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Note

This attachment forms part of the AER's final decision on Powerlink's transmission
determination for 2017-22. It should be read with all other parts of the final decision.

This final decision consists of an Overview and 11 attachments. As many issues were
settled at the draft decision stage or required only minor updates we have not prepared
final decision attachments for:

o Regulatory depreciation
e Operating expenditure; and

e Corporate income tax.

The AER's final decision on these matters is set out in the Overview. For ease of
reference the remaining attachments have been numbered consistently with the
attachment numbering in our draft decision.

The final decision includes the following documents:
Overview

Attachment 1 — Maximum allowed revenue
Attachment 2 — Regulatory asset base

Attachment 3 — Rate of return

Attachment 4 — Value of imputation credits
Attachment 6 — Capital expenditure

Attachment 9 — Efficiency benefit sharing scheme
Attachment 10 — Capital expenditure sharing scheme
Attachment 11 — Service target performance incentive scheme
Attachment 12 — Pricing methodology

Attachment 13 — Pass through events

Attachment 14 — Negotiated services
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Shortened forms

AARR aggregate annual revenue requirement
AEMC Australian Energy Market Commission
AEMO Australian Energy Market Operator
AER Australian Energy Regulator

ASRR annual service revenue requirement
augex augmentation expenditure

capex capital expenditure

CCP Consumer Challenge Panel

CESS capital expenditure sharing scheme
CPI consumer price index

DMIA demand management innovation allowance
DRP debt risk premium

EBSS efficiency benefit sharing scheme

ERP equity risk premium

MAR maximum allowed revenue

MRP market risk premium

NEL national electricity law

NEM national electricity market

NEO national electricity objective

NER national electricity rules

NSP network service provider

NTSC negotiated transmission service criteria
opex operating expenditure

PPI partial performance indicators

PTRM post-tax revenue model

RAB regulatory asset base

RBA Reserve Bank of Australia

repex replacement expenditure

RFM roll forward model
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RIN regulatory information notice

RPP revenue and pricing principles

SLCAPM Sharpe-Lintner capital asset pricing model
STPIS service target performance incentive scheme
TNSP transmission network service provider

TUoS transmission use of system

WACC weighted average cost of capital
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4 Value of imputation credits

Imputation credits are valuable to investors and are therefore a benefit in addition to any
cash dividend or capital gains they receive from owning shares. Under the Australian
imputation tax system, investors can receive an imputation credit for income tax paid at the
company level.! For eligible investors, this credit offsets their Australian income tax liabilities.
If the amount of imputation credits received exceeds an investor's tax liability, that investor
can receive a cash refund for the balance.

The National Electricity Rules/National Gas Rules (NER/NGR) recognises that a service
provider's allowed revenue does not need to include the value of imputation credits. Under
the NER/NGR, service providers are to recover revenue that compensates them for their
efficient costs in providing regulated services. This includes, among other things, a return to
be provided to investors (return on equity) that is required to promote efficient levels of
investment. The more that imputation credits are valuable, the less return that investors
require from dividends and capital gains. However, the estimation of the return on equity
does not take imputation credits into account.” Therefore, an adjustment for the value of
imputation credits is required. This adjustment could take the form of a decrease in the
estimated return on equity itself.

An alternative but equivalent form of adjustment, which is employed by the NER/NGR, is via
the revenue granted to a service provider to cover its expected tax liability. Specifically, the
NER/NGR require that the estimated cost of corporate income tax be determined in
accordance with a formula that reduces the estimated cost of corporate tax by the 'value of
imputation credits' (represented by the Greek letter, y, 'gamma’).? This form of adjustment
recognises that it is the payment of corporate tax which is the source of the imputation credit
return to investors.

In this attachment, we set out our final decision on the value of imputation credits and our
key reasons for this decision. We also consider Powerlink's proposed value of imputation
credits and the key reasons for its proposal. In appendix A, we include further supporting
detail on our position on the value of imputation credits and also respond to Powerlink's
proposal in detail.

4.1 Final decision

We accept Powerlink's proposed value of imputation credits (or gamma) of 0.4. We consider
that the use of a value for imputation credits of 0.4 will result in equity investors in the

Income Tax Assessment Act 1997, parts 3-6.

While the return on equity is not reduced to take into account the value of imputation credits, we note our estimate of the
market risk premium (MRP) does consider the value we use for imputation credits to ensure it reflects the value to
investors in the domestic Australian market inclusive of credits.

¥ NER, cll. 6.4.3(a)(4), 6.4.3(b)(4), 6.5.3, 6A.5.4(a)(4), 6A.5.4(b)(4), 6A.6.4; NGR, rr. 76(c), 87A.
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benchmark efficient entity receiving an ex ante total return (inclusive of the value of
imputation credits) commensurate with the efficient equity financing costs of a benchmark
efficient entity.

Estimating the value of imputation credits is a complex and imprecise task. There is no
consensus among experts on the appropriate value or estimation techniques to use.*
Further, with each estimation technique there are often a number of ways these may be
applied resulting in different outcomes. Conceptually, the value of imputation credits must be
between 0 and 1, and the range of expert views on the value of imputation credits is almost
this wide.®

We note Powerlink's submission that proposes the AER should apply any changes to its
approach to estimate the value of imputation credits resulting from a decision of the Federal
Court in relation to the AER's appeal of the Ausgrid Tribunal's decision to Powerlink's 2018-
22 regulatory period.® Since the decisions for Ausgrid and others released in April 2015 we
have not departed from our 0.4 estimate for gamma and we consider a gamma value of 0.4
is appropriate for the reasons stated in this final decision. Nevertheless, when making future
determinations we will take into account any merits or judicial review proceedings on the
value of gamma that are available to us.

In coming to a value of imputation credits of 0.4:

e We adopt a conceptual approach consistent with the Officer framework,” which we
consider best promotes the objectives and requirements of the NER/NGR. This
approach considers the value of imputation credits is a post-tax value before the impact
of personal taxes and transaction costs.? As such, we view the value of imputation
credits as the proportion of company tax returned to investors through the utilisation of
imputation credits.’

e We consider our conceptual approach allows for the value of imputation credits to be
estimated on a consistent basis with the allowed rate of return and allowed revenues
under the post-tax framework in the NER/NGR.*°

See section A.1 of appendix A.

The value of imputation credits must be between 0 and 1 because receiving an imputation credit cannot make an investor
worse off, nor would an investor value an imputation credit more than its face value.

Powerlink, Revised Revenue Proposal, 1 December 2016, pp. 10-11.

The Officer framework is discussed in detail in section A.6.

Post-tax refers to after company tax and before personal tax.

This means one dollar of claimed imputation credits has a post (company) tax value of one dollar to investors before
personal taxes and personal transaction costs.

% In finance, the consistency principle requires that the definition of the cash flows in the numerator of a net present value
(NPV) calculation must match the definition of the discount rate (or rate of return / cost of capital) in the denominator of the
calculation (see Peirson, Brown, Easton, Howard, Pinder, Business Finance, McGraw-Hill, Ed. 10, 2009, p. 427). By
maintaining this consistency principle, we provide a benchmark efficient entity with an ex ante total return (inclusive of the
value of imputation credits) commensurate with the efficient financing costs of a benchmark efficient entity.
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o We use the widely accepted approach of estimating the value of imputation credits as the
product of two sub-parameters: the 'distribution rate' and the 'utilisation rate'.** Our
definition of, and estimation approach for, these sub-parameters is set out in table 4-1.

Table 4-1 Gamma sub-parameters: definition and estimation approach

Sub-parameter Definition Estimation approach

Primary reliance placed on the widely accepted
cumulative payout ratio approach. Some regard is
also given to Lally's estimate for listed equity from
financial reports of the 20 largest listed firms.

The proportion of imputation credits
Distribution rate (or payout ratio)  generated that is distributed to
investors

A range of approaches, with due regard to the
merit of each approach:
The utilisation value to investors in the
Utilisation rate (or theta) market per dollar of imputation credits
distributed*

e  equity ownership approach
e tax statistics

e implied market value studies

Source: AER analysis, see section A.10, A.12, A.13 and A.15.

Overall, the evidence suggests a range of estimates for the value of imputation credits might
be reasonable. With regard to the merits of the evidence before us, we choose a value of
imputation credits of 0.4 from within a range of 0.3 to 0.5.

In considering the evidence on the distribution and utilisation rates, we have broadly
maintained the approach set out in the Rate of Return Guideline (the Guideline), but have re-
examined the relevant evidence and estimates. This re-examination, and new evidence and
advice considered since the Guideline, led us to depart from the 0.5 value of imputation
credits we proposed in the Guideline.

Recent litigation

In February 2016 the Australian Competition Tribunal (the Ausgrid Tribunal) handed down its
decision for ActewAGL Distribution, Ausgrid, Endeavour Energy, Essential Energy and
Jemena Gas Networks.* The Ausgrid Tribunal ordered the remittal of our final decisions for
these service providers, with directions to remake our decision by reference to an estimated
cost of corporate income tax based on a value of gamma of 0.25.

We sought review of the Ausgrid Tribunal's decision in the Full Federal Court and our matter
was heard in October 2016. Currently, we are awaiting the outcome of that review.

' These sub-parameters are discussed further in section Error! Reference source not found..

In this decision we use the terms theta, utilisation value and utilisation rate interchangeably to mean the same thing.
Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26
February 2016.

12

13
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In October 2016 the Australian Competition Tribunal (the SAPN Tribunal) handed down its
decision for SA Power Networks.™ The SAPN Tribunal upheld the AER's decision to value
gamma at 0.4. The SAPN Tribunal was invited to follow the decision and reasoning of the
Ausgrid Tribunal but chose not to do so. It found there was no error in the AER’s approach
or conclusion.

SA Power Networks has subsequently sought review of the SAPN Tribunal's decision to the
Full Federal Court and the matter will be heard in May 2017.

There are therefore conflicting decisions from two differently constituted Tribunals as to both
the value of gamma and the approach to valuing gamma, with each decision being subject to
further applications for review.

Summary of our conclusions

We consider the use of a gamma of 0.4 is appropriate for the reasons set out in this
decision. These reasons are substantively similar to the reasons we have set out in prior
decisions, but we have clarified our reasoning in response to issues that have been raised
by the service providers, other stakeholders and in recent litigation.

o We take the view that there is no consensus amongst experts as to the best approach to
estimating the value of gamma, or to the correct value of gamma. We must therefore
choose an appropriate value for gamma based on our own assessment of all the
relevant evidence.

e Our conceptual approach considers the value of gamma as a post (company) tax value
before the impact of personal taxes and personal costs. This is because we use a post-
tax revenue model for revenue regulation for each regulated entity. The value of gamma
has to be understood, and consistently estimated and applied, in that overall context.

o |t follows that our estimate of the value of gamma should be consistent with each
interrelated element of the regulatory scheme, such as the allowed rate of return and
allowed revenues. For example, the allowed rate of return is a post-company tax pre-
personal tax weighted average cost of capital (WACC). We estimate the allowed
revenue, including the corporate tax allowance (and the value of imputation credits), on
the same basis. Moreover, when calculating the yield to maturity on debt (for the return
on debt and risk free rate) and market risk premium (MRP), the face value of
coupons/dividends are used (see section A.8.2). Our interpretation of the post-tax
framework in the NER/NGR is covered in section A.6.

e Our approach considers gamma to be equal to the product of the distribution rate
multiplied by the utilisation value to investors in the market per dollar of imputation
credits distributed (the utilisation rate). We consider the utilisation value reflects the
weighted average, by wealth and risk aversion, of the utilisation rates of investors—some

1 Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016.
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of whom will have a utilisation rate of 1 and others who will have utilisation rate of 0. This
is covered in section A.5 and A.6.

We use a range of relevant evidence to estimate the utilisation rate. We consider:

o The equity ownership approach provides the best estimate of the utilisation value
to investors in the market per dollar of imputation credits distributed (see section
A.12). There is no data to suggest the redemption of imputation credits is
materially lower than the estimate of the utilisation rate derived from the equity
ownership approach. In particular, there is no credible data on the impact of the 45
day holding rule. This is covered in section A.8.3. Estimates of the gamma value
from the equity ownership approach range from 0.28 to 0.47 if the ranges from
both listed equity (0.28 to 0.41) and all equity (0.40 to 0.47) are considered and
where estimates of gamma are based on matching cumulative distribution rate
data. We use an estimate well below the top of the range for all equity.

o Taxation statistics (tax statistics) can also provide an estimate of the utilisation
value to investors in the market per dollar of imputation credits distributed, if the
data upon which those statistics are based is reliable. However, there are potential
issues with the quality of the underlying taxation data. For example, Lally has
advised that the taxation data is unreliable.™ Having regard to the potential data
limitations and alternate estimates, the evidence from tax statistics is not
inconsistent with the evidence from the equity ownership approach, but we place
less reliance upon it (see section A.13). One issue that has arisen during litigation
about gamma is whether tax statistics provide an upper bound estimate for
gamma. The Ausgrid Tribunal found that it did provide an upper bound.*® In
contrast, the SAPN Tribunal found that it did not.*” A report we received from
Lally, after we had made our Ausgrid and SAPN decisions supports the view that
tax statistics do not provide an upper bound to the value of gamma.'® We consider
tax statistics provide a point estimate of the utilisation rate of questionable
reliability.

o Implied market value studies are another source of evidence but they are affected
by factors such as differential personal taxation and other personal costs. This
means they do not provide an estimate of the utilisation value to investors in the
market per dollar of imputation credits distributed on a post-tax (pre-personal tax
and costs basis). Therefore, they are inconsistent with the Officer framework
unless they are adjusted. Even when adjusted, implied market value studies are
subject to many limitations and do not clearly measure the value to the aggregate
investors who provide long term capital to a benchmark efficient entity. Lally stated

15

16

17

18

Lally, Gamma and the ACT Decision, May 2016, pp. 18-20; Lally, Issues in the estimation of gamma, March 2017, p. 13.
Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26
February 2016, paras. 1048, 1090 and 1095.

Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 193.
Lally, Gamma and the ACT Decision, May 2016, p. 20; Lally, Issues in the estimation of gamma, March 2017, p. 13.

4-12 Attachment 4 - Value of imputation credits | Powerlink transmission final determination 2017-22



his views on dividend drop off studies are 'highly adverse' and considers it
appropriate to place the lowest reliance on their results (see section A.15)."

¢ We have regard to a listed equity measure of the distribution rate, which we consider is
reasonably reflective of a benchmark efficient entity, given the trade-offs associated with
choosing an appropriate dataset (see section A.10).° While our consultant's advice is
that there is no necessity to combine estimates of the distribution rate and utilisation rate
from the same dataset and good reason not for not doing so, we have continued to
principally match datasets.”* Our approach leads to conservative estimate (in favour of
the service providers), as Lally considers only listed firms should be used to determine
the distribution rate and all equity should be used to estimate the utilisation value which
results in a gamma estimate of 0.5. While we primarily maintain our previous approach in
this decision, we also have some regard to Lally's preferred approach. This combines a
distribution rate for listed equity from financial reports of the top 20 listed firms with an all
equity utilisation rate from the equity ownership approach.? We also have some regard
to a gamma estimate based on the utilisation rate from taxation statistics of 0.48
(consistent with FAB data used to calculate the cumulative payout ratio distribution rate)
and Lally's preferred estimate of the distribution rate for a benchmark efficient entity of
0.83. This additional evidence also supports a value of gamma of 0.4.

¢ Lally supports, among other things, our conceptual approach to estimating gamma and
the relative reliance we place on different sources of evidence to estimate the utilisation
rate.”® However, he recommended an estimate of the value of gamma of at least 0.5.
This is higher than the estimate of 0.4 we adopt in this decision. Other expert reports
argue for a lower value. We maintain our approach in recent previous decisions to value
gamma at 0.4 because we consider a value of 0.4 reflects our best judgement in the
circumstances. It is based on our assessment of the available evidence having regard to
the requirements of the NER/NGR.

The use of taxation statistics

In response to the Ausgrid Tribunal decisions, we have again considered the reliability of
utilisation rate and gamma estimates based on tax statistics. We have also considered what
can reasonably be concluded about the appropriate estimate of gamma for a benchmark
efficient entity based on these statistics. This section briefly summarises our views on these
matters.

