the AER
referred to as “the Wright approach”.

2.2.4 The prospect of change under the new Rules

39 In its Guideline materials, the AER raised the possibility that its approach under
the new Rules might lead to more stable estimates of the allowed return on equity.
In this section, we review the AER’s statements about the benefits of a more stable
allowed return on equity and the process by which that might be achieved under
its foundation model approach.

40 In its Guideline materials, the AER summarised the potential benefits of more
stability in allowed returns:

In our consultation paper, we stated that a relatively stable regulatory return on
equity would have two effects:

= |t would smooth prices faced by consumers.

= |t would provide greater certainty to investors about the outcome of the
regulatory process.?*

41 The AER also noted that:
Submissions in response to our draft guideline were also broadly supportive of
stability. 2>

42 The AER went on to explain the process by which its allowed return on equity

might become more stable under the new NER:

...the DGM and the Wright approach (for implementing the Sharpe—Lintner
CAPM) will result in estimates of the return on equity that may be relatively stable
over time. The informative use of these implementations of the Sharpe—Lintner
CAPM, in addition to the DGM and other information, is expected to lead to more
stable estimates of the return on equity than under our previous approach. The
extent of this stability will depend on:

= the extent to which movements in the estimates of the risk free rate and
market risk premium in the foundation model offset each other

24 AER Rate of Return Guideline, Explanatory Statement, pp. 65-66.

25 AER Rate of Return Guideline, Explanatory Statement, pp. 65-606.
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= the informative value provided by the DGM and Wright approach (and other
information that provides relatively stable estimates of the return on equity). 26

2.3 The AER’s foundation model approach

2.3.1 The implementation of the AER’s foundation model

43

o

46

47

approach under the new Rules

Under the revised Rules, the AER determines the allowed return on equity by
inserting estimates of the same three parameters into the same SL-CAPM formula
as it used under the previous Rules. The AER does not estimate any parameters
for any other financial models.

In relation to the risk-free rate parameter, the AER used the contemporaneous
yield on 10-year government bonds under the previous Rules, and it adopts the
same approach under the new Rules.

In relation to the equity beta parameter, under the previous Rules the AER
primarily considered regression estimates from a set of domestic comparators and
concluded that the evidence supported a range of 0.4 to 0.7. Under the new Rules,
the AER primarily considers regression estimates from the same set of
comparators (even though some of them no longer exist) and concludes that the
evidence still supports the same range of 0.4 to 0.7. Under the previous Rules, the
AER adopted a point estimate of 0.8 after weighing up issues such as the reliability
of its empirical evidence and the prior regulatory estimates of 0.9 to 1.0. Under
the new Rules, the AER adopts an estimate of 0.7 on the basis that there is an
additional five years of data since its 2009 WACC Review, which justifies additional
weight being applied to its empirical estimates.?’

In relation to the MRP parameter, under the previous Rules the AER relied
primarily on historical excess returns and used DGMs as a cross check. This led
the AER to adopt a 6.5% MRP in its 2009 WACC Review. The AER now places
“most reliance” on historical excess returns and “second most reliance” on DGM
estimates:

The most notable change to our approach is that we now place more reliance on
DGMs than using them as a cross check.?8

This has led the AER to also adopt a MRP estimate of 6.5% under the new Rules.

2.3.2 The effect of the AER’s approach under the new Rules

48

Under the revised Rules, the AER has adopted the practice of setting the allowed
return on equity to be equal to the contemporaneous 10-year government bond

26 AER Rate of Return Guideline, Explanatory Statement, p. 66.
27 AER Rate of Return Guideline, Equity Beta Issues Paper, p. 8.

28 AER Rate of Return Guideline, Explanatory Statement, p. 110.
Final
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yield plus a fixed premium of 4.55%.2° Thus, as government bond yields rise and
fall, the allowed return on equity rises and falls in one-for-one alignment. Since
government bond yields have generally fallen since the AER’s 2009 WACC
Review, the AER’s allowed return on equity has fallen commensurately, as
illustrated in Figure 1 below.