In this decision, we consider there are potential underlying data issues with tax statistics and
as a result, the utilisation rate cannot be estimated reliably from this data. As outlined by

19

Lally, Gamma and the ACT Decision, May 2016, p. 22; Lally, Issues in the estimation of gamma, March 2017, p. 24.
% See M Lally, Gamma and the ACT Decision, May 2016, pp. 24—26.

Z M. Lally, Issues in the estimation of gamma, April 2017, p. 13.
#  Lally, Gamma and the ACT Decision, May 2016, p. 4-6.

% Lally, Gamma and the ACT Decision, May 2016, pp. 3-6.
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Lally, the data issues with tax statistics are generally accepted by service providers, the
Tribunal, Hathaway, NERA and Handley.* Frontier has submitted that tax statistics can
estimate gamma reliably as the ratio of imputation credits redeemed to imputation credit
created.?”® However, we are not convinced following our review of the Hathaway paper and
our recent advice from Lally (see section A.13). For this reason, in this decision, we have
placed limited weight on tax statistics.

Lally considers tax statistics do not provide a reliable estimate of the utilisation rate.?® Lally
also considers our tax statistic estimate of 0.48 is not an upper bound. As Lally explains, the
fact that Hathaway also considered 0.62 a possible estimate of the utilisation rate
demonstrates the utilisation rate estimate of 0.48 is not an upper bound.?” We consider that
any uncertain estimate is not an upper bound.

Putting aside the data reliability issues with tax statistics, all the evidence before us on tax
statistics does not demonstrate our gamma estimate for a benchmark efficient entity of 0.4 is
too high. This is evident in Table 4-2.

Table 4-2 Estimates of the value of imputation credits—evidence from
taxation statistics

Value of Imputation

Utilisation rate Distribution rate Credits
All equity 0.48 0.7 0.34
Listed equity 0.48% 0.75% 0.36

Australian Securities Exchange (ASX)

; 0.48 t0 0.62* 0.83% 0.40 to 0.51%
top 20 firms

Source: AER analysis; Lally, Gamma and the ACT Decision, May 2016, p. 6.

#  Lally, Gamma and the ACT Decision, May 2016, p. 20.

% Frontier Economics, Issues in the estimation of gamma, September 2016, pp. 12-15.

% Lally, Gamma and the ACT Decision, May 2016, pp. 19, 30.

#  Lally, Gamma and the ACT Decision, May 2016, p. 20. We note Lally considered the 0.45 from our previous decisions in
his report. However, his analysis would hold with respect to our updated estimate from taxations statistics of 0.48.

This relies on cumulative distribution rate based on FAB data being used which matches to the 0.48 tax statistic.

This utilisation rate is for all equity, as tax statistics do not provide data on the listed equity utilisation. For the purpose of
the calculation for the listed equity value of imputation credits, this utilisation rate has been combined with the listed equity
distribution rate.

This relies on cumulative distribution rate based on FAB data being used which matches to the 0.48 tax statistic.
Depending on whether dividend data or FAB data is used, tax statistics provide a different utilisation rate. See: Lally,
Gamma and the ACT Decision, May 2016, p. 20.

This relies on the distribution rate of the top 20 firms. Lally considers that financial statements are more reliable to estimate
the distribution rate that ATO data.

We note even if the FAB data is reliable and therefore we can use an estimate a of the utilisation rate of around 0.48 (with
uncertainty around it), the 0.48 point estimate still gives an estimate of 0.4 when combined with Lally preferred estimate of
the distribution rate for the efficient benchmark entity of 0.83.

28

29

30
31

32

33
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Using different distribution rates, tax statistics can potentially provide a range for gamma of
0.34 to 0.51 for the benchmark efficient entity. When Lally's preferred distribution rate is
used, this implies a gamma of at least 0.4.

In earlier decisions we did not rely on the 0.62 utilisation rate estimate in the Hathaway 2013
paper.® This is due to the two estimates in Hathaway reflecting two alternative measures of
the value of credits distributed, which in turn imply two alternative estimates of the
distribution rate. The 0.44 and 0.62 estimates of the utilisation rate correspond to estimates
of the distribution rate of around 0.7 and 0.5 respectively.* Hence, since we used a
distribution rate of 0.7 for all equity we considered it was appropriate to use 0.44 and not
0.62. However, this limitation does not apply to Lally's analysis, given Lally does not use
ATO data to determine the distribution rate. Rather, Lally uses financial statement data for
the top 20 listed firms to determine an estimate of the distribution rate for the benchmark
efficient entity.*® Lally considers the data from financial statements is of high quality given it
is audited and subject to scrutiny in financial markets.®” We agree there is no inconsistency
with combining Lally’s preferred estimate of the distribution rate with an estimate of the
utilisation rates from tax statistics. This implies the taxation data can support a gamma
estimate of at least 0.4 based on Lally's preferred distribution rate estimate of 0.83 and the
lower utilisation rate in Hathaway's 2013 paper (of 0.44) updated for current tax statistics to
0.48. Given the uncertainty with the utilisation rate estimate, we also do not consider the
taxation statistics would be inconsistent with a higher estimate of gamma than 0.4 for the
benchmark efficient entity.

For the reasons explained above (and in section 4.4 and section A.13), we consider tax
statistics do not demonstrate our gamma value of 0.4 is unreasonable.

4.2 Powerlink’s revised proposal

In its revised proposal,*® Powerlink adopted a value of 0.4 for gamma consistent with recent
AER regulatory determinations. This is consistent with our Guideline based approach to
estimating gamma as reflected in our decisions released in 2014 (November) and 2015
(April and June). We also adopted our Guideline based approached in decisions released in
2015 (October and November) and 2016 (May and July). Throughout this document we refer
to our decisions released from Nov 2014 to July 2016 as our recent decisions.

In its revised proposal, Powerlink considers that the AER should apply any changes to its
approach to estimate the value of imputation credits resulting from a decision of the Federal
Court in relation to the AER's appeal of the Ausgrid Tribunal's decision to Powerlink's 2018-

34

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013.
N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013.
% Lally, Gamma and the ACT Decision, May 2016, p. 29.

¥ Lally, Gamma and the ACT Decision, May 2016, p. 26.

% powerlink, Revised Revenue Proposal, 1 December 2016, pp. 10-11.
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22 regulatory period.* This is consistent with Powerlink's revenue proposal submitted in
2016.%°

4.3 Assessment approach

In this section we set out the approach we have taken to assessing proposals on the value
of imputation credits. This approach includes consideration of:

o the requirements of the NEL/NGL and NER/NGR

e the Guideline

e our definition of the benchmark efficient entity

¢ interrelationships with other aspects of the decision
e expert reports

e our approach to determining the value of imputation credits.

4.3.1 Requirements of the NEL/NGL and NER/NGR

The NER/NGR require that the estimated cost of corporate income tax of a service provider
for each regulatory year (ETC;) must be estimated in accordance with the following
formula:**

ETC, = (ETI, x r.))(1 — )

where:

e ETI,; is an estimate of the taxable income for that regulatory year that would be earned by
a benchmark efficient entity as a result of the provision of regulated services if such an
entity, rather than the service provider, operated the business of the service provider,
such estimate being determined in accordance with the post-tax revenue model.

e 13 is the expected statutory income tax rate for that regulatory year as determined by the
AER.

e v is the value of imputation credits.

Unlike many other aspects of the NER/NGR, there is no specific objective we must achieve
for the value of imputation credits and no specific factors we must take into account in
estimating it. The allowed rate of return objective does not specifically apply to the value of
imputation credits. However, the rate of return must be determined on a nominal vanilla
basis that is consistent with our estimate of the value of imputation credits.**

% powerlink, Revised Revenue Proposal, 1 December 2016, pp. 10-11.

Powerlink, Revised Revenue Proposal, 1 December 2016, p. 11.
' NER, cll. 6.5.3, 6A.6.4; NGR, r. 87A.
2 NER, cll. 6.5.2(d)(2), 6A.6.2(d)(2); NGR, r. 87(4)(b).
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In this context, the conceptual rate of return framework developed by Officer in a 1994 paper
informs our approach to interpreting and estimating the value of imputation credits.*® This is
because:

¢ The NER/NGR's cost of corporate income tax formula (shown above) mirrors Officer's
framework for the treatment of imputation credits, including through the use of the

parameter denoted by the Greek letter 'gamma’.**

o We have received expert advice that Officer's definition of the nominal vanilla rate of
return provides the basis for the rate of return framework in the NER/NGR.** Previous
statements by the consultant for the majority of the service providers', Gray, and their
industry association appear to support this consideration:

o During the AEMC's 2012 rule change process, Gray advised the AEMC that
'...there are a number of different WACC formulas that can all be identified as
post-tax nominal definitions of WACC. Officer (1994), in the paper that forms the
basis for the regulatory rate of return framework, sets out four such

definitions...".*

o During the development of the Guideline, the Energy Networks Association (ENA)
submitted '[tlhe fundamental economic framework in relation to dividend
imputation was set out by Officer (1994)...".*’

The NER/NGR require that we determine the rate of return on a nominal vanilla basis that is

consistent with our estimate of the value of imputation credits.*® The Officer framework

provides a means for doing this. It provides a consistent framework for determining the rate
of return for a business, which takes into account the value that investors receive from
imputation credits.*® An important implication of this is that gamma is not a standalone
concept or parameter. It is part of a broader framework, and should be interpreted and
estimated accordingly.

Consistent with the expert advice we have received, we consider that the Officer framework
provides the basis for the rate of return framework in the NER/NGR. We therefore also
consider that estimating the value of imputation credits consistent with the Officer framework

“ R, Officer, 'The cost of capital of a company under an imputation system’, Accounting and finance, vol. 34(1), May 1994,

pp. 1-17.

R. Officer, 'The cost of capital of a company under an imputation system’, Accounting and finance, vol. 34(1), May 1994,
equation 2.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, pp. 7-8.

SFG, Response to submissions on rule change proposals, Report for the AEMC, 5 November 2012, para. 2.

ENA, Response to the Draft Rate of Return Guideline of the Australian Energy Regulator, 11 October 2013, p. 49.

*® NER, cll. 6.5.2, 6A.6.2; NGR, . 87.

49

44
45

46

47

For a detailed discussion of the Officer framework, see: J. Handley, Report prepared for the Australian Energy Regulator:
Advice on the value of imputation credits, 29 September 2014, pp. 7-12.
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will best promote the National Electricity Objective/National Gas Objective (NEO/NGO) *°
and other requirements of the NER/NGR.

To this end, we have had regard to the differing expert opinions on the proper interpretation
of the gamma parameter in the Officer framework. As discussed in section A.7.3, we accept
Handley's expert advice on the Officer framework. An important aspect of this advice is that
the framework is on a 'before-personal-tax and before-personal-costs' basis.” That is, 'the
per dollar value of an imputation credit y gamma should be measured prior to any personal
tax on the credit and prior to any personal costs associated with the receipt of the credit'.>
By determining a value of imputation credits in a manner consistent with the Officer
framework, we consider that we are making our decision in a manner that will or is likely to
contribute to the achievement of the NEO/NGO.>® Further, when exercising our discretion in
making the relevant parts of a decision, we must take into account the revenue and pricing
principles (RPP).>* The RPP provide, amongst other things, that:*®

e a service provider should be provided with a reasonable opportunity to recover at least
the efficient costs the operator incurs providing regulated services and complying with
regulatory obligations

e a service provider should be provided with effective incentives in order to promote
economic efficiency with respect to the regulated services it provides, and

e a price, charge or tariff for the provision of a regulated service should allow for a return
commensurate with the regulatory and commercial risks involved in providing the
regulated service.

Therefore, the value of imputation credits we adopt must ultimately promote the achievement
of the NEO/NGO (via its application in the estimated cost of corporate income tax building
block) and must take into account the RPP.

With reference to the language of the RPP, this requires the exercise of our discretion in
determining a tax building block (including the exercise of our discretion in determining the
adjustment for the value of imputation credits) that is:

e nottoo low, in that it contributes to providing a reasonable opportunity to recover at least
efficient corporate tax costs

% NEL, s. 16(1)(a); NGL, s. 28(1)(a).

51 Although the term ‘personal’ is used, we note that classes of investors other than individual persons can value imputation
credits (for example, superannuation funds and charities). Therefore, an alternative characterisation might be ‘before-
investor-tax' and 'before-investor-costs'.

J. Handley, Report prepared for the Australian Energy Regulator: Further advice on the value of imputation credits, 16
April 2015, p. 5.

% NEL, s. 16(1)(a); NGL, s. 28(1)(a).

% NEL, s. 16(2)(a)(i); NGL, s. 28(2)(a)(i).

®  NEL, ss. 7A(2)—(7); NGL, ss. 24(2)—(7).
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¢ not too high, in that it contributes to a return that is not excessive and is commensurate
with the relevant risks.

We consider that finding the right balance is best served by having regard to the merits of
the full range of relevant evidence. We explain our consideration of, and reliance upon, the
range of relevant evidence in this attachment. We have determined a value of imputation
credits that we are satisfied achieves a balance between the opportunity for service
providers to recover at least efficient costs but that is commensurate with relevant risks.

4.3.2 Rate of return Guideline

In December 2013, we published the Guideline which is available on our website.*® Within it
we specified:*’

¢ the methodologies we propose to use to estimate the allowed rate of return (derived from
the expected return on equity and the return on debt) for electricity and gas network
service providers

¢ the method we propose to use to estimate the value of imputation credits

e how these methods will result in an allowed return on equity and return on debt which we
are satisfied achieve the allowed rate of return objective.

In the Guideline we also set out the estimation methods, financial models, market data and
other evidence that we propose to take into account in estimating the expected return on
equity, return on debt and the value of imputation credits.®® We discuss our development of
the Guideline in detail in attachment 3 of this decision.

The Guideline is not binding in determining the value of imputation credits. However, should
we decide to depart from the Guideline we must provide reasons for doing so.> Equally, it is
open to service providers to propose departures from the Guideline, so long as they provide
reasons.®

4.3.3 Definition of a benchmark efficient entity

As shown in section 4.3.1, the NER/NGR refer to a 'benchmark efficient entity'. We have
adopted:

e asingle benchmark across gas, electricity, transmission and distribution

*®  The requirements to make and publish the Guideline are set out in: NER, cls. 6.5.2(m) and 6A.6.2(m); NGR, r. 87(13). The

Guideline is available at: http://www.aer.gov.au/node/18859.
 NER, cll. 6.5.2(n), 6A.6.2(n); NGR, r. 87(14).
% NER, cll. 6.5.2(n)(2), 6.A.6.2(n)(2); NGR, r. 87(14)(b).
*® NER, cll. 6.2.8(c), 6A.2.3(c); NGR, r. 87(18).
% NER, ss. S6.1.3(9)—(9B), S6A.1.3(4)(vi),(4A)—(4C); NGR, . 72(1)(9).
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e a conceptual definition of the benchmark efficient entity as 'a 'pure play', regulated
1 61

energy network business operating within Australia’.
We provide a detailed discussion of our definition of a benchmark efficient entity in
attachment 3 of this decision. This includes a response to service providers' submissions
that a benchmark efficient entity should not be a regulated entity. The definition of a
benchmark efficient entity we use for determining the rate of return is identical to the
definition we use for determining the value of imputation credits in this decision.

However, we discuss one element of the definition in this attachment: 'operating within
Australia’. We consider the rate of return should be estimated on a basis that is consistent
with our estimate of gamma. The rate of return should also be commensurate with the
efficient financing costs of a benchmark efficient entity with a similar degree of risk to the
relevant service provider in the provision of its regulated services. The degree of risk a
service provider faces in the provision of its services is significantly affected by location. This
is because the location of a business determines the conditions under which the business
operates. This includes the regulatory regime, tax laws, industry structure and broader
economic environment that impact the risks faced by the service provider in its provision of
regulated services. An additional consideration that is particularly relevant to the value of
imputation credits is that we recognise that both domestic and foreign investors participate in
the Australian market. That is, we consider that the defined market is an Australian domestic
market that recognises the presence of foreign investors to the extent that they invest in the
Australian market. This is important for determining a value of imputation credits because
typically domestic investors are eligible to utilise imputation credits while foreign investors
are not.

4.3.4 Interrelationships

The NER/NGR recognise that a service provider's allowed revenue does not need to include
the value of imputation credits. The NER/NGR adjust for the value of imputation credits via
the revenue granted to a service provider to cover its expected tax liability. This form of
adjustment recognises that it is the payment of corporate tax which is the source of the
imputation credit return to investors.

The CCP for the NSW electricity distribution network's view suggests that we should take
into account the interrelationship with the corporate tax allowance when determining the
value of imputation credits. The CCP for the NSW electricity network submitted evidence
that our benchmark tax allowance was substantially higher than the corporate tax actually
paid by service providers.®> The CCP for the NSW electricity network then concluded:®
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AER, Better Regulation: Rate of Return Guideline, December 2013, p. 8.

CCP, Responding to NSW draft determinations and revised proposals from electricity distribution networks, February
2015, pp. 48-49.

CCP, Responding to NSW draft determinations and revised proposals from electricity distribution networks, February
2015, p. 49.
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Regarding gamma, it is difficult for the CCP to support a gamma of 0.5 as being
better or worse than 1 or O or any number in between, we simply do not know enough
about the vagaries of such calculations. Though the lack of tax paid would suggest a
gamma nearer 1 than 0.

We agree with the CCP for the NSW electricity network's suggestion that it would be
reasonable to consider the tax building block as a whole when determining the value of
imputation credits. Under this approach, a tendency toward a higher value of imputation
credits (and therefore greater reduction in the tax building block) might be reasonable if the
benchmark tax allowance is above the efficient cost of tax. However, in the Guideline and
this final decision our determination of the value of imputation credits is guided by the
relevant theoretical framework and associated evidence.

The value of imputation credits is also interrelated with the market risk premium (MRP). As
discussed in attachment 3, the definition of the MRP in the Sharpe-Lintner capital asset
pricing model (CAPM) should account for the capitalised value of imputation credits.
Accordingly, in our determination of the return on equity in attachment 3 we adjust estimates
of the MRP in a manner consistent with our determination of the value of imputation credits
in this attachment. This is also required by the NER/NGR.*

4.3.5 Expert reports

During the development of the Guideline, we commissioned expert advice on the value of
imputation credits from Dr Martin Lally of the Victoria University of Wellington.®

Since the Guideline, we commissioned further expert advice from Associate Professor John
Handley of the University of Melbourne and Dr Martin Lally.®® We have also had regard to,
among other things:

e the May 2014, February 2015, June 2015, January 2016 and September 2016 reports by
Professor Stephen Gray that were commissioned by service providers.®’

e the March 2015, April 2015 and June 2015 reports by NERA Economic Consulting
(NERA) that were commissioned by service providers.®

® NER, cll. 6.5.2(d)(2), 6A.6.2(d)(2); NGR, r. 87(4)(b).

® M. Lally, The estimation of gamma, 23 November 2013.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014; J. Handley, Report prepared for the Australian Energy Regulator: Further advice on the value of imputation credits,
16 April 2015. J. Handley, Report prepared for the Australian Energy Regulator: Advice on the NERA report 'Estimating
distribution and redemption rates from taxation statistics', 20 May 2015; Lally, Gamma and the ACT decision, May 2016;
M. Lally, Issues in the estimation of gamma, April 2017.

SFG, An appropriate regulatory estimate of gamma, 21 May 2014; SFG, Estimating gamma for regulatory purposes, 6
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February 2015; Frontier Economics, An appropriate regulatory estimate of gamma, June 2015; Frontier, The appropriate
use of tax statistics when estimating gamma, January 2016; Frontier, Regulatory estimation of gamma report prepared for
Powerlink, January 2016; Frontier Economics, Regulatory An updated dividend drop-off estimate of theta, September
2016; Frontier Economics, Issues in the estimation of gamma, September 2016.
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the November 2013 and March 2014 reports by Associate Professor Lally that were
commissioned by the Queensland Competition Authority.*

an October 2013 review of a network rail access undertaking by Professor Michael
McKenzie of the University of Liverpool and Associate Professor Graham Partington of
the University of Sydney.” This review was commissioned by the Queensland
Resources Council and submitted to the Queensland Competition Authority.

a September 2013 report on tax statistics by Dr. Neville Hathaway that was
commissioned by the Energy Networks Association.”

a June 2013 report on the distribution rate by NERA that was commissioned by the
Energy Networks Association.

4.3.6 Approach to determining the value of imputation credits

There is no consensus among experts or regulators on the value of imputation credits or the
techniques to use to estimate it.”* Our approach to determining the value of imputation
credits is guided by:

The requirements of the NER/NGR—see section 4.3.1.

The role of the value of the imputation credits in the revenue building block framework—
this suggests that the value of imputation credits is intended to reflect the value of
imputation credits to investors in the benchmark efficient entity.”

Relevant academic literature (Officer)—the framework developed in a 1994 paper by
Officer is widely recognised as providing the basis for the value of imputation credits in
the building block framework.” A key implication of Officer's framework is that the value
of imputation credits should be estimated on a before-personal-tax and before-personal-
costs basis. This is consistent with a rate of return determined on a nominal vanilla (that
is, a post-company tax pre-personal tax and costs) basis. Therefore, we view the value
of imputation credits as the proportion of company tax returned to investors through the
utilisation of imputation credits.
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NERA, Estimating distribution and redemption rates from taxation statistics, March 2015. NERA, Do imputation credits
lower the cost of equity? Cross-sectional tests, April 2015; NERA, Estimating distribution and redemption rates: Response
to the AER's final decisions for the NSW and ACT electricity distributors, and for Jemena Gas Networks, June 2015.

M. Lally, Estimating gamma, 25 November 2013. M. Lally, Review of submissions to the QCA on the MRP, risk-free rate
and gamma, 12 March 2014.

M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s draft access
undertaking, 5 October 2013.

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013.
NERA, The payout ratio: A report for the Energy Networks Association, June 2013.

See sections A.1 and A.2 of appendix A.

See section A.5 of appendix A.

See sections 4.3.1 and A.6 of appendix A.
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¢ Relevant academic literature (Monkhouse)—the work of Monkhouse (and others)
extends the Officer framework, and shows that the value of imputation credits can be
estimated as the product of two parameters:

o the proportion of imputation credits generated that is distributed to investors (the
distribution rate)

o the utilisation value to investors in the market per dollar of imputation credits
distributed (the utilisation rate).”

Consistent with this literature, we determine the value of imputation credits as the
product of these two parameters.

e A wide range of relevant evidence—we use this range of evidence to estimate the
distribution rate and utilisation rate. In particular:

o Distribution rate—we place primary reliance on the widely accepted approach to
estimating the distribution rate (that is, the 'cumulative payout ratio approach’). We
also have some regard to Lally's estimate for listed equity from financial reports of
the 20 largest listed firms.”’

o Utilisation rate—unlike the distribution rate, there is no single accepted approach
to estimating the utilisation rate, and there is a range of evidence relevant to the
utilisation rate. This includes:

= the proportion of Australian equity held by domestic investors (the 'equity
ownership approach’)™

= the reported value of credits utilised by investors in Australian Taxation Office
(ATO) statistics (‘tax statistics')”

= studies that seek to infer from market prices the value to investors of
distributed imputation credits ('implied market value studies').*

We place varying levels of reliance on these sources of evidence (which is
supported by Lally).®* That is:

= we place most reliance on the equity ownership approach because we
consider it generates the best estimate of the utilisation value to investors in
the market per dollar of imputation credits distributed

= we place less reliance on tax statistics because the underlying taxation data
are unreliable

" Assuming retained imputation credits have no value. See section A.6 of appendix A.

Lally, Gamma and the ACT Decision, May 2016, p. 29.
See section Error! Reference source not found..

77
78
" See section Error! Reference source not found..
8  see section Error! Reference source not found..

Lally, Gamma and the ACT Decision, May 2016, pp. 4-5.

81

4-23 Attachment 4 - Value of imputation credits | Powerlink transmission final determination 2017-22



= we place even less reliance on implied market value studies because we
consider they have many limitations, including they do not measure the pre-
personal tax and pre-personal cost value of distributed imputation credits.®

Also, when estimating the distribution rate and the utilisation rate there is no consensus
regarding whether evidence and data should be used on all companies and their
investors (all equity) or just listed companies and their investors (only listed equity).2® In
determining the value of imputation credits, we rely on the results from both approaches.

e the views of experts—experts differ in their interpretations of the:
o role of the value of imputation credits in the regulatory framework
o underlying theory and academic literature

o relevance of different estimation techniques, particularly for the utilisation rate.

4.4 Reasons for final decision

In determining the value of imputation credits, we have considered the full range of evidence
before us with regard to its merits (see section 4.3.6 for our approach). We consider that a
value of imputation credits of 0.4, selected from within a range of 0.3 to 0.5, is reasonable
because:

e It is within the range of values indicated by the evidence, and the relevance of the
evidence is supported by the expert opinion of Handley, Lally, and McKenzie and
Partington.

e It primarily reflects an estimate of the utilisation rate from the equity ownership approach.
Handley considered this the most important approach to estimating the utilisation rate,
relative to the alternatives of tax statistics and implied market value studies.?* The equity
ownership approach was Lally's second preference after his recommendation for a
utilisation rate of 1.%°

8 Rather, they measure the dividend drop off ratio which is influenced by personal tax factors. This is not appropriate given

our post (corporate) tax regulatory framework based on Officer's 1994 paper (see R. Officer, 'The cost of capital of a
company under an imputation system', Accounting and finance, vol. 34(1), May 1994).
8 For instance, some experts advocate use of evidence on just listed companies and their investors because this is
considered to be more reflective of the benchmark efficient entity and its investors, and/or this is consistent with the use of
evidence from just listed companies when estimating the market risk premium. We note that Lally, in his latest report,
recommends that the distribution rate should be set with reference to the financial reports of the top 20 listed companies
(as he considers this is most representative of the firm specific distribution rate for a benchmark efficient entity) and the
utilisation rate should be set with reference to all equity (as he considers this likely the best estimate of the economy wide
theta value) (see Lally, Gamma and the ACT Decision, May 2016, pp. 4—6). See section A.9.1 of appendix A for more
discussion.
8 J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 31.
M. Lally, The estimation of gamma, 23 November 2013, p. 4 and M. Lally, Issues in the estimation of gamma, April 2017,

pp. 27,29; Lally's recommendation of a utilisation rate of 1 is based on his consideration that, because we use a domestic
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¢ It is within the 'preferred’ range for the value of imputation credits (0.4 to 0.5) in Handley's
September 2014 advice.®

o |tis slightly below the Lally's recommended application of the equity ownership
approach.®” This suggests a gamma of at least 0.50 based on Lally's preferred estimate
of the distribution rate and using the equity ownership data based on all equity (which
Lally prefers).

e It is consistent with providing regulatory certainty given it is consistent with the value we
used for all regulatory decisions released in 2015 and 2016.

¢ Based on the evidence before us at this time, adopting a value of imputation credits that
is rounded to one decimal place appropriately reflects the uncertainty and imprecision
associated with this parameter. This uncertainty is evident in the range of views and
values that have been espoused by experts, and was recognised by Handley and
McKenzie and Partington.®® The imprecision of determining the value of imputation
credits was emphasised by Handley.®*

In considering the evidence on the distribution and utilisation rates, we have broadly
maintained the approach set out in the Guideline, but have re-examined the relevant
evidence and estimates. This re-examination, and new evidence and advice considered
since the Guideline, led us to depart from the Guideline value of imputation credits of 0.5.
Departures from specific aspects of the Guideline are noted in the discussion of the
distribution rate and utilisation rate below.

Further to the Guideline approach, in this final decision we consider we may have regard to
evidence from all equity and/or only listed equity. Some experts advocate use of evidence on
only listed companies and their investors because they consider it to be more reflective of
the benchmark efficient entity and its investors, or because they consider this is consistent
with the use of evidence from only listed companies when estimating the MRP. However,
there is no consensus on this point. We discuss the issue further in sections A.8 and A.8.5.
We did not consider this issue in the Guideline.

Lally considered that there is no necessity to combine estimates of the distribution rate and
utilisation rate from the same dataset and good reason not for not doing s0.* However, we
note given Lally's advice our approach appears to lead to a conservative gamma estimate

rate of return framework, we should assume that all investors in the market are domestic (and therefore eligible to make
full use of imputation credits).

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 3.

8 M. Lally, Gamma and the ACT Decision, May 2016, pp. 3-6.

8 J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 32. M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s
draft access undertaking, 5 October 2013, pp. 31-35. See also section A.1 of appendix A.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 32.

M. Lally, Issues in the estimation of gamma, April 2017, p. 13.
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(in favour of the service provider), as Lally considered that only listed firms should be used to
determine the distribution rate and all equity firms should be used to estimate the utilisation
value which results in a gamma estimate of 0.5. Following Lally's most recent advice we
remain of the view it is not necessary to 'match’ estimates of distribution rates and utilisation
rates based on the dataset used; although we still consider the choice is open to us. We
discuss this further in section 4.4.1 and A.9.2.

We also note that, following his advice, Lally recommended pairing an estimate of the
utilisation rate for all equity from the equity ownership approach, with a distribution rate for
listed equity estimated from the financial statements of the top 20 listed firms (which he
considered likely to best reflect the distribution rate of a benchmark efficient entity).”

Recognising these considerations, table 4-3 and table 4-4 show estimates of the value of
imputation credits that arise from internally consistent evidence from all equity and only listed
equity.*” It also shows the estimated value of imputation credits from Lally's recommended
approach (see above). These individual sources of evidence allow us to present estimates to
two decimal places. However, we consider it reasonable to determine a value of imputation
credits to only one decimal place when determining a single value from across this evidence.

Table 4-3 Estimates of the value of imputation credits—evidence from all
equity

Value of Imputation

Evidence on utilisation rate Utilisation rate Distribution rate .
Credits

Equity ownership approach 0.56 t0 0.68 0.7 0.40 to 0.47

Equity ownership approach (Lally 0.56 t0 0.68% 0.83 0.46 t0 0.56%

recommended distribution rate)

Tax statistics 0.48 0.7 0.34

Tax statistics (Lally recommended 048 083 0.40

distribution rate)

Source:  AER analysis; Lally, Gamma and the ACT Decision, May 2016, p. 6.
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M. Lally, Gamma and the ACT Decision, May 2016, pp. 4-6, 18, 25. In making this choice, Lally considered there is a
trade-off between statistical reliability (which is greater if a market-wide estimate is used) versus potential bias (worse from
a sector-wide estimate). Lally discussed various issues with using firm-specific data, industry averages and market-wide
data to estimate the distribution rate.

Note that our estimates of the distribution rate for listed equity come from ATO data on public companies. Handley advised
that it is not strictly correct to refer to ATO data on public companies as data on listed companies. This is because the ATO
definition of a public company includes but is not limited to listed companies. However, Handley also advised that referring
to the public company data as relating to listed companies is suitable for our purpose. J. Handley, Report prepared for the
Australian Energy Regulator: Further advice on the value of imputation credits, 16 April 2015, footnote 26.

Lally does no use a range for the utilisation rate, rather Lally recommends a utilisation rate of at least 0.6 (all equity). See
Lally, Gamma and the ACT Decision, May 2016, pp. 5, 6, 21, 23, 31, 32.

Lally recommends a gamma estimate of at least 0.5 which is based on a distribution rate of at least 0.83 and a utilisation
rate of 0.6. See: M. Lally, Gamma and the ACT Decision, May 2016, p. 6.
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Table 4-4 Estimates of the value of imputation credits—evidence from listed
equity

Value of Imputation

Evidence on utilisation rate Utilisation rate Distribution rate

Credits
Equity ownership approach 0.3810 0.55 0.75 0.281t00.41@
Implied market value studies Otol 0.75 0t0 0.75
SFG dividend drop off study 0.35 (0.4)@ 0.26 (0.30)®

Source:  AER analysis.