Figure 1: Government bond yields and the AER’s allowed return on equity
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decisions.

In its October 2015 Preliminary Decisions for the Victorian electricity distributors
and its November 2015 Draft Decisions for the ACT and South Australian gas
distributors, the AER’s allowed return on equity was 7.3%. Relative to this
benchmark, the AER’s allowed return on equity was:

a. 40% higher at the time of its 2009 WACC Review;
b. 20% higher at the time of its Guideline; and

c.  11% higher at the time of its November 2014 draft decisions (for
NSW and ACT network service providers).

Moreover, under the AER’s approach, the allowed return on equity for the fiveyear
regulatory period would have been:

a. 7.6% for a firm regulated in December 2014;
b. 6.9% for a firm regulated in April 2015; and
c. 7.5% for a firm regulated in May 2015.

In summary, the prospect of some measure of stability in the allowed return on
equity has not materialised. Rather, the allowed return on equity is still determined
by adding a fixed premium (4.55%) to the government bond yield.

29 Equity risk premium = Equity beta X market risk premium = 0.7 X 6.5% = 4.55%.



w

(O8]

20 Frontier Economics | January 2016

The reason that the prospect of some stability was not delivered is that the means
of delivering that stability (the DGM and Wright approaches for estimating the

MRP) have had no perceptible effect on the outcomes from the AER’s
decisionmaking process:

a. The AER’s own DGM estimates indicate that the MRP has
increased materially since its 2013 Guideline — which would offset
much of the effect of falling government bond yields and produce
some stability in the allowed return on equity. However, the AER
discounts that evidence, concluding that it will have much less
regard to its own DGM evidence when government bond yields
are very low or very high.? That is, in just the scenarios where the
DGM evidence could have a stabilising effect on the allowed return
on equity, the AER will have less regard to it.

b. Despite its comments about the beneficial stabilising effect of its
use of historical real returns to estimate the MRP in the Guideline
(i.e., the Wright approach), in practice the AER has had no real
regard to that approach.3!

SFG (Feb 2015 Equity) summarise the AER’s SL-CAPM parameter estimates at
the time of its 2009 WACC Review (under the previous Rules) and at the time of
its 2013 Guideline (under the current Rules) in Table 2 that is reproduced below.
The material change in the Rules has not had a material change in the AER’s
approach to setting the allowed return on equity.

Table 2: AER SL-CAPM parameter estimates under different Rules

Parameter 2009 WACC Review 2013 Guideline

Risk-free rate Contemporaneous yield on 10- Contemporaneous yield on 10-year year

government bonds. government bonds.

30 JEN Preliminary Decision, Attachment 3, Appendix B, Section B.5.1.

31 We address this point in more detail below.
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Regression analysis applied to Regression analysis applied to domestic

domestic comparators leads to a comparators leads to a range of 0.4 to
Equity beta range of 0.4 to 0.7. 0.7.

The final beta estimate is 0.8. The final beta estimate is 0.7.

Primary evidence is the mean ofPrimary evidence is the mean of historical

historical excess returns. excess returns from which the AER

derives a range of 5.1% to 6.5%. This is
the AER’s estimate of a plausible range in
average market conditions.

.. The AER states that some weight is given
The AER states that some weightis 1, by analysis and survey evidence to

given to Dividend Growth Model derive a range for th ket risk i
Market risk - ge for the market risk premium
arketris (DGM) analysis and survey of 5.1% to 7.8%. This is a hybrid of the

premium evidence. range we would observe in average
market conditions and a range appropriate
for current market conditions.
The final MRP estimate is 6.5% which is
the upper bound of the range for MRP
in average market conditions.

The final MRP estimate is 6.5%.

Source: AER 2009 WACC Review Final Decision; AER 2013 Rate of Return Guideline.

Estimating the required return on equity

The SL-CAPM is only one of a number of financial models that can be used to
estimate the required return on equity for the benchmark efficient entity. In its
Guideline, the AER concluded that three other financial models ate also relevant:
the Black CAPM, the Fama-French model and the DGM. Many stakeholders have
submitted that all of the relevant models should be estimated and that the regulator
should have some regard to those estimates. However, under the AER’s
foundation model approach no model other than the SL.-CAPM is estimated. The
other relevant models are used, at most, only to inform the estimation of the
parameters of the SL-CAPM.

The appropriate use of these other relevant models remains a point of contention
between the AER and many stakeholders. In reports commissioned by a number
of network service providers,’? we have submitted that the AER cannot possibly
have proper regard to a relevant financial model if it does not even estimate it. In
that context, we have previously proposed what has become known as a
“multimodel approach,” whereby each relevant model is estimated and the
resulting estimates of the required return on equity are distilled into a single allowed
return on equity by taking a weighted-average, where the weights reflect the relative
strengths and weaknesses of each model.

This remains our preferred approach and we have updated the estimates set out in
SFG (2015 Equity) to reflect a risk-free rate of 2.75%, estimated as the yield on 10-
year government bonds over the 20 days to 30 September 2015. Our updated
estimates are summarised in Table 3 below. All estimation methods and the

32 See, for example, SFG (2014 Equity), SFG (2015 Equity), and Frontier (2015 Equity).
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rationale for the relative weightings are set out in SFG (2015 Equity) — the estimates
have simply been updated to reflect recent movements in government bond yields.

Table 3: Multi-model estimate of the required return on equity
Model Weight

Required
return
SL-CAPM 12.5% 9.2%
Black CAPM 25% 9.8%
Fama-French 37.5% 9.8%
DGM 25% 10.2%
Return on equity 100% 9.8%

Source: Frontier estimates

In the next section of this report we consider how all of the relevant evidence can
be best accommodated within the AER’s foundation model approach. This
involves making the best possible use of all of the relevant evidence when
estimating the parameters to be inserted into the SL-CAPM.

The required return on equity under the
AER’s SL-CAPM foundation model approach

The risk-free rate

The AER’s Guideline approach for estimating the risk-free rate is to use the yield
on 10-year Commonwealth Government Securities (CGS) averaged over a 20-day
rate-setting period. Since there is unlikely to be a series of CGS with exactly 10
years to maturity, the AER’s approach is to interpolate using the yields from two
CGS bonds — one with slightly more, and one with slightly less than 10 years to
maturity. All yields are converted from semi-annual compounding to annual
compounding using the standard conversion formula.?

That approach is uncontroversial and produces an estimate of 2.75% when applied
to the 20-day period ending on 30 September 2015. We apply that estimate
throughout this report.

Market risk premium

3.2.1 The role of the MRP

60

In the SL-CAPM, the market risk premium plays the role of setting the return that
investors require, over and above the risk-free rate, to compensate them for
bearing the risk of the average firm in the market. The equity beta parameter then
scales that premium up or down to the extent that the firm in question is more or
less risky than the average firm. Thus, the market risk premium is a market-wide
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parameter and the equity beta is particular to the firm in question. Consequently,
the estimate of the MRP is independent of whether the benchmark efficient entity
is defined narrowly (as the firms regulated by the AER) or more broadly (as
including firms of similar risk that are competing for equity capital from the same
set of investors).

Our approach in this report is to adopt the AER’s various individual estimates of
the MRP, where available. We do this because:

a. The focus of this report is on the way the relevant evidence is
distilled into an allowed return; and

b. The difference between our approach and the AER’s approach to
the MRP lies more in how the individual pieces of relevant

(Ir 2
33 lannual |:[|:| .3 i.nnual[[l:l D:‘
2 L]

evidence are processed into a final allowed MRP than about the
level of each individual estimate.