(@ We note Lally recommends the utilisation rate from all equity over the utilisation rate from listed equity. However, if
his preferred distribution rate was paired with the utilisation rate for listed equity it would give a range for the value of
imputation credits of 0.31 to 0.46.

(b): Following the adjustment proposed by Handley and Lally. This adjustment is discussed further in section A.15.4.

Overall, the evidence suggests that a reasonable estimate of the value of imputation credits
is within the range 0.3 to 0.5.*° From within these possible ranges, we choose a value for
gamma of 0.4 based on the following considerations:

e The equity ownership approach, on which we place the most reliance, suggests a value
between 0.28 to 0.47 using 'matched' distribution and utilisation rates for all equity and
for all listed equity, respectively. This is based on a range of 0.40 and 0.47 when applied
to all equity and 0.28 and 0.41 when applied to only all listed equity. The overlap of the
different evidence from the equity ownership approach using these 'matched' distribution
and utilisation rates suggests a value between 0.40 and 0.41. We also have regard to
Lally's recommended approach, which combines the use of an all equity utilisation rate
from the equity ownership approach with a distribution rate for listed equity from financial
reports of the top 20 listed firms.

¢ The evidence from tax statistics, on which we place less reliance, suggests a value
around 0.34 based on a utilisation rate of 0.48 and an economy wide distribution rate of
0.70. This is within the equity ownership approach range of 0.28 to 0.47 using 'matched'
data and below the overlap of estimates from listed and all equity of 0.40 to 0.41. The
taxation data also suggests a value around 0.40 based on a utilisation rate of 0.48 and
Lally's preferred distribution rate for a benchmark efficient entity of 0.83.

e The evidence from implied market value studies, on which we place even less reliance,
suggests a value between 0 and 0.75. In particular, SFG's dividend drop off study
suggests a value of 0.26 or 0.30. This is around the bottom end of the 'matched' equity
ownership approach range of 0.28 to 0.47, below the overlap of 0.40 to 0.41, and well
below Lally's recommended gamma estimate of at least 0.5. Evidence from implied

% Although implied market value studies produce estimates below 0.3 and above 0.5, we place less reliance on these

studies.
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market value studies more generally suggests the value could be higher than 0.5 or
lower than 0.28.

On balance, we have considered it appropriate to continue to apply a value of imputation
credits of 0.4 in this final decision. We note this is within the range of the overlap if 'matched
utilisation rates and distribution rates for all equity and all listed equity are used (0.40 to
0.41). This is also at the bottom of the range for the paired values from all equity using a
distribution rate of 0.7 (range of 0.40 to 0.47). We consider this estimate satisfies the
requirements in the NER/NGR.

We consider a gamma value of 0.4 remains appropriate despite Lally's recent advice
indicating this might be too low and recommending a value of at least 0.5.%® In maintaining
the use of a gamma value of 0.4 we have given particular consideration to the desirability of
regulatory certainty and predictability. We also note we have used a value of 0.4 for all
decisions released in 2015 and 2016. Given these considerations, we would be reluctant to
depart from the value of 0.4 used in our recent decisions without broad stakeholder
consultation. We also remain of the view Lally's advice does not indicate 0.4 is not open to
us to choose when exercising our regulatory discretion.

Therefore, we remain of the view that our choice of 0.4 gives appropriate regard to the
relative merits of the equity ownership approach, tax statistics and implied market value
studies (in particular, SFG’s evidence).

In section 4.3.6 (and in appendix A), we describe the sources of the estimates in table 4-3
and table 4-4, and present our assessment of the underlying evidence. This includes
reasons for the relative levels of reliance we place on the underlying sources of evidence.

We accept Powerlink's proposed value of imputation credits of 0.4. We acknowledge
Powerlink's submission that the AER should apply any changes to its approach to estimate
the value of imputation credits resulting from a decision of the Federal Court in relation to the
AER's appeal of the Ausgrid Tribunal's decision to Powerlink's 2018-22 regulatory period.®’
However, we have not changed our approach to gamma in light of the recent Tribunal
decisions and remain of the view it is appropriate. The AER will have regard to any merit or
judicial review proceeding in relation to gamma that is released after Powerlink's final
determination when deciding the value for gamma to apply in future determinations.

We do not accept the recent Ausgrid Tribunals decision that the estimated utilisation rate of
0.35 from the SFG dividend drop off study should be used to estimate gamma. This is
because we do not consider it appropriate to rely exclusively on implied market value studies
(or SFG's single dividend drop off study). This position is supported by a number of

% M. Lally, Issues in the estimation of gamma, April 2017, p. 29.

Powerlink, Revised Revenue Proposal, 1 December 2016, pp. 10-11.
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experts.® The South Australian Centre for Economic Studies suggested that dividend drop
off studies be disregarded entirely.*®

Even if we were to rely solely on the estimate of the utilisation rate of 0.35 from SFG's study,
we consider that a value of imputation credits of 0.25 is unreasonable. This is because:

¢ Handley and Lally advised that the proper use of this estimate of the utilisation rate
requires its adjustment to 0.4. We agree with this adjustment which is required to correct
for the incorrect post-company pre-personal tax valuation of cash dividends from SFG's
study, which will also be expected to be reflected in the estimated utilisation rate. In the
post-tax Officer framework underlying the NER/NGR, one dollar of dividends distributed
to the investor is worth one dollar to investors post (company) tax (pre-personal tax).
This is clear from Officer's definition of after tax net cash flows consistent with the post-
tax vanilla WACC in formula (12) of his 1994 paper.'® The incorrect post (company) tax
(pre-personal tax) valuation of dividends (that will also be reflected in the estimated
utilisation rate) is most likely due to differential personal taxes on dividends and capital
gains which impact dividend drop off studies.

e This is an estimate of the utilisation rate of investors in only listed equity, and therefore
we remain of the view it should be paired with either an estimate of the distribution rate
from only listed equity using the cumulative payout approach (that is, 0.75); or Lally's
estimate for only listed equity estimated using the top 20 listed firms (that is, 0.83).

Therefore, even if dividend drop off studies can be used to determine the utilisation rate, it
yields a value of imputation credits of at least 0.30 (0.4 x 0.75) rather than 0.25. However,
with regard to the discussion above, our estimated value of imputation credits is higher than
0.30. We also note we do not consider even the adjusted value from SFG's dividend drop off
study is a reliable estimate of the utilisation rate for the reasons discussed in this decision
(see section 4.4.1).

% For example, Handley and Lally advised that other classes of evidence are more valuable. Handley considers that the

equity ownership approach and tax statistics are more important to estimating the utilisation rate than implied market value
studies: J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29
September 2014, p. 31. Lally prefers an estimate of the utilisation rate from the equity ownership approach to one from
implied market value studies: M. Lally, The estimation of gamma, 23 November 2013, p. 4. We discuss the different
approaches to estimating the utilisation rate in more detail in section 4.4.1. Also, McKenzie and Partington's report for the
Queensland Resources Council also suggested that it is reasonable to have regard to other classes of evidence.
McKenzie and Partington describe the approach to estimating the utilisation rate in our draft rate of return Guideline, which
relied on evidence other than implied market value studies, as making a ‘reasonable case' for the estimate adopted in that
document; M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s
draft access undertaking, 5 October 2013, p. 32.

SA Centre for Economic Studies suggested this in a report for the South Australian Council of Social Service. See SA
Centre for Economic Studies (2015), Independent estimate of the WACC for SA Power Networks 2015 to 2020: Report
commissioned by the SA Council of Social Services, January 2015, p. 17.

R. Officer, 'The cost of capital of a company under an imputation system’, Accounting and finance, vol. 34(1), May 1994,
pg. 8.
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We remain of the view that limited reliance should be placed on market based studies.
These studies are influenced by differential personal taxes and are determined by the
marginal investor that is trading around the ex-dividend date. We consider market based
studies are unlikely to provide an appropriate estimate for the utilisation rate. Therefore,
given the data reliability issues with tax statistics, we consider the equity ownership
approach provides the best estimate for the proportion of distributed imputation credits that
are expected to be used to offset investor personal tax (that is, the utilisation rate). This is
due to local investors effectively fully valuing distributed imputation credit at their face value
on a post-company pre-personal tax and pre-personal costs basis.'®* We remain of the view
the 45 day holding rule does not be have a material impact on the utilisation of imputation
credits by otherwise eligible (that is, domestic) investors.

In section 4.4.2 (and appendix A) we address Powerlink's proposal in more detail. We also
address other service providers' proposals submitted prior to Powerlink's proposal and at the
same time Powerlink submitted its proposal.

4.4.1 Evidence underlying our estimate of the value of imputation
credits

This section discusses the distribution rate and utilisation rate (or value) in more detail. More
specifically, it describes our approach to estimating these sub-parameters of the value of
imputation credits. This includes reasons for the relative levels of reliance we place on the
underlying sources of evidence (for the utilisation rate in particular).

The distribution rate

The distribution rate is the proportion of imputation credits generated by the benchmark
efficient entity that is distributed to investors.’® We consider:

e an estimate of 0.75 for the distribution rate is reasonable when considering estimates of
the utilisation rate that relate to only listed equity.

e an estimate of 0.7 for the distribution rate is reasonable when considering estimates of
the utilisation rate that relate to all equity.

Whether an estimate of the distribution rate will result in a reasonable estimate of the
gamma value for a benchmark efficient entity depends on what is considered the best
estimate of the utilisation rate (and if this should be based on all equity or a subset) and what
is considered the best estimate of the distribution rate for a benchmark efficient entity. We

101 We note that there may be a very small diminution in value from face value due to the time value of money. However, we

consider this immaterial for the reasons discussed in section A.8.3.
%2 |n the Guideline we referred to the distribution rate as the ‘payout ratio'. We have in this decision adopted ‘distribution rate'
as we consider this to be the more commonly used terminology. In the Guideline and this decision we attach the same
meaning to these two different ways of describing the parameter. Note also that the distribution rate is referred to as the

‘access fraction' in the Monkhouse framework.
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note Lally effectively considers both 'matched' estimates will be too low given what he
considers to be the best estimate of the market wide utilisation rate (of around 0.6) and the
appropriate (firm specific) estimate of the distribution rate for a benchmark efficient entity (of
0.83).1%

Consistent with the Guideline, we estimate the distribution rate using the '‘cumulative payout
ratio approach’, which uses data from the ATO on the accounts used by companies to track
their stocks of imputation credits (‘franking account balances').*** We use the cumulative
payout ratio approach because it:

e uses long-term, published data

e s supported by the service providers, Gray (for SFG), Handley, and McKenzie and
Partington'®

e is simple and intuitive.

Using this approach, NERA estimated a distribution rate across all equity of 0.7 for the
period 1987 to 2011.*°° Hathaway found a similar estimate for the period 2004 to 2011.*"
We relied on these estimates in the Guideline and the decisions released in 2014. We
consider that updated analysis of the ATO data to the 2012 tax year by NERA and Handley
indicates that 0.7 remains a reasonable estimate of the distribution rate over all equity.**®

Gray (for Frontier) updated the ATO data up to 2012-13 and found that the payout ratio for
all equity latest year is 0.64 and the cumulative ratio is 0.67.'°° However, recognising the
volatility in the data Frontier considered that 0.7 distribution rate still remained appropriate
for all equity.**® We have updated this data to 2014 and find the cumulative payout ratio for
listed equity is 0.75 and for all equity is 0.68. However, we remain of the view that a
distribution rate of 0.7 is appropriate for all equity.

103

M. Lally, Gamma and the ACT Decision, May 2016, p. 6.

We discuss the cumulative payout approach and alternative approaches to estimating the distribution rate in section A.10
of appendix A.

SFG, An appropriate regulatory estimate of gamma, 21 May 2014, paras. 84-92; J. Handley, Report prepared for the
Australian Energy Regulator: Advice on the value of imputation credits, 29 September 2014, p. 25-30; M. McKenzie and
G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s draft access undertaking, 5
October 2013, p. 31.

NERA, The payout ratio: A report for the Energy Networks Association, June 2013.

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013.
We discuss this updated analysis in section A.10 of appendix A. NERA, Estimating distribution and redemption rates from
taxation statistics, March 2015. J. Handley, Report prepared for the Australian Energy Regulator: Advice on the NERA
report 'Estimating distribution and redemption rates from taxation statistics’, 20 May 2015.

Frontier Economics, The appropriate use of tax statistics when estimating gamma, January 2016, pp. 7, 18-19.

Frontier Economics, The appropriate use of tax statistics when estimating gamma, January 2016, p. 7.
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Also using this approach, Handley estimated a distribution rate across only listed equity of
0.8 for the period 1987 to 2011.'** We found a similar estimate for the period 2004 to
2011.*? We relied on these estimates in the decisions we released in November 2014 and
April 2015. Updated analysis of the ATO data to the 2012 tax year by NERA and Handley
indicates that the distribution rate over only listed equity has fallen slightly.**® In this final
decision following a further update incorporating 2013 and 2014 data we consider an
appropriate estimate of the distribution rate over only listed equity is 0.75. This is slightly
lower than the value of 0.77 we used in our October and November 2015 decisions.

A distribution rate across only listed equity was not presented in the Guideline. However, as
set out above, we now consider it is open to us to have regard to evidence from all equity
and/or only listed equity (see section A.9.2). We consider estimates of the distribution rate
from listed equity and all equity are reasonably consistent with a benchmark efficient entity
given the difficulties associated with choosing a representative dataset (see section A.10).'**

Lally agrees that when estimating the distribution rate for a benchmark efficient entity,
practical considerations indicate the use of sector-wide data. He recommends a listed equity
distribution rate estimated from financial statements of the top 20 listed firms, stating that:***

Furthermore, since privately-owned regulated businesses in Australia are typically
listed firms or subsidiaries of listed firms, the appropriate set of firms to use to
estimate the distribution rate of regulated businesses would seem to be listed firms.

Lally also considered that there is no necessity to combine estimates of the distribution rate
and utilisation rate from the same dataset and good reason not for not doing so.**® This is
because, even though the distribution rate may be estimated using market-wide data, it is, in
principle, a firm-specific parameter. On the other hand, the utilisation rate is a market-wide
parameter.'*’ Following this, Lally's most recent advice we remain of the view it is not
necessary to 'match' estimates of distribution rates and utilisation rates based on the dataset
used; although we still consider the choice is open to us. While we principally maintain our
previous approach (as is open to us), we also have some regard to Lally's preferred
approach (which combines an all equity utilisation rate from the equity ownership approach
with a distribution rate for listed equity from financial reports of the top 20 listed firms).**® We
note that using Lally's preferred approach results in a significantly higher gamma estimate
than 0.4.™° While we have given this limited weight, Lally's advice does provide further

11 3. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September

2014, pp. 28-29.

See section A.10 for more detail.

We discuss this updated analysis in section A.10 of appendix A.

14 See M. Lally, Gamma and the ACT Decision, May 2016, pp. 24—25.

15 M. Lally, Gamma and the ACT Decision, May 2016, pp. 26, 28—29.

18 M. Lally, Issues in the estimation of gamma, April 2017, p. 13.

Lally's view on this issue appears consistent with the views of Gray. See Frontier Economics, An appropriate regulatory
estimate of gamma, June 2015, pp. 12-13.

18 M. Lally, Gamma and the ACT Decision, May 2016, pp. 5-6, 24—26, 29.

119 M. Lally, Issues in the estimation of gamma, April 2017, p. 27.
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support for our view that our use of gamma value of 0.4 should result in an overall return
(inclusive of the value of imputation credits) that is (at least) sufficient to compensate
Powerlink's investors.

We discuss our approach to estimating the distribution rate further in sections A.8 and A.8.5.

The utilisation rate

We understand the utilisation rate to be the utilisation value to investors in the market per
dollar of imputation credits distributed.*® In the Monkhouse framework, the utilisation rate is
equal to the weighted average, by wealth and risk aversion, of the utilisation rates of
individual investors. For an ‘eligible’ investor, each dollar of imputation credit received can be
fully returned to the investor in the form of a reduction in tax payable or a refund.**
Therefore, we consider that eligible investors have a utilisation rate of 1. Conversely,
‘ineligible’ investors cannot utilise imputation credits and have a utilisation rate of 0. It follows
that the utilisation rate reflects the extent to which investors can utilise the imputation credits
they receive to reduce their tax or obtain a refund.