3.2.2 The AER’s Guideline approach

62

In its Guideline Factsheet, the AER states that:

As at December 2013, our market risk premium (MRP) point estimate is 6.5,
chosen from within a range of 5 to 7.5 per cent. The MRP compensates an
investor for the systematic risk of investing in a broad market portfolio. Analysis
of historical estimates of the MRP show a long term average of about 6 per cent.
We also have regard to another financial model, the dividend growth model, to
determine whether we should adopt an estimate above, below or consistent with
the historical estimate. This is a symmetric consideration. As at December 2013,
the dividend growth model is above the historical average—leading to an
estimate above 6 per cent.33

The AER provides more detail on its selection of a point estimate in its
Explanatory Statement as follows:

...we give greatest consideration to historical averages. We consider 6.0 per cent
an appropriate estimate of this source of evidence. This represents the starting
point for our determination of a point estimate. We note that while a point
estimate of 6.0 per cent is common, the choice of the averaging period and
judgments in the compilation of the data result in a range for plausible estimates
of about 5.0-6.5 per cent.

We also give significant consideration to DGM estimates of the MRP. Using our
preferred application of these models, we estimate a range of 6.1-7.5 per cent...

33 AER Rate of Return Guideline Factsheet, p. 2.
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We consider an MRP estimate of 6.5 per cent provides an appropriate balance
between the various sources of evidence. This point estimate lies between the
historical average range and the range of estimates produced by the DGM. This
reflects our consideration of the strengths and limitations of each source of
evidence.®*

In summary, the AER’s Guideline approach involves estimating ranges from the
historical excess returns and DGM approaches, merging those two ranges into a
single combined range, and then using judgement to select an estimate from within
the combined range.

In relation to historical excess returns, the AER states that:

...we give some weight to geometric mean estimates. Therefore, we consider a
lower bound estimate of 5.0 per cent appropriate. The arithmetic average
provides a range of 5.7 to 6.4 per cent.35

The AER has also been very clear about the fact that its Guideline does not set out
an estimate of the MRP that is fixed for the Guideline period, but rather that it has

set out a process that will be applied at the time of each determination. For
example, the AER states that:

Evidence suggests the MRP may vary over time. 36

The AER also notes that the example estimate that appears in its Guideline
materials should not be considered to fix the estimate of the MRDP for the entire
Guideline period:
This example is provided as a guide only. We intend to consider and review a
range of material on the MRP, as it becomes available. We will draw on this

material and will consider more up to date information when determining the
MRP at each determination.3’

3.2.3 The AER’s Guideline estimate

68

69

At the time of its Guideline, the AER noted that the maximum of its DGM
estimates was approximately 7.5%. Thus, the AER concluded that the final range
for MRP was 5.0% (the lower bound of the historical excess returns range) to 7.5%
(the upper bound of the DGM range).

From within its final range, the AER selected a point estimate of 6.5%. The
considerations that appear to have influenced that decision are the following:

a.  6.5% is within the excess returns range and the DGM range (when
two-stage and three-stage models are considered);

34 AER Rate of Return Guideline, Explanatory Statement, p. 97.

35 AER Rate of Return Guideline, Explanatory Statement, p. 93.
36 AER Rate of Return Guideline, Explanatory Statement, p. 91.

37 AER Rate of Return Guideline, Explanatory Statement, p. 89.

38 Whereas the AER Guideline materials refer to a maximum excess returns estimate of 6.4%, the Guideline
sets out an excess returns range of 5.0-6.5%. Thus, 6.5% can be interpreted as either within the excess
returns range or close to it.
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b. Estimates at the lower end of the excess returns range pertain to
geometric averages and the AER notes that “there are concerns
with using the geometric mean.”* Consequently, estimates more
towards the top of that range (which are based on the more
appropriate arithmetic mean) are likely to be more reliable;

c. The 6.5% estimate is within the range of DGM estimates (so long
as two-stage estimates are included); and

d. Although the 6.5% estimate is slightly below the range estimated
by the three-stage DGM (minimum of 6.65%) that the AER
considers to be conceptually better and more plausible, the AER
also considers that the excess returns approach provides the best
available evidence.

3.2.4 The AER’s November 2014 estimate

70

72

In its November 2014 draft decisions, the AER states that:

We adopt a point estimate of 6.5 per cent for the MRP. This is from a range of
5.1 to 7.8 per cent. We place most reliance on historical excess returns.
However, DGM estimates, survey evidence and conditioning variables also
inform this estimate. We also have regard to recent decisions by Australian
regulators.4?