This means imputation credits expected to be utilised should be valued at full face value on
a post-company pre-personal tax basis. Valuing imputation credits at face value is consistent
with how all inputs into the allowed rate of return are estimated. For example, the yield on
debt is calculated where the face value of coupon payments and face value of the principal
is used to determine the yield to maturity. Similarly, the face value of dividends are used to
calculate the MRP under the historical average approach and in the dividend growth model.

The implied market value studies that value dividends and imputation credits around the ex-
dividend date are influenced by different personal tax treatment of capital gains and dividend
income. These estimates are neither pre- nor post- personal tax estimates due to differential
taxes. Our consultant supports that market value studies need to be adjusted to correct for
the biases in the estimates (likely to be principally driven by differential taxation).'* As a
result, we do not consider this is appropriate to use implied market value studies to estimate
the utilisation value given our post (corporate) tax regulatory framework based on Officer
1994.'2 What is relevant is the cost that is imposed on a benchmark efficient entity. This is
the cost before personal taxes and personal transaction costs are incurred. The face value
of the imputation credit is the pre-personal tax value and personal tax is levied on this
estimate.***

Consistent with the Guideline, when estimating the utilisation rate we place:

120 |n this decision we use the terms theta, utilisation value and utilisation rate interchangeably to mean the same thing.

This is the return to eligible investors before administrative costs, personal taxes and diversification costs. Handley advises
that this is the desired basis for the utilisation rate. We discuss this further in section A.8.1 of appendix A.

M. Lally, Issues in the estimation of gamma, April 2017, pp. 21-22.

R. Officer, 'The cost of capital of a company under an imputation system’, Accounting and finance, vol. 34(1), May 1994.
Personal tax is levied on the gross dividend which is the sum of the face value of the franked dividend and the face value
of the imputation credit.
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¢ significant reliance upon the equity ownership approach
e some reliance upon tax statistics

e less reliance upon implied market value studies.

This weighting is supported by Lally.** The SAPN Tribunal also considered the AER did not
err, nor was it unreasonable, in giving most weight to the "utilisation" approach.'*®

The results from these classes of evidence are summarised in table 4-3 and table 4-4. The
relative importance that we assign to each approach is supported by Handley and Lally,
while McKenzie and Partington's report for the Queensland Resources Council suggested
that having regard to all of these approaches is reasonable.*®’ We discuss each approach in
the sections below.'?® We depart from the Guideline by not relying upon the 'conceptual
goalposts approach'.

We discuss our interpretation and definition of the utilisation rate further in sections A.6 and
A.8.

The equity ownership approach

We consider that the value-weighted proportion of domestic investors in the Australian equity
market is a reasonable estimate of the utilisation rate. This is because, in general, domestic
investors are eligible to utilise imputation credits and foreign investors are not. Moreover, as
discussed above, we consider that eligible investors have a utilisation rate of 1 because
each dollar of imputation credit received by these investors can be fully returned to them in
the form of a reduction in tax payable or a refund. On a pre-personal tax basis, one dollar of
imputation credits reduces an eligible investor's tax bill by one dollar. We refer to this
approach as the 'equity ownership approach’, and we use data from the National Accounts
of the Australian Bureau of Statistics (ABS) to estimate the domestic ownership share.*®

We place significant reliance upon the equity ownership approach when considering
estimates of the utilisation rate. This is because:

o itis well aligned with the definition of the utilisation rate in the Monkhouse framework
e it employs a relatively simple and intuitive methodology

e tuses a reliable and transparent source of data

125 M. Lally, Gamma and the ACT Decision, May 2016, p. 22.

126 Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 159.

127 3. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 31; M. Lally, The estimation of gamma, 23 November 2013, p. 4; M. McKenzie and G. Partington, Report to the
Queensland Resources Council: Review of Aurizon Network’s draft access undertaking, 5 October 2013, p. 32.

We have also considered these approaches and the evidence they employ against the criteria used to assess evidence on
the allowed rate of return. See section A.11 of appendix A.

Specifically, we use data from Australian National Accounts: Finance and Wealth (ABS cat. 5232.0).
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e it provides estimates of the utilisation rate for investors in both all equity and only listed
equity.

We recognise the equity ownership approach does not take into account the existence of
some domestic investors that do not hold their shares for 45 days at risk over the ex-
dividend date (the 45 day rule).*® However, we consider it is unlikely to have a material
impact on the utilisation of imputation credits by domestic investors. Importantly, no data has
been presented that demonstrates a material impact.

We also recognise the equity ownership approach produces a range of estimates of the
utilisation rate, and the upper end of this range is higher than the estimate produced from tax
statistics (see discussion under 'Tax statistics' below). However, we do not consider this
means the equity ownership approach is incorrect. This is because tax statistics, like the
equity ownership approach, produce an estimate of the utilisation rate. These estimates are
uncertain and dependent on the quality of the underlying data (this is a particular issue for
tax statistics). As such, the true (unknown) value could be higher or lower. Following this, we
do not consider the 45 day rule explains the difference in utilisation rate estimates between
tax statistics and the equity ownership approach. We consider the difference is likely driven
by estimation error in the taxation data. This view is supported by Lally."*! We also note
Lally's statement that:**

Thus, if foreign investors are recognized and absent any information on the terms
other than the value weights on the RHS of equation (8), the equity ownership
approach is not an upper bound on theta but an unbiased estimate.

We consider that a reasonable estimate for the utilisation rate from the equity ownership
approach is between:

o 0.56 and 0.68, if all equity is considered
e 0.38 and 0.55, if only listed equity is considered.

This differs from the Guideline. In the Guideline, we considered that the equity ownership
approach supported a utilisation rate between 0.7 and 0.8. Since the Guideline's publication,
we have examined more closely the relevant data from the National Accounts. This has
allowed us to update and refine our estimates.

We describe our application of the equity ownership approach and our re-examination of this
source of evidence since the Guideline in detail in section A.12.

130 Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26
February 2016, paras. 1048.

131 M. Lally, Gamma and the ACT Decision, May 2016, p. 23.

%2 M. Lally, Gamma and the ACT Decision, May 2016, p. 17.
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Tax statistics

The ATO publishes aggregate statistics on the tax returns submitted by individuals,
superannuation funds and companies, as well as on the imputation credits refunded to
certain income tax exempt entities (for example, charities).'* In theory, these statistics can
be used to derive a measure of the total amount of imputation credits utilised by eligible
investors to offset tax or to be refunded. As discussed in relation to the distribution rate, ATO
statistics also provide estimates of the amount of imputation credits distributed. We consider
the reported value of credits utilised divided by the reported value of credits distributed is an
estimate of the utilisation rate.

We have had regard to tax statistics when considering estimates of the utilisation rate. We
place a degree of reliance upon tax statistics that is less than that placed upon the equity
ownership approach, but which is more than that placed on implied market value studies.
Our position on tax statistics is consistent with the advice from Handley and Lally. Handley
considered tax statistics to be the second most important approach to estimating the
utilisation rate after the equity ownership approach.™®* Lally considered that the tax statistics
approach lacks precision, and he did not prefer it to the equity ownership approach.**
However, Lally still preferred tax statistics to implied market value studies.™*®

We have placed less reliance upon tax statistics compared with the equity ownership
approach because we consider that tax statistics have a number of limitations:

e There are residual concerns regarding the data. While Hathaway considered that the
amounts of tax paid and credits utilised can be concluded ‘with some confidence’ and
that they are ‘unlikely to be in major error’. Hathaway also identified a significant
discrepancy associated with the tracking of imputation credits in the data that led him to
‘urge all caution in using ATO statistics for any estimates of parameters concerned with

[imputation] credits'.**’

¢ They do not reflect the amount of credits refunded to individuals that do not have to fill
out a tax return.

e They might not reflect the amount of credits refunded to certain types of entities.**

1% These statistics are available at: https://www.ato.gov.au/About-ATO/Research-and-statistics/ Taxation-statistics/. Accessed

9 April 2015.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 31.

M. Lally, The estimation of gamma, 23 November 2013, p. 4. Also see M. Lally, Gamma and the ACT Decision, May 2016,
p. 4-5.

M. Lally, The estimation of gamma, 25 November 2013, p. 4. Also see M. Lally, Gamma and the ACT Decision, May 2016,
p. 4-5.

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013,
paras. 9 and 99-100.

That is, statistics are published on the refunds to ‘endorsed income tax-exempt entities and deductible gift recipients’, but it
is not clear whether this covers refunds to other entities entitled to a refund of imputation credits. Such entities include
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¢ They do not provide estimates of the utilisation rate for investors in only listed equity.
Handley suggested that evidence from listed equity is more relevant to the benchmark
efficient entity.**®

o Lally considered tax statistics based estimates of the utilisation rate are unreliable and
potentially biased.**°

With regard to Hathaway's analysis, in the draft decisions released in 2014 we considered
that tax statistics supported an estimate of the utilisation rate between 0.4 and 0.6.***
However, we also recognised in the draft decisions released in 2014 that our estimate of the
distribution rate (0.7) implied that we should adopt a utilisation rate of around 0.43 from
within this range for consistency. This differs from the Guideline, in which we considered that
tax statistics supported an estimate of the utilisation rate between 0.4 and 0.8.

Since the Guideline, we have continued to examine this evidence. We now consider that
greater reliance should be placed upon estimates that are:

o derived from post-2004 data, consistent with Hathaway's findings that the ATO statistics
are subject to a number of issues prior to 20042

e consistent with our estimates of the distribution rate using cumulative distribution rate
data. However, we note this consistency principle does not preclude the combination of a
utilisation rate estimated based on this principle with a higher estimate of the distribution
rate for the benchmark efficient entity based on Lally's latest advice.'*®

In this final decision, we have regard to NERA's updated analysis of the ATO data to the
2012 tax year.*** This analysis supports a distribution rate of 0.7 and a utilisation rate of
0.45. Using updated ATO data to the 2012-13 year, Gray (for Frontier) has estimated a
slightly higher utilisation rate of 0.46 for the period 2004 to 2013. Our analysis uses updated
ATO data up to 2013-14 and estimates a slightly higher utilisation rate of 0.48 for the period
2004 to 2014.

We consider tax statistics are a valid method for estimating a point estimate of the utilisation
rate. However, we consider it provides a less reliable estimate of the utilisation rate than the
equity ownership approach (see discussion under 'Equity ownership approach' above). This
is because there are issues with the underlying taxation data. As explained above, we

public funds declared by the Treasurer to be a developing country relief fund and exempt institutions that are eligible for a
refund under the regulations. See: https://www.ato.gov.au/Non-profit/Franking-credits/In-detail/FAQs/Refund-of-franking-
credits--endorsed-entities---FAQs/?page=3. Accessed 9 April 2015.

We discuss this issue further in section A.9.1 of appendix A.

M. Lally, Gamma and the ACT Decision, May 2016, pp. 19-20, 26, 30.

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013.

N. Hathaway, Imputation credit redemption ATO data 1988-2011: Where have all the credits gone?, September 2013,
para. 32.

M. Lally, Gamma and the ACT Decision, May 2016, pp. 5, 25.

NERA, Estimating distribution and redemption rates from taxation statistics, March 2015.
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consider there are issues with the underlying taxation data and experts consider it to be
unreliable. We note that Frontier has submitted that gamma can be estimate reliably from tax
statistics as the ratio of credits redeemed to credit credits created.'* However, after
reviewing the Hathaway paper and Lally's advice, we are not convinced. This is further
discussed in section A.13.

Nevertheless, having regard to the potential data limitations and alternate estimates, the
evidence from tax statistics is not inconsistent with the evidence from the equity ownership
approach. We also note that an estimate of gamma of approximately 0.4 is obtained when
combining a utilisation rate of 0.48 (consistent with FAB data) with Lally's preferred estimate
of the distribution rate for a benchmark efficient entity of 0.83.

We discuss our revised (post-Guideline) consideration of tax statistics in more detail in
section A.13.

Implied market value studies

Implied market value studies seek to infer from market prices the value of distributed
imputation credits. A wide range of such studies have been conducted over time, employing
a variety of techniques. A common type of implied market value study are dividend drop off
studies. These studies compare the price of a security with and without the entitlement to a
dividend. Econometric techniques are then used to infer the value of the imputation credits
attached to these dividends. We discuss the different types of implied market value study in
section A.15.1.

We consider that the equity ownership approach and tax statistics provide more direct and
simpler evidence on the utilisation rate than implied market value studies. Handley
supported this view; he noted that dividend drop off studies are the most relevant class of
implied market value study, but considered them less important to estimating the utilisation
rate than the equity ownership approach and tax statistics.**® Lally identified a number of
issues with using market prices to estimate the utilisation rate and, therefore, preferred the
equity ownership approach.*’ Lally preferred both the equity ownership approach and tax
statistics to dividend drop off studies.™*®

We also consider that these studies can be subject to a number of limitations. The limitations
of implied market value studies can include:

¢ These studies can produce nonsensical estimates of the utilisation rate; that is, greater
than one or less than zero.

% Frontier Economics, Issues in the estimation of gamma, September 2016, pp. 34, 12-15.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 31.

M. Lally, The estimation of gamma, 23 November 2013, p. 4; M. Lally, Issues in the estimation of gamma, April 2017,

pp. 4-6.

148 M. Lally, Gamma and the ACT Decision, May 2016, pp. 4-5.
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The results of these studies can be influenced by factors, such as differential personal
taxes and risk, which are not relevant to the utilisation rate. The utilisation rate should be
estimated on a post-company pre-personal tax basis consistent with the allowed rate of
return parameters and the post (corporate) tax framework in the NER/NGR.

The results of these studies might not be reflective of the value of imputation credits to
investors in the market as a whole. For instance, in dividend drop off studies the value of
imputation credits is determined by the marginal investor that trade around the ex-
dividend date.** There is no reason to assume this reflects the value that long term
investors who provide capital to a benchmark efficient entity place on imputation credits
in aggregate. There is also no reason to assume this value will show what proportion of
company tax is a prepayment of personal tax.**

These studies can be data intensive and employ complex and sometimes problematic
estimation methodologies.

Regarding dividend drop off studies, it is only the value of the combined package of
dividends and imputation credits that can be observed in the market. However, there is
Nno consensus among experts on how to separate the value to the market of dividends
from the value to the market of imputation credits (this is referred to as the 'allocation
problem’).

Lally, in his most recent report, has outlined eleven concerns with the SFG dividend drop off

study and many of these concerns generally apply to all dividend-drop off studies.

151

The limitations of dividend drop off studies are discussed in more detail in section A.15.
However, we note here the following statement from Lally:**?

In respect of dividend drop-off studies, my views on the merits of this approach
appear in Lally (2013, section 3.5) and they are highly adverse. In particular, the
results from such studies are subject to considerable statistical uncertainty, to the tax
positions and transactions costs incurred by arbitrageurs who may be quite
unrepresentative of investors in general, the contentious question of which model to
use, data filtering rules, deletion of outliers, the choice of the “tuning constant” in
robust regression models, the wide divergence in results from other types of studies
using market evidence, the wide range of evidence on anomalous behaviour around
ex-days, and the need to correct the estimated coefficient on imputation credits for
the difference in the tax rate on capital gains and dividends.

149

150
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J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 44; A. Ainsworth, G. Partington and G. Warren, Do franking credits matter? Exploring the financial implications of
dividend imputation, May 2015, p. 18.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014, p. 44; A. Ainsworth, G. Partington and G. Warren, Do franking credits matter? Exploring the financial implications of
dividend imputation, May 2015, p. 18.