The primary data that the AER considers is historical excess returns, wherein the
AER considers that:

a. Geometric mean estimates range between 4.0% and 4.9%;
b. Arithmetic mean estimates range between 5.9% and 6.5%; and

c. The compilation of geometric and arithmetic mean estimates
supports a range of 5.1% to 6.5%.41

The AER also considers that its Dividend Growth Model (DGM) estimates
support a range of 6.6% to 7.8% as at September 2014.42 This range is created by
implementing the AER’s DGM six times — applying three different dividend
growth rates to a two-stage and then a three-stage specification. The AER
considers that more weight should be applied to the (higher) estimates from its
three-stage specification, stating that:

...a three stage DGM is conceptually better than a two stage DGM,*3 and

that:

3 AER Rate of Return Guideline, Explanatory Statement, p. 93.
40 JGN Draft Decision, Attachment 3, p. 76.

4 JGN Draft Decision, Attachment 3, p. 77.
42 JGN Draft Decision, Attachment 3, p. 77.

43 JGN Draft Decision, Attachment 3, Appendix C, p. 222.
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We use a three stage model because we consider the three stage model more
plausible. This is because we expect it to take some time for the short term
growth in dividends to transition to the long term growth.

In addition to the three stage model, we also consider a two stage model...given
the way the short term growth rate is calculated, the two stage model should be
used as a cross check.*

The AER appears to place less weight on survey responses, conditioning variables,
and past regulatory decisions,*> which is consistent with the views set out in the
AER’s Guideline materials that:

We also give consideration to survey estimates of the MRP but consider this
evidence less informative than historical averages and DGM estimates, 6

and:

We also give some consideration to conditioning variables and other regulators'
MRP estimates. These sources of evidence are subject to various limitations and
should be used with caution.*”

We note that the additional data available to the AER for its November 2014
decisions supports slightly higher excess returns estimates of the MRP.
Specifically, the arithmetic mean estimate in the Guideline was 5.7-6.4% whereas
the corresponding estimate in the November 2014 decisions is 5.9-6.5%.

In its November 2014 decisions, the AER notes that its DGM:

...estimates k, the expected return on equity for the market portfolio.*®

The AER then subtracts the contemporaneous risk-free rate to obtain an estimate
of the MRP.

The combined effect of the AER’s estimate of the required return on the market
and the movements in the AER’s estimate of the risk-free rate is a material change
in the AER’s estimates of the MRP, as summarised in Table 4 and Figure 2 below.

Table 4: AER DGM estimates of the market risk premium

Growth rate (%) Two stage model (%) Three stage model (%)
Guideline 4.0 6.10 6.65
4.6 6.66 7.10
5.1 7.13 7.47
Draft Decisions 4.0 6.6 7.0
4.6 7.2 7.4
5.1 7.7 7.8

4 JGN Draft Decision, Attachment 3, Appendix C, p. 222.
4 JGN Draft Decision, Attachment 3, p. 79.

4 AER Rate of Return Guideline, Explanatory Statement, p. 96.
47 AER Rate of Return Guideline, Explanatory Statement, p. 97.

48 JGN Draft Decision, Attachment 3, p. 199.
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Source: AER Rate of Return Guideline Appendices, p. 87; JGN Draft Decision, Attachment 3, p. 200.
Figure 2: Range of AER DGM estimates of the required return on the market
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Figure 2 summarises the information that the AER used to estimate the MRP at
the time of its Rate of Return Guideline (left hand panel) and at the time of its
November 2014 draft decisions (right hand panel).

The AER continues to adopt a 6.5% point estimate for the MRP even though it
has increased both its excess returns and DGM estimates of MRP. Moreovet:

a. 0.5% is below even the lowest two-stage DGMestimate; and

b. 6.5% is 50 basis points below the lowest three-stage DGM
estimate.

It appears that the AER considers the excess returns range to provide an
immutable boundary such that the only role of DGM evidence is to inform the
selection of a point estimate from within that range. In this case, the DGM
evidence would have precisely the same effect whether it suggested an MRP slightly
or materially above the top of the excess returns range.

3.2.5 The evolution of the AER’s estimates of the MRP

81

The AER has further updated its DGM estimates of the MRP in its October and
November 2015 decisions. The evolution of the AER’s DGM estimates of the
MRP (from the Guideline, to the November 2014 draft decisions, to the October
and November 2015 draft, final and preliminary decisions#) is summarised in
Figure 3 below.

Figure 3: AER estimates of MRP from historical excess returns and the DGM

4 AER Final Decisions for ENERGEX, Ergon and SA Power Networks and Preliminary Decision for JEN.
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Figure 3 shows that:

a. The AER’s primary range from historical excess returns has
remained relatively stable, as would be expected for a long-term

historical average;>

b. The AER’s DGM estimate has increased materially from Guideline
to draft decisions to final decisions;5! and

c. The AER’s point estimate for the MRP has remained fixed at the
6.5% upper bound of its primary range throughout.

The AER’s preferred DGM estimate of MRP continues to be based on its
threestage model and its mid-point 4.6% estimate of long term growth.5? Using
this approach, the AER’s MRP estimates are:

a. 7.1% in its Guideline;5
b. 7.4% in its draft decisions in November 2014;3 and
c. 8.2% in its October and November 2015 decisions.3

That is, the AER’s DGM estimates of MRP have increased materially since the
Guideline and are now well above the AER’s 6.5% upper bound of the AER’s

50 The AER increased the lower bound of its primary range from 5.0% to 5.1% between the Guideline and its November
2014 draft decisions, reflecting the additional annual observation that became available.
This was reduced back to 5.0% in the October and November 2015 decisions on the basis that the
AER no longer sets the bottom of the range by adding 20 basis points to the maximum geomettic
mean estimate, but now simply “has regard to” the geometric mean estimates [JEN Preliminary
Decision, Footnote 377, p. 3-114]. The upper bound has remained fixed at 6.5% throughout.

51 Figure 3 shows the AER’s range for its preferred three-stage DGM. The AER state that it has lesser regard
to estimates from its two stage model (the AER states this is used as a cross check), which also increase
materially between the Guideline and the recent final decisions.

52 TransGrid Final Decision, Table 3-36, p. 301 and Table 3-40, p. 3-305; JEN Preliminary Decision, p. 3-341.
53 AER Rate of Return Guideline, Appendix D, p. 87.
54 TransGrid Draft Decision, Attachment 3, p. 200.

5 JEN Preliminary Decision, Table 3-42, p. 3-362.
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primary range. However, the AER has maintained its MRP point estimate at 6.5%
throughout. This is consistent with the primary range from historical excess
returns being treated as immutable, whereby the AER’s 6.5% upper bound is
apparently treated as a maximum that cannot be exceeded even as the weight of
relevant evidence evolves. In our view, there is no other way to explain the AER’s
decision to maintain its MRP estimate of 6.5% even in the face of the material
increase in its own DGM estimates.

In our view, the AER’s approach of capping the MRP estimate to the top of the
range set by historical excess returns has no logic to it because:

a. 'The historical excess returns approach provides an estimate of the
MRP over average market conditions.5¢ Thus, the range that is
generated from this approach bounds the estimate of the MRP for
average market conditions. There is no basis at all for constraining
an estimate of the MRP for the prevailing market conditions on the
basis of a range that bounds the estimate of the MRP for long-run
average market conditions;>” and

b. Such an approach would be inconsistent with the AER’s own
DGM evidence, which suggests that the MRP in the prevailing
market conditions has increased materially since the publication of
its Guideline.

In its recent decisions, the AER has stated that it will place less weight on its DGM
estimates of the MRP when government bond yields are materially above or below
their average levels. That is, in just the scenarios where the DGM evidence could
have a stabilising effect on the allowed return on equity, the AER will have less
regard to it. In our companion report, Frontier (2015 rf-MRP),* we evaluate,
and reject, the AER’s reasons for its approach of applying less and less weight to
its DGM estimates as those estimates indicate a higher and higher MRP.