M. Lally, Issues in the estimation of gamma, April 2017, pp. 4-6.

M. Lally, Gamma and the ACT Decision, May 2016, p. 22.
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In section A.15.2, we summarise the available implied market value studies and their results.
Opinion on the merits of the various studies differs:

e Gray (for SFG) considered that implied market value studies should be relied upon
exclusively when estimating the (after-personal-tax and after-personal-costs) utilisation
rate. Moreover, he considered that dividend drop off studies should be preferred to
alternative market studies. In Gray's view, there is no reasonable basis for adopting an
estimate from dividend drop off analysis above the 0.35 estimate from SFG's study.™*

e The Economic Regulation Authority of Western Australia (ERA) conducted its own
dividend drop off study and concluded that a reasonable estimate is between 0.35 and
0.55.*

e Lally concurred with the view that implied market value studies 'warrant low weight', but
suggested that some studies are more useful than others based on their
characteristics.'*® Lally also raised a number of issues in relation to SFG's dividend drop
off study.**® Lally considers that 'minimal weight' should be placed on dividend drop off
studies.™’

e McKenzie and Partington considered that there is no obvious manner in which to weigh
the results from various studies based on their characteristics. They observed that a
simple average of the results from a reasonably comprehensive sample of studies
suggests an estimate of the utilisation rate of 0.53. They also noted that their own
studies suggest a significantly higher estimate of 0.83.*%®

o Gray (for Frontier) expressed concerns that the reintroduction of pre-2000 and low quality
studies is an error, and that it is also an error to assume all market value studies are of
uniform relevance and quality.**®

A further issue regarding implied market value studies is the appropriate interpretation of
their results. Handley and Lally both advised that in the rate of return framework investors
are assumed to value one dollar of dividends at one dollar (on a post-company pre-personal-
tax basis). This is certainly true of how the MRP is estimated, where the face value of
historically distributed dividends and historical capital gains are used. However, the results of
implied market value studies can reflect certain factors that suggest that investors value one
dollar of dividends at less than one dollar (such as differential personal taxes on dividends
and capital gains). Moreover, any such factors will affect these studies' results for investors'
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SFG, An appropriate regulatory estimate of gamma, 21 May 2014, paras. 17 and 20.

Economic Regulation Authority, Explanatory Statement for the Rate of Return Guidelines, 13 December 2013, para. 921.
M. Lally, The estimation of gamma, 23 November 2013, pp. 20-30.

M. Lally, The estimation of gamma, 23 November 2013, pp. 24-26 and 28-29; M. Lally, Review of submissions to the
QCA on the MRP, risk-free rate and gamma, 12 March 2014, pp. 35-38; M. Lally, Issues in the estimation of gamma, April
2017, pp. 4-6.

137 M. Lally, Gamma and the ACT Decision, May 2016, pp. 4-5, 23, 31.

% M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s draft access
undertaking, 5 October 2013, p. 34.

Frontier Economics, An appropriate regulatory estimate of gamma, June 2015, p. 35.
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valuation of imputation credits. Handley and Lally advised that the desired estimate of the
utilisation rate should exclude the effect of these factors.*® To remove the effect, they
advised that the estimate of the utilisation rate from a given study can be divided by
investors' estimated valuation of dividends from the same study.'®* Therefore, Handley and
Lally advised that the 0.35 estimate from SFG's dividend drop off study should in fact be
interpreted as an estimate of around 0.4.

In light of this, we consider implied market value studies, if they are to be used at all, need to
be adjusted for the incorrect estimates of the post-company pre-personal tax value of cash
dividends which would expect to also result in an incorrect estimate of the value of
imputation credits. This is likely correcting for the effect on the observed drop off ratio of
differential personal taxes between income and capital gains (see section A.15.3). This
limitation does not apply to other market parameters in the allowed rate of return framework.
We also consider that, even when adjusted, we should place limited reliance on estimates of
the utilisation rate from implied market value studies because of residual concerns about
these studies and what they are measuring.

In light of the differing views on these studies and the range of estimates they produce, we
consider that implied market value studies provide limited guidance. In the Guideline, we
considered that implied market value studies supported an estimate of the utilisation rate
between 0 and 0.5. This range was determined with regard to a range of studies, with higher
regard given to those studies that:

e used longer data periods

e used data since 2000, when the change in tax law entitled eligible investors to a refund of
credits that exceeded their tax liability

o encompassed the breadth of the market instead of just selected firms, and

e appeared to use more reasonable and robust econometric treatments.

However, in this final decision we recognise that experts advocate both broader and
narrower assessments of the evidence from implied market value studies. McKenzie and
Partington considered it reasonable to have regard to a range of studies, including those that
produced estimates above 0.5.*°? In Gray's view (for SFG), there is no reasonable basis for

180 3. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September

2014, pp. 43-44; J. Handley, Report prepared for the Australian Energy Regulator: Further advice on the value of
imputation credits, 16 April 2015, p. 16; M. Lally, The estimation of gamma, 23 November 2013, p. 21.

In the appendix to the Guideline we noted that this adjustment was contentious and required further examination. In his
recent advice, Handley also advised that this adjustment should be applied. Having given this issue further consideration,
we agree with the advice from Lally and Handley that estimates from dividend drop off studies should he adjusted in this
manner for the reasons that Lally and Handley explain.

M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s draft access
undertaking, 5 October 2013, pp. 33-35.

161

162

4-41 Attachment 4 - Value of imputation credits | Powerlink transmission final determination 2017-22



adopting an estimate from dividend drop off analysis above the 0.35 estimate from SFG's
study.'®® It appears that Gray (for Frontier) continues to hold this view.'®*

Ultimately, as discussed in section A.15.5, estimates from implied market value studies and
the level of reliance we place on them (including SFG's dividend drop off study) do not give
us cause to move from the estimate of the value of imputation credits that we determine with
regard to evidence from the equity ownership approach and tax statistics. In response to
Gray's comments (for Frontier) on our consideration of "pre-2000 and low-quality studies
we note that our having regard to more studies since the Guideline, including those that use
pre 2000 data and those that estimate a value for theta between 0.5 and 1, was not material
to our decision to set gamma at 0.4, and that we have had particular regard to SFG's
dividend drop off study in making our decision.

nl65

We discuss our consideration of implied market value studies in detail in section A.15.

4.4.2 Response to submissions by stakeholders

In section A.4, we set out the key issues raised by Powerlink, as well as the key issues
raised by other service providers we have assessed recently (post-Guideline). The key
issues raised are broadly consistent across the service providers.

Table 4-5 sets out the key issues raised by Powerlink and other service providers in their
recent proposals. We also provide a summary of our response and a reference to our more
detailed response.

Table 4-5 Key issues raised by service providers

Issue Summary of response Section
Conceptual framework

Our conceptual approach to gamma, redefining We have not redefined gamma as the value of imputation Error!

it as the value of imputation credits that are credits available for redemption. Rather, our conceptual eference
available for redemption, is inconsistent with the  approach considers imputation credits should be valued on  ggyrce
concept of gamma in the Officer framework for a post-company tax basis, before the impact of personal not

the WACC and inconsistent with the taxes and transaction costs. This corresponds to valuing found.
requirements of the NGR/NER and the imputation credits utilised by eligible investors at their face

NGO/NEO. Itis also inconsistent with the value and is consistent with the Officer framework. Based 431

objective of ensuring a market rate of return on on this, we consider gamma to be equal to the product of

A5
equity.’®® Frontier considers that theta should be  the distribution rate and the utilisation rate to investors in
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SFG, An appropriate regulatory estimate of gamma, 21 May 2014, paras. 17 and 20.
1% Frontier Economics, An appropriate regulatory estimate of gamma, June 2015, p. 33; Frontier Economics, Regulatory
estimation of gamma report prepared for Powerlink, January 2016, p. 10; Frontier Economics, Regulatory An updated
dividend drop-off estimate of theta, September 2016.

Frontier Economics, An appropriate regulatory estimate of gamma, June 2015, p. 35.

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, pp. 288 and 289; United Energy,
Submission on AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks,
Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 2, 4, 6: ActewAGL, Appendix 5.01 Detailed

response to rate of return, gamma and inflation, January 2016, p. 40; AusNet Electricity Services, Revised Regulatory
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Issue Summary of response Section
measured as value and not the utilisation of the market per dollar of credits distributed (the 'utilisation A6
imputation credits.'®” Frontier considers that if rate’).
gamma is set anything other than value of . . - AT
; . . . . . The equity ownership approach and tax statistics are
imputation credits to investors, investors will be ) ) A8
ftiAET GVET @ UmEkET compensated.m FOHSISt?nt with FJUI’ conceptual apprggch. They v.e.llue.
imputation credits expected to be utilised (the utilisation
The Ausgrid Tribunal considered the equity rate) at full face value on a pre-personal tax and costs
ownership and tax statistics approaches to basis. Conversely, estimates of the utilisation rate from
estimating the utilisation rate ignore factors implied market value studies are influenced by different
which reduce the value of imputation credits to personal tax treatment of capital gains and dividend
shareholders below the face value. As a result, income.
it considered these approaches are inconsistent o . . . .
with a proper interpretation of the Officer A!so, valumg |mput§t|on credits at face value is consistent
e wnh how all inputs into the allowed rate of return are
estimated.
In regards to the ‘factors', we have received advice from
Handley on these factors. We consider such factors are
either immaterial or should not be accounted for when
estimating the properly defined utilisation rate.
Distribution rate
It is appropriate to use an all equity based We consider the use of a distribution rate for listed equity
estimate of the distribution rate.'”” The is open to us and reasonably reflective of a benchmark 44.1
distribution rate for listed equity is likelytobe a  efficient entity given the difficulties associated with A.10

poor proxy for a benchmark efficient entity.'”

choosing a representative dataset. Lally also recommends

Proposal, January 2016, p. 7-79; United Energy, Response to AER Preliminary Determination Re: Rate of return and
gamma, January 2016, p. 80; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, p. 358; Jemena
Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising costs, January
20186, p. 86; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, p. 352.
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Regulatory estimation of gamma report prepared for Powerlink, January 2016, pp. 7-10.
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February 2016, paras. 1095.

170

Powerlink, Powerlink Queensland Revenue Proposal Appendix 9.02, 31 January 20186, p. 6.
Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26

Powerlink, Powerlink Queensland Revenue Proposal Appendix 9.02, 31 January 2016, p. 6; Frontier Economics,

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 286; United Energy, Submission on

AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks, Attachment 11
Response to Draft Decision: Cost of Tax, January 2016, pp. 7-9; ActewAGL, Appendix 5.01 Detailed response to rate of
return, gamma and inflation, January 2016, pp. 109-110; AusNet Electricity Services, Revised Regulatory Proposal,
January 2016, pp. 7-80, 7-81; United Energy, Response to AER Preliminary Determination Re: Rate of return and gamma,
January 2016, pp. 87-88; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, pp. 359-360; Jemena
Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising costs, January
2016, pp. 87-88; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 353-354; AusNet Transmission,
Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21 September 2016, pp. 205-206;
Frontier Economics, Issues in the estimation of gamma, September 2016, p. 3.

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 292; Australian Gas Networks,

Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 7-9; ActewAGL, Appendix 5.01 Detailed
response to rate of return, gamma and inflation, January 2016, pp. 109-110; AusNet Electricity Services, Revised

4-43

Regulatory Proposal, January 2016, pp. 7-80, 7-81; United Energy, Response to AER Preliminary Determination Re: Rate
of return and gamma, January 2016, pp. 87-88; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016,

pp. 359-360; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity
raising costs, January 2016, pp. 87-88; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 353-354.
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Issue Summary of response Section

The Ausgrid Tribunal considered we provided distribution rate based on listed equity for a benchmark
insufficient reasoning for introducing listed efficient entity, although he estimates this using financial
equity distribution rate.'” statements of the top 20 listed firms.

Further, we consider it is inappropriate to focus on
individual elements of a benchmark efficient entity, such as
foreign income and foreign ownership. Instead, we
consider a benchmark efficient entity should be assessed
holistically. When determining gamma for a benchmark
efficient entity, what is relevant is how it generates and
distributes imputation credits. We also note that if we
estimated a distribution rate strictly in accordance with our
benchmark definition we would use only the firms we
regulate, or an observable set of similar firms.

Finally, it is not clear that foreign income results in a higher
imputation payout ratio. In fact, Lally's analysis suggests
the opposite.

We consider it is not essential to 'match' estimates of

distribution rates and utilisation rates based on the dataset

used; although we note the choice is open to us. While we

primarily rely on 'matched' estimates, we also have regard
Estimates of the utilisation rate from listed equity  to Lally's preferred estimate based on an all equity
(all equity) do not have to be paired with utilisation rate from the equity ownership approach and a 4.4.1
estimates of the distribution rate from listed distribution rate for listed equity from financial reports of A9
equity (all equity).* the top 20 listed firms. Lally considered there is good

reason not to match datasets."”* However, we note given

Lally's advice our approach appears to lead to a

conservative gamma estimate (in favour of the service

provider), as Lally's preferred gamma estimate is 0.5."

Utilisation rate

Also see HoustonKemp, A response to the Australian Energy Regulator Draft Decision on Australian Gas Networks
AA2016 Revenue Reset, February 2016, p. 30; AusNet Transmission, Transmission Revenue Proposal Review 2017-
2022, Revised Revenue Proposal, 21 September 2016, pp. 205-206.

Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26
February 2016, para. 1106.

Australian Gas Networks, Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, p. 4; ActewAGL,
Appendix 5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 41, 111, 128; AusNet Electricity
Services, Revised Regulatory Proposal, January 2016, pp. 7-81, 7-95; United Energy, Response to AER Preliminary
Determination Re: Rate of return and gamma, January 2016, pp. 82, 96; CitiPower, Revised Regulatory Proposal 2016-
2020; January 2016, pp. 360-374; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation,
and debt and equity raising costs, January 2016, pp.88, 103; Powercor, Revised Regulatory Proposal 2016-2020, January
2016, pp. 354, 368; AusNet Transmission, Transmission Revenue Proposal Review 2017-2022, Revised Revenue
Proposal, 21 September 2016, p. 205.

M. Lally, Issues in the estimation of gamma, April 2017, p. 13.

M. Lally, Issues in the estimation of gamma, April 2017, p. 27.
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Issue Summary of response Section
Equity ownership approach

We do not consider the estimate of the utilisation rate from
tax statistics is an upper bound (see response under 'Tax
statistics').

The equity ownership approach overstates the We consider the 45 day rule is unlikely to have a material
utilisation rate (rell7a6tive to an upper bound based  jmpact on the utilisation of imputation credits by domestic
on tax statistics). investors, and no data has been presented that 4.4.1
demonstrates a material impact. As such, we do not
consider the 45 day rule explains the difference in A12
utilisation rate estimates between tax statistics and the Al4
equity ownership approach. We consider the difference is
so little value to the credits that they do not likely driven by estimation error in the taxation data. Lally ~ A.8.3
utilise them. In particular, there are investors considers the most obvious explanation for the difference
who hold shares for less than 45 days."” is the estimate of the redemlgtsion rate from tax statistics

used by the AER is too low.

The Ausgrid Tribunal considered this shows
there are investors who we assume are eligible
to redeem imputation credits but, for whatever
reasons, either cannot redeem them or attribute

We use an estimate of the utilisation rate below the top of
the range from the equity ownership approach.

The equity ownership approach is inconsistent
with the proper interpretation of the Officer

framework.'"” A8.3
See response under 'Conceptual framework'.
The equity ownership approach does not reflect A.12

factors which affect investors' valuation of
imputation credits (below their full face value).*®

The equity ownership approach can only be The equity ownership approach (and tax statistics) can Error!
used informatively as an upper bound or as a used to generate a point estimate of the utilisation rate. eference
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AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, pp. 286 and 288; United Energy,
Submission on AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks,
Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 10-11; ActewAGL, Appendix 5.01 Detailed
response to rate of return, gamma and inflation, January 2016, pp. 112-114; AusNet Electricity Services, Revised
Regulatory Proposal, January 2016, pp. 7-83, 7-84; United Energy, Response to AER Preliminary Determination Re: Rate
of return and gamma, January 2016, pp. 84-85; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016,

pp. 362-363; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity

raising costs, January 2016, pp. 90-91; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 356-357.

Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26

February 2016, paras. 1048, 1090, 1092.

7 M. Lally, Gamma and the ACT Decision, May 2016, p. 21.

7% United Energy, Submission on AER preliminary determination - Submission on gamma, 26 April 2016; Australian
Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26 February
2016, para. 1095.

18 AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, pp. 286, 294, 296, 298; ActewAGL,

Appendix 5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 112-114; AusNet Electricity

Services, Revised Regulatory Proposal, January 2016, p. 7-83; United Energy, Response to AER Preliminary

Determination Re: Rate of return and gamma, January 2016, p. 84; CitiPower, Revised Regulatory Proposal 2016-2020;

January 2016, p. 362; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt

and equity raising costs, January 2016, pp. 90-91; Powercor, Revised Regulatory Proposal 2016-2020, January 2016,

p. 356; AusNet Transmission, Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21

September 2016, pp. 204, 207.

177

4-45 Attachment 4 - Value of imputation credits | Powerlink transmission final determination 2017-22



Issue Summary of response Section

check on other estimates (like tax statistics)." source
not
found.
A.12
The equity ownership approach estimate of the . . . .
- q y P app . We consider utilisation rates from the equity ownership A9.1
utilisation rate should be based on listed h based on listed . dall .
equity. ™ approach based on listed equity and all equity. A12
We disagree. Given that the series exhibits considerable
volatility, we consider it is reasonable to not rely solely on
Only the most recent point estimates of the the most recent point estimate. Similarly, we estimate an A12
equity ownership share are relevant.’® MRP (for the return on equity) that reflects prevailing '
market conditions using a historical series of excess
returns.
Tax statistics
Tax statistics are inconsistent with the proper Error!
interpretation of the Officer framework*®* TR
Tax statistics do not reflect factors which affect ~ S€€ response under ‘Conceptual framework'. SCHICE
investors' valuation of imputation credits (below not
their full face value)."™ found.
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AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 288; United Energy, Submission on
AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks, Attachment 11
Response to Draft Decision: Cost of Tax, January 2016, pp. 10-11; ActewAGL, Appendix 5.01 Detailed response to rate of
return, gamma and inflation, January 2016, p. 114; AusNet Electricity Services, Revised Regulatory Proposal, January
2016, pp. 7-83, 7-84; United Energy, Response to AER Preliminary Determination Re: Rate of return and gamma, January
2016, p. 85; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, pp. 362-363; Jemena Electricity
Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising costs, January 2016,

p. 91; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 356-357; Australian Competition Tribunal,
Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26 February 2016, para. 1095; Frontier
Economics, Regulatory estimation of gamma report prepared for Powerlink, January 2016, p. 10; AusNet Transmission,
Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21 September 2016, p. 208.

Australian Gas Networks, Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 17-18; ActewAGL,
Appendix 5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 121-122; AusNet Electricity
Services, Revised Regulatory Proposal, January 2016, pp. 7-90—-7-91; United Energy, Response to AER Preliminary
Determination Re: Rate of return and gamma, January 2016, pp. 91-92; CitiPower, Revised Regulatory Proposal 2016-
2020; January 2016, pp. 369-370; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation,
and debt and equity raising costs, January 2016, pp. 98-99; Powercor, Revised Regulatory Proposal 2016-2020, January
2016, pp. 363-364.

Australian Gas Networks, Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 18-19; ActewAGL,
Appendix 5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 123-124; AusNet Electricity
Services, Revised Regulatory Proposal, January 2016, pp. 7-91-7-92; United Energy, Response to AER Preliminary
Determination Re: Rate of return and gamma, January 2016, pp. 92—-93; CitiPower, Revised Regulatory Proposal 2016-
2020; January 2016, pp. 370-371; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation,
and debt and equity raising costs, January 2016, pp. 99-100; Powercor, Revised Regulatory Proposal 2016-2020, January
2016, pp. 364-365; Frontier Economics, Regulatory estimation of gamma report prepared for Powerlink, January 2016, pp.
13-15.

United Energy, Submission on AER preliminary determination - Submission on gamma, 26 April 2016.
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Issue Summary of response Section

A.8.3
A.13

We do not consider tax statistics provide an upper bound
estimate. An upper bound is a value above which the true
value cannot exceed.'®’

Rather, tax statistics provide one point estimate for the

Tax statistics can only provide an upper bound utilisation rate. This estimate is, by definition, uncertain 44.1

for the estimate of the utilisation rate.*® and dependant on the quality of the underlying data. As

Tax statistics can estimate gamma reliably as
the ratio of credits redeemed to credits
created.™®

such, the true (unknown) value could be higher or lower. A13

Importantly, the quality of the underlying taxation data is
poor and experts consider it to be unreliable. Lally
considers the tax statistic used by us is not an upper
bound.*®

We do not agree and consistent with Hathaway's paper,
we consider that caution should be exercised when using
ATO statistics to estimate any parameter associated with
franking credits.

A.13

Implied market value studies
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AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 294; Australian Gas Networks,
Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 11-12: ActewAGL, Appendix 5.01 Detailed
response to rate of return, gamma and inflation, January 2016, pp. 114-115; AusNet Electricity Services, Revised
Regulatory Proposal, January 2016, p. 7-84; United Energy, Response to AER Preliminary Determination Re: Rate of
return and gamma, January 2016, pp. 85-86; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, pp. 363-
364; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising
costs, January 2016, p. 92; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 357-358; AusNet
Transmission, Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21 September 2016,

pp. 204, 210.

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, pp. 286, 288, 305; United Energy,
Submission on AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks,
Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 4, 20, 23; ActewAGL, Appendix 5.01 Detailed
response to rate of return, gamma and inflation, January 2016, pp. 41, 115, 125; AusNet Electricity Services, Revised
Regulatory Proposal, January 2016, pp. 7-84, 7-93, 7-107; United Energy, Response to AER Preliminary Determination
Re: Rate of return and gamma, January 2016, pp. 86, 94, 97; CitiPower, Revised Regulatory Proposal 2016-2020;
January 2016, pp. 364, 372, 375; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation,
and debt and equity raising costs, January 2016, pp. 92, 101, 104; Powercor, Revised Regulatory Proposal 2016-2020,
January 2016, pp. 358, 366, 369; Australian Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and
Ausgrid [2016] ACompT 1, 26 February 2016, paras. 1048, 1090 and 1095; Powerlink, Powerlink Queensland Revenue
Proposal Appendix 9.02, 31 January 2016, p. 6; AusNet Transmission, Transmission Revenue Proposal Review 2017-
2022, Revised Revenue Proposal, 21 September 2016, pp. 208, 210; Frontier Economics, Issues in the estimation of
gamma, September 2016, p. 4.

For an example of the correct use of the term "upper bound" see John. C. Hull, Options Futures and other Derivatives,
Fourth Edition, 2000, p. 171.

M. Lally, Gamma and the ACT Decision, May 2016, p. 23.

Frontier Economics, Issues in the estimation of gamma, Report prepared for AGN, Multinet Gas, AusNet Transmission and
AusNet Gas, September 2016, pp. 3-4, 12-15; AusNet Transmission, Transmission Revenue Proposal Review 2017-2022,
Revised Revenue Proposal, 21 September 2016, p. 210.
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Issue Summary of response Section

See response under 'Conceptual framework'.

We should rely more on estimates of the Even when adjusted for the impacts of differential personal
utilisation rate from implied market value studies  taxation, we consider limited reliance should be placed on

as they are direct evidence on the value of the results of these studies. This is because these studies
imputation credits to investors.'® If the value have a range of limitations, including that they do not

interpretation is adopted, gamma must be clearly measure the utilisation value to long term investors. 441
estimated with a market based approach.*®* o

We consider market value studies do not provide a post- A15

The Ausgrid Tribunal considered implied market ~ company pre-personal tax estimate of the utilisation rate

value studies are best placed to capture the unless they are corrected for the impact of differential
considerations investors make in determining personal taxation on capital gains and dividend income.
the utilisation rate (or the worth of imputation Without this adjustment they are inconsistent with the

credits to them).

We should exclusively rely on SFG's study,
which suggests a best estimate of 0.35 for the

192 Officer framework.

See response to 'We should rely more on estimates of the
utilisation rate from implied market value studies'.

We do not consider it appropriate to rely exclusively on
implied market value studies (or SFG's single dividend 4.4
drop off study). Even if we were to rely solely on SFG's

utilisation rate.** study, we consider it does not support a gamma of 0.25. 44.1
This is because the estimate of the utilisation rate requires
an adjustment for factors that suggest investors value a
dollar of dividends at less than one dollar.
The use of implied market value studies to
estimate the utilisation rate (and thus gamma) is  We disagree. See response under 'Conceptual A8.2
consistent with the approach to estimating other  framework'. A15

rate of return parameters.
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AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 286; United Energy, Submission on
AER preliminary determination - Submission on gamma, 26 April 2016; Australian Gas Networks, Attachment 11
Response to Draft Decision: Cost of Tax, January 2016, p. 13; ActewAGL, Appendix 5.01 Detailed response to rate of
return, gamma and inflation, January 2016, pp. 41, 46; AusNet Electricity Services, Revised Regulatory Proposal, January
2016, p. 7-85; United Energy, Response to AER Preliminary Determination Re: Rate of return and gamma, January 2016,
p. 86; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, pp. 364-365; Jemena Electricity Networks,
Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising costs, January 2016, pp. 92-93;
Powercor, Revised Regulatory Proposal 2016-2020, January 2016, pp. 358-359; APNT, Access Arrangement Revised
Proposal to Draft Decision, January 2016, p. 93; AusNet Transmission, Transmission Revenue Proposal Review 2017-
2022, Revised Revenue Proposal, 21 September 2016, p. 211.

Powerlink, Powerlink Queensland Revenue Proposal Appendix 9.02, 31 January 2016, p. 7.

United Energy, Submission on AER preliminary determination - Submission on gamma, 26 April 2016; Australian
Competition Tribunal, Application by Public Interest Advocacy Centre Ltd and Ausgrid [2016] ACompT 1, 26 February
2016, paras. 1096.

SFG, An appropriate regulatory estimate of gamma, 21 May 2014, paras. 17 and 20; Frontier Economics, An appropriate
regulatory estimate of gamma, June 2015, p. 33; Frontier Economics, Regulatory estimation of gamma report prepared for
Powerlink, January 2016, p. 10; Powerlink, Powerlink Queensland Revenue Proposal Appendix 9.02, 31 January 2016,

p. 7; AusNet Transmission, Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21
September 2016, pp. 209, 211-212.

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, p. 300; Australian Gas Networks,
Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, p. 13; ActewAGL, Appendix 5.01 Detailed
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Issue Summary of response Section

Under our conceptual approach to gamma, the
See response under 'Conceptual framework'.

appropriate adjustment to the results of SFG's 4.4.1
study results in a gamma of 0.3. However, this We disagree and consider the Handley/Lally adjustment is
adjustment is not necessary because our necessary. A.15
conceptual approach is incorrect.'%

Several of the limitations that we have identified

as applying to implied market value studies do We consider the key limitations that apply to implied A15

not apply to SFG's study, which has not been market value studies also apply to SFG's study.
assessed individually on its merits.**®

We consider that such an adjustment to the allowed return

on equity would not be appropriate. The post-company tax

and pre-personal tax required return on the equities

market is reflective of the face value of dividends paid in

the market, not a higher amount. We also note the equities

market sets equilibrium prices based on the expected

post-company pre-personal tax returns to shareholders

(post-tax dividends, post-tax capital gains and post-tax A15.3
imputation credits).

Instead of adjusting the estimate of the
utilisation rate (theta) to correct for the apparent
incorrect valuation of cash dividends, the
appropriate response is not to adjust the theta

estimate. Rather it is to adjust the allowed return
B 197
on equity. Lally considers that if dividend drop-off studies produce an

estimate of cash dividends of less than one, this implies
that shareholders do not value dividends as highly as
capital gain and this does not suggest that revenue should
be increased.'*®

response to rate of return, gamma and inflation, January 2016, p. 117; AusNet Electricity Services, Revised Regulatory
Proposal, January 2016, p. 7-85; United Energy, Response to AER Preliminary Determination Re: Rate of return and
gamma, January 2016, p. 87; CitiPower, Revised Regulatory Proposal 2016-2020; January 2016, p. 365; Jemena
Electricity Networks, Attachment 6-1 Rate of return, gamma, forecast inflation, and debt and equity raising costs, January
20186, p. 93; Powercor, Revised Regulatory Proposal 2016-2020, January 2016, p. 359; AusNet Transmission,
Transmission Revenue Proposal Review 2017-2022, Revised Revenue Proposal, 21 September 2016, p. 204.

Australian Gas Networks, Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 4, 13, 22;
ActewAGL, Appendix 5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 41,117,127
AusNet Electricity Services, Revised Regulatory Proposal, January 2016, pp. 7-86, 7-94; United Energy, Response to AER
Preliminary Determination Re: Rate of return and gamma, January 2016, pp. 87, 95; CitiPower, Revised Regulatory
Proposal 2016-2020; January 2016, pp. 365, 373; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma,
forecast inflation, and debt and equity raising costs, January 2016, pp. 94, 103; Powercor, Revised Regulatory Proposal
2016-2020, January 2016, pp. 359, 367.

AusNet Transmission, Transmission Revenue Review 2017-2022, October 2015, pp. 301, 303, 306; Australian Gas
Networks, Attachment 11 Response to Draft Decision: Cost of Tax, January 2016, pp. 13-14, 20; ActewAGL, Appendix
5.01 Detailed response to rate of return, gamma and inflation, January 2016, pp. 117-120, 125-12: AusNet Electricity
Services, Revised Regulatory Proposal, January 2016, pp. 7-86, 7-87, 7-93; United Energy, Response to AER Preliminary
Determination Re: Rate of return and gamma, January 2016, pp. 87, 88, 94; CitiPower, Revised Regulatory Proposal
2016-2020; January 2016, pp. 365-366, 372; Jemena Electricity Networks, Attachment 6-1 Rate of return, gamma,
forecast inflation, and debt and equity raising costs, January 2016, pp. 94-95, 102; Powercor, Revised Regulatory
Proposal 2016-2020, January 2016, pp. 359-360, 366.

Frontier Economics, An appropriate regulatory estimate of gamma, June 2015, pp. 37-38; Frontier Economics, Issues in
the estimation of gamma, September 2016, pp. 23-24.

M. Lally, Issues in the estimation of gamma, April 2017, pp. 21-22, 26.
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Issue Summary of response Section
Other

There is an inconsistency between the . . - - .
. Y We disagree. We discuss this in detail in section C.6 of
corporate income tax and the allowed rate of

Attachment 3.
return.**®

Source: AER analysis; service providers' initial and revised proposals; Tribunal decisions.

We have also received a number of submissions on gamma from consumer representatives.
These are summarised below:

o The CCP for the NSW electricity networks expressed a view that suggests we should
take into account the interrelationship with the corporate tax allowance when determining
the value of imputation credits.?®® We address this in section 4.3.4.

o The Public Interest Advocacy Centre (PIAC) submitted that the Australian Competition
Tribunal's decision in 2011 to rely on an estimate of the utilisation rate from the 2011
version of SFG's dividend drop off study should not be viewed as permanently
determinative.”®* We agree with these comments in light of the Tribunal's finding that:***

Further, the Tribunal notes that estimation of a parameter such as gamma [the value
of imputation credits] is necessarily, and desirably, an ongoing intellectual and
empirical endeavour. Its decision in these proceedings is based on the material
before it.

¢ PIAC also submitted that our draft decisions adequately set out the reasons for departing
from the value of imputation credits in the Guideline.?*®

e The Energy Markets Reform Forum (EMRF) submitted that our estimates of the
utilisation and distribution rates are lower (and, therefore more favourable to service
providers) than those relevant to a pure play energy network (which is the benchmark
efficient entity for setting the rate of return).?®* The EMRF also submitted that we should
consider actual industry practices when determining the value of imputation credits—for

199 HoustonKemp, A response to the Australian Energy Regulator Draft Decision on Australian Gas Networks AA2016

Revenue Reset, February 2016, p. 28.

CCP, Responding to NSW draft determinations and revised proposals from electricity distribution networks, February
2015, p. 49.