In summary, our view is that:

a. The AER’s approach appears to be one of setting the MRP to the
top of the historical excess returns range if the other relevant
evidence (particularly the AER’s DGM evidence) suggests a
contemporaneous MRP above 6.5%;

56 That is, the average conditions over the particular historical period that was used.

57 That is, the arithmetic mean estimates that the AER considers are estimates of the average risk premium
over the relevant sampling periods. Those estimates range from 5.9% to 6.5%. This does noz imply
that the MRP could be as low as 5.9% in some market conditions or as high as 6.5% in other market
conditions. What it does imply is that a point estimate for the MRP in average market conditions should
come from the range of 5.9% to 6.5%.

5 JEN Preliminary Decision, Attachment 3, Appendix B, Section B.5.

5 See Section 4.2.3 of that report.
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b. The application of that approach would currently produce an MRP
estimate of 6.5% (as indicated in the AER’s recent final decisions;
and

c. The approach of capping the MRP estimate at 6.5% has no logic
to it and does not produce the best estimate, as explained in the
previous paragraph.

Rather, our view is that:

a. The DGM evidence should not be constrained by a cap of 6.5%
that is based on the long-run mean of historical excess returns. As
shown above, that approach has produced a fixed MRP of 6.5%
even as the AER’s own DGM evidence suggests that the
contemporaneous MRP is further and further above 6.5%; and

b. Regard should be given to other relevant evidence, in particular
MRP estimates derived using historical real returns. We address
this issue below.

3.2.6 The Wright approach to estimating the market risk

89
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premium

There is broad agreement between stakeholders that historical excess returns and
DGM estimates of the MRP are relevant and should be considered. The main
point of contention between stakeholders and the AER is whether the historical
real returns should also be used to estimate the MRP — a method that the AER
refers to as the “Wright approach”.

Under that approach, the MRP is estimated by:

a. Estimating the mean of the real market return over an historical

period;
b. Grossing-up that estimate for current expected inflation; and

c. Subtracting the current risk-free rate.

Whereas the excess returns approach assumes that the MRP is constant over all
market conditions and the required return on equity varies one-for-one with
changes in the risk-free rate, the historical real returns approach assumes that the
real required return on equity is more stable and the MRP varies (inversely with
changes in the risk-free rate) over different market conditions.

These two approaches are the end points of the theoretical spectrum. At one
extreme is the excess returns approach, which implies that the MRP is constant
across the whole range of market conditions that occurred over the relevant
historical period. At the other end of the spectrum is the historical real returns
approach, which implies that the MRP varies inversely with the risk-free rate such
that the overall required return on equity is stable over time.
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In its October and November 2015 decisions, the AER concludes that the
historical real returns approach produces an estimate of the MRP of 7.2%¢% to
9.9%¢! with a midpoint of 8.6%.% We adopt the AER’s mid-point estimate in the
remainder of this report.

3.2.7 Independent expert estimates of the market risk premium

94

96

For the reasons set out in SFG (2015 ROE) we also consider that the MRP

estimates adopted in independent expert valuation reports are relevant evidence
that should be afforded some weight.

In our companion report, Frontier (2016 rf-MRP)% we consider the most recent
evidence on independent expert valuation reports from HoustonKemp (2016).
HoustonKemp demonstrates that, since the pronounced decline in government
bond yields that began in late 2011, independent expert reports have, on average,
departed from an approach of estimating the required return on equity by adding
a fixed risk premium to the contemporaneous government bond yield. Some have
done this by adopting a higher estimate of the MRP. Others have achieved the
same outcome by using a risk-free rate in excess of the contemporaneous
government bond yield.

We note that the AER’s foundation model approach takes the contemporaneous
government bond yield as the estimate of the risk-free rate. In this context, the
appropriate way to estimate the MRP that is consistent with the independent expert
evidence is to take the independent expert estimate of the required return on the
market and subtract the contemporaneous government bond yield. This approach
produces a discount rate that is consistent with that used in the independent expert
valuation.

Using that approach, HoustonKemp (2016) reports an estimate of the MRP of
7.58% as at 30 September 2015. This estimate includes an adjustment for the value
of imputation credits where theta is set to 0.35.