PIAC, Moving to a new paradigm: submission to the Australian Energy Regulator's NSW electricity distribution network
price determination, 8 August 2014, pp. 90-92; PIAC, A missed opportunity? Submission to the Australian Energy
Regulator’s draft determination for Ausgrid, Endeavour Energy and Essential Energy, 13 February 2015, p. 46.
Australian Competition Tribunal, Application by Energex Limited (Gamma) (No 5) [2011] ACompT 9, 12 May 2011, para.
45,

PIAC, A missed opportunity? Submission to the Australian Energy Regulator’s draft determination for Ausgrid, Endeavour
Energy and Essential Energy, 13 February 2015, pp. 19-20.

EMRF, NSW Electricity Distribution Revenue Reset, AER Draft Decision and revised proposals from Ausgrid, Endeavour
Energy and Essential Energy, A response, February 2015, pp. 31-32.
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example, the EMRF submitted that none of APA Group, Envestra Limited (pre-sale) or
JGN's parent company had balances in their franking accounts.?®® To clarify, we have
interpreted and estimated the value of imputation credits consistently with Officer's 1994
paper and related literature, such as Monkhouse. Under this literature, the utilisation rate
is a market-wide parameter and the distribution rate is a firm specific parameter. We
estimate the utilisation rate on a market-wide basis. Although the distribution rate is a
firm specific parameter, we estimate it on a market-wide basis also and our reasons for
doing so are set out in the Guideline.**®

The South Australian Council of Social Service (SACOSS) submitted, based on advice
received from the South Australian Centre for Economic Studies that evidence was
emerging for a value of imputation credits lower than the 0.5 in the Guideline.?*’
SACOSS supported a value of imputation credits of at least 0.4. In a subsequent
submission on the AER's preliminary decision for SA Power Networks, SACOSS
supported the AER's decision to use the lower estimate of gamma than in the rate of
return guideline, although noting its preferred estimate was for a gamma of 0.36.
However, given the AER is reporting gamma to one decimal place SACOSS
acknowledged that its preferred estimate of 0.36 concurs with the AER's estimate of 0.4
to one decimal place.”®®

The Energy Consumers Coalition of South Australia (ECCSA) considered that the
service providers (who had submitted regulatory proposals to us in 2014) submitted no
new evidence to change our conclusions in the Guideline regarding the value of
imputation credits.?*® We set out in this decision how and why we have departed from the
Guideline. In a subsequent submission on the AER's preliminary decision the ECCSA
submitted that 'the AER has moved to a conservative position on the issue of gamma to
the detriment of consumers' and it appeared 'the AER has based its assessment on
lower utilisation and distribution rates than would otherwise be the case for a pure play
energy network which is the benchmark entity for setting the WACC.**°

In a submission on our draft decision for Australian Gas Networks, the ECCSA consider
that imposing an assumption that the benchmark entity would frank its dividend to the
market average is a conservative assumption.?* The AER considers that the benchmark
selected to estimate gamma is appropriate. In section A.9.2 and section A.10.1, the AER
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EMRF, NSW gas distribution revenue reset, Draft decision by the Australian Energy Regulator on Jemena’s Gas Networks
Access Arrangement, A response, March 2015, p. 71.

AER, Better regulation: Explanatory Statement Rate of Return Guideline, December 2013, pp. 163-164.

SACOSS, Submission to Australian Energy Regulator on SA Power Networks’ 2015 — 2020 Regulatory Proposal, January
2015, p. 21.

SACOSS, Submission to Australian Energy Regulator on SA Power Networks’ 2015 — 2020 AER Preliminary Decision
June 2015, p. 5.

ECCSA, SA Electricity Distribution Revenue Reset, SA Power Networks' Application, A response, December 2014, pp.
80-81.

ECCSA, SA Electricity Distribution Revenue Reset, The AER preliminary decision, A response, June 2015, p. 42.

ECCSA, A response to the Australian Energy Regulator Draft Decision on Australian Gas Networks AA2016 Revenue
Reset, February 2016, p. 35.
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considers that benchmark should be assessed holistically. Further, the ECCSA stated
that it is inappropriate to reward offshore investors in energy networks by providing extra
revenue when they have made a conscious decision to invest even though they gain no
benefit from imputation.”* In response, the AER considers that gamma and the return on
equity are estimated on a consistent basis.

The Queensland Council of Social Service (QCOSS) submitted a 'more even-handed
and consistent approach’ would be a value of imputation credits of 0.5 as per the
Guideline.?*®* QCOSS had regard to a recent decision by the Queensland Competition
Authority for a value of 0.47. We set out in this decision why we consider 0.4 to be the
best estimate from within the range 0.3 to 0.5.

The Alliance of Electricity Consumers (the Alliance) employed a value of imputation
credits of 0.25 in its estimation of an efficient rate of return.?** However, the Alliance
provided no discussion or justification for the use of this estimate. Regardless, the
Alliance submitted that the appropriate rate of return was 3.76 per cent, which is less
than half the rate of return typically proposed by the service providers.

UnitingCare Australia supported our value for gamma, if a value for gamma is

necessary.?’®

The CCP for AusNet Service Transmission sees no clear reason for a further downward
departure from the guideline gamma estimate of 0.5.%*® Their view is that gamma should
be at least 0.5 because a higher gamma better meets the NEO and given the
imprecision around estimating this input in the revenue calculation.?” We agree that
estimating gamma is an imprecise exercise. However, we consider that a gamma
estimate of 0.4 meets the requirement of the NEO.

Tasmanian Counsel of Social Service (TasCOSS) believes that gamma should be set
consistently with the AER's rate of return guideline which was developed by the
independent regulator after broad consultation and consideration.?*® Further, the
Tasmanian Small Business Council has strong reservations about the AER's decision to
depart from its own guideline in moving its gamma estimate down to 0.4 from the 0.5
value it originally set.”*® However, the AER considers there is persuasive evidence to
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ECCSA, A response to the Australian Energy Regulator Draft Decision on Australian Gas Networks AA2016 Revenue
Reset, February 2016, p. 35.

QCOSS, Understanding the long term interests of electricity customers, Submission to the AER’s Queensland electricity
distribution determination 2015-2020, 30 January 2015, p. 81.

Alliance of Electricity Consumers, Submission on Ergon Energy’s Regulatory Proposal 2015--2020, 30 January 2015,
p. 24.

Uniting Care Australia, Submission to the Australian Energy Regulator -Response to Electricity Distribution Business
Revised Regulatory Proposal from 2015-20 from SA Power Networks, and AER Preliminary Determination, July 2015,
p. 29.

CCP, Transmission for the Generators, February 2016, pp. 6, 43.

CCP, Transmission for the Generators, February 2016, p. 43.

TasCOSS, Submission on the AER issues paper regarding TasNetworks regulatory proposal, April 2016, p. 2.
Tasmanian Small Business Council, Submission on TasNetwork's regulatory proposal, May 2016, p. 36.
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move away from the 0.5 gamma estimate in the rate of return guideline, as set out in this
chapter. The AER considers that a gamma of 0.4 is currently appropriate.

The CCP4 for TasNetworks considered the AER guideline should be applied in respect
to gamma, especially as gamma only has value where there are shareholders subject to
the Commonwealth tax on business profits. For regulated businesses that are
government owned and not subject to this tax, setting gamma at a level lower than unity
merely increases the revenue to these businesses with little legitimate basis and
therefore this is an unnecessary cost that is being transferred to consumers.? In its
submission on the AER draft decision and TasNetworks revised proposal, the CCP4 for
TasNetworks continues to hold this view.?* The AER does not agree and considers
there should a single benchmark for the rate of return for the reasons set out in
Attachment 3 to this decision. The requirement to estimate gamma consistently with the
rate of return means gamma should be determined based on the same single
benchmark.

The CCP for AusNet Services' Transmission considers there is no correct value for
gamma and there is considerable imprecision around estimating it. The CCP for AusNet
Services' Transmission considers the AER's approach is more robust than the
methodology sought by the regulated businesses and that the AER should not buy into
technical arguments from the regulated businesses that contain many debateable
assumptions.?”? We agree that gamma is a parameter that is imprecise to measure. We
have assessed the regulated businesses submissions and overall consider a gamma
estimate of 0.4 still remains appropriate.

The CCP4 (Headberry) for TasNetworks considers that the AER's gamma estimate is
conservative and it should be reassessed in the next guideline review in the next 2
years. Given this, the current guideline estimate should apply to TasNetworks.?* We do
not agree as we have moved away from the guidelines gamma estimate of 0.5.
Reassessing the evidence before us since the guideline review, we consider a gamma
estimate of 0.4 is appropriate.

The Tasmanian Small Business Council supports the AER's gamma estimate of 0.4, and
notes that this value has been set with extensive and wide ranging consultation. It
believes the 0.4 gamma value should stand unless it is overturned by the eventual
outcome of the appeals process.??* The CCP4 (Headberry) for Powerlink notes that
despite the SAPN Tribunal upholding the 0.4 gamma estimate, Powerlink expresses a
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CCP sub panel 4, Submission on TasNetworks' regulatory proposal, May 2016, pp. 44-45.

CCP sub panel 4, Submission on TasNetworks' revised proposal and AER's draft decision, December 2016, pp. 30-31.
CCP, Transmission for the Generators Il, September 2016, pp. 6, 43; CCP, Transmission for the Generators Ill,

October 2016, p. 13.

Consumer Challenge Panel Sub Panel 4 (David Headberry), Response to the AER's Draft Decision and Revised Proposal
to Tasmania's electricity distribution network service provider for a revenue reset for the 2017-19 regulatory period, 25
November 2016, p. 28.

Tasmanian Small Business Council, Submission: TasNetworks Distribution - Draft Regulatory and Tariff Structure
Statement Determination, November 2016, p. 9.
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desire to benefit from a lower gamma estimate if this is the result of the Full Federal
Court.?*® At the time we released this final decision, the outcome of both Full Federal
Court decisions was unknown. As a result, we have been unable to incorporate the Full
Federal Court's decision in this final decision. Further, we consider it is inappropriate to
adjust the total revenue for the service providers within the access arrangement (either
via cost pass through or x-factor mechanism) for the outcome of the Full Federal Court
decision on gamma.

25 Consumer Challenge Panel sub Panel 4 (CCP4), Response to the AER Draft decision and Revised Proposal to

Powerlink's electricity transmission network for a revenue reset for the 2017-2019 regulatory period, 19 December 2016,
p. 3.
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A Value of imputation credits: Detailed analysis

In attachment 4, we set out our decision on the value of imputation credits (gamma)—which
is to adopt a value of 0.4—and our key reasons for that view. We also indicated the position
submitted to us by the service providers and briefly set out our consideration of that position.
In this appendix, we set out further supporting material for our decision on the value of
imputation credits. We also respond in more detail to the position submitted to us by the
service providers.

In its revised proposal,?*® Powerlink adopted a value of 0.4 for gamma consistent with recent
AER regulatory determinations. This is consistent with our Guideline based approach to
estimating gamma as reflected in our decisions released in 2014 (November) and 2015
(April and June). We also adopted our Guideline based approached in decisions released in
2015 (October and November) and 2016 (May and July). Throughout this document we refer
to our decisions released from Nov 2014 to July 2016 as our recent decisions.

In its revised proposal, Powerlink considers that the AER should apply any changes to its
approach to estimate the value of imputation credits resulting from a decision of the Federal
Court to Powerlink's 2018-22 regulatory period.??” This is consistent with Powerlink's
revenue proposal submitted in 2016.%%®

Consistent with our recent 2016 decisions, in this final decision we have adopted a value of
0.4 for gamma. We remain of the view 0.4 is appropriate having given careful consideration
to all the material before us.

This appendix is structured under the following headings:

e expert views on the value of imputation credits

¢ the value of imputation credits used by other regulators

e previous Australian Competition Tribunal (Tribunal) considerations

e key concerns of the service providers

o the role of the value of imputation credits in the regulatory framework

¢ the conceptual framework for the value of imputation credits

e Professor Stephen Gray's (Gray's) comments on the conceptual framework
o further issues relating to the utilisation rate

e estimation approach considerations
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Powerlink, Revised Revenue Proposal, 1 December 2016, pp. 10-11.
Powerlink, Revised Revenue Proposal, 1 December 2016, p. 11.
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e estimating the distribution rate

o application of rate of return criteria to evidence on the utilisation rate
e the equity ownership approach

e tax statistics

¢ the difference between equity ownership approach and tax statistics
e implied market value studies

¢ revised consideration of the conceptual goalposts approach.

A.1  Expert views on the value of imputation credits

We, other regulators, service providers and consumer representatives have commissioned
expert advice on the value of imputation credits from a range of experts in the context of a
number of regulatory processes. These expert reports demonstrate that there is no
consensus among experts on either the value of imputation credits (particularly for the
utilisation rate parameter), nor on the techniques to estimate it. Table 4-6 summarises recent
expert advice of which we are aware. We have considered the advice from each of these
experts in forming our position on the value of imputation credits. For this decision we have
considered the new expert report submitted by several service providers in January 2016
and September 2016.?%° We have also commissioned expert advice from Lally.?° We
consider the new expert reports do not provide new evidence to justify a departure from the
position we adopted in the decisions we released in 2016.

Table 4-6  Summary of expert views on the value of imputation credits

Distribution rate Utilisation rate Value of imputation credits

At least 0.83 using the financial At least 0.6, using the all equity

22'1'3;)(223?16"" statements of 20 largest ASX- estimate of local equity At least 0.5
listed companies ownership
1.0, based on assumption that
Loty e 0.84 using the financial all ir:jvestors in the Officer CAPM  0.84
) are domestic investors
2013b, 2014)°> statements of .20 largest ASX- 0.45 to 0.59 using second
listed companies 0.54 to 0.7, using equity preference utilisation rate

ownership as second preference

2 Frontier, The appropriate use of tax statistics when estimating gamma, January 2016; Frontier, Regulatory estimation of

gamma report prepared form Powerlink, January 2016; Frontier Economics, Regulatory An updated dividend drop-off
estimate of theta, September 2016 and Frontier Economics, Issues in the estimation of gamma, September 2016.
%0 M. Lally, Gamma and the ACT Decision, May 2016.
%L M. Lally, Gamma and the ACT Decision, May 2016, p. 6; M. Lally, Issues in the estimation of gamma, April 2017, pp. 27,
29.
M. Lally, The estimation of gamma, 23 November 2013; M. Lally, Estimating gamma, 25 November 2013; M. Lally, Review
of submissions to the QCA on the MRP, risk-free rate and gamma, 12 March 2014.
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Distribution rate

Utilisation rate

Value of imputation credits

McKenzie and
Partington
(2013)**

Handley (2014)**

SACES (2015)**

CEG (2014)%°

Gray (for SFG)
(2015)%

Gray (for Frontier)
(2015, 2016)*®

0.7, using cumulative payout
ratio approach over all equity

0.8, using cumulative payout
ratio approach over only listed

equity

0.8, using cumulative payout
ratio approach over only listed
equity

0.7, using cumulative payout
ratio approach over all equity

0.7, using cumulative payout
ratio approach over all equity

0.7, using cumulative payout
ratio approach over all equity, or
alternatively using an estimate of
the payout ratio for listed equity
excluding the 20 largest firms.

None recommended, although
estimates considered included
0.7 from AER draft rate of return
Guideline approach, 0.53 from
average of implied market value
studies and 0.83 from average of
McKenzie and Partington's
implied market value studies

0.5 to 0.6, with regard to (in
order of importance) equity
ownership approach, tax
statistics and dividend drop off
studies

0.45, using the average of the
estimate from tax statistics
(0.43) and the refined domestic
ownership share of only listed
equity (0.46)

0.35, based on SFG's dividend
drop off study

0.35, based on SFG's dividend
drop off study

0.35, based on SFG's dividend
drop off study

Evidence not compelling enough
to depart from 0.5

0.4t0 0.5

0.36

0.25

0.25

0.25

Source:

In summary:

As specified in table.

o A distribution rate of 0.7 estimated using the cumulative payout ratio approach is most
commonly accepted. We describe this approach in section A.10.2. However, Handley
considers that this approach should be applied to only listed equity, and this produces a
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M. McKenzie and G. Partington, Report to the Queensland Resources Council