We note that this is a conservative estimate in that it reflects none of the “uplifts”
that independent experts frequently apply to their estimates of the required rate of
return.

3.2.8 Selecting an MRP estimate

99

Summary of MRP estimates

The analysis above considers four approaches for estimating the MRP and the
resulting estimates are summarised in Table 5 below. In our view, the approaches
set out in Table 5 have different relative strengths and weaknesses:

010.0% - 2.74%.
0112.7% - 2.74%.
92 JEN Preliminary Decision, p. 3-511.

03 See Section 2.5 of that report.
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The historical excess return and historical real returns approaches
each represent end points of a spectrum when using historical data
to estimate the required return on the market. The historical real
returns approach assumes that the real required return on equity is
constant across different market conditions and the excess returns
approach assumes that the MRP is constant so that the required
return on equity rises and falls directly with changes in the risk-free
rate. We agree with the conclusion in the Guideline materials that
there is no compelling statistical evidence to support one or the
other of these assumptions and that regard should be had to both.
However, that is no reason to place exclusive reliance on one
approach to the exclusion of the other; both approaches should be
used to formulate an overall estimate of the MRP. We note that
both approaches are used in practice, including in regulatory
practice. We also note that it is common in practice to have some
regard to long-run historical data when estimating the required
return on the market and MRP.

We agree with the Guideline’s assessment that DGM evidence is
relevant and should be considered when estimating the required
return on the market. The DGM is theoretically sound in that
simply it equates the present value of future dividends to the
current stock price and it is commonly used for the purpose of
estimating the required return on the market. This approach is also
the only approach that provides a forward-looking estimate of the
MRP based on contemporaneous market prices.

Independent expert valuation reports provide an indication of the
required return on equity that is being used in the market for equity
funds. We agree with the Guideline’s conclusion that this
information is relevant and should be considered. In this report,
we adopt the estimate of 7.58% from HoustonKemp (2016).

100 Taking account of the relevant strengths and weaknesses of the different

estimation approaches, we propose the weighting scheme set out in Table 5 below.

Our reasons for proposing this weighting scheme are as follows: %

a.

b.

We apply 50% weight to the forward-looking DGM estimate and
50% weight to the approaches that are based on historical averages;

We apply equal weight to the historical excess returns and historical
real returns approaches for deriving MRP estimates using the
historical market return data. Those two approaches represent the
two ends of the spectrum in relation to the processing of that data;
and

64 We have applied the same reasoning for these weightings in SFG (2014) and SFG (2015).
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c. We apply some weight to our estimate from independent expert
valuation reports, noting that this is a conservative estimate in that
it is not influenced by any uplift factors.

Our final weighted-average estimate of the MRP is 7.9%.

Table 5: Market risk premium estimates

Estimation approach Estimate Weight
AER estimate from mean historical excess returns 6.5% 20%
AER estimate from the historical real returns approach 8.6% 20%
AER estimate from the DGM approach 8.2% 50%

’ . . 7.6% 10%
HoustonKemp (2016) estimate from independent expert valuation
reports
Weighted average 7.9% 100%

Adjustment for imputation: Historical returns

When estimating the MRP, we adopt the AER’s estimates from the historical
excess returns, historical real returns, and DGM approaches. All of these are
withimputation estimates that reflect the AER’s theta estimate of 0.6.

For its historical returns estimates, the AER grosses-up the historical dividends
since 1987 to include the assumed value of distributed imputation credits as
follows: 5

Imp CIDivCIT]
(T
N
where:

[i the proportion of dividends that are franked — assumed to be 75%;

the value of distributed imputation credits — assumed to be 0.6; and
the corporate tax rate of 30%.

This same adjustment is applied to historical returns for use in the historical excess
returns and the historical real returns (Wright) approaches.

For an average dividend yield of 5%, this produces a return from imputation of:

Imp (5% 0.75[0.6[0.3[110.96%.
O 103 0O

% JEN Preliminary Decision, pp. 3-402-403.
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If theta were set to 0.35 instead of 0.6, the estimate of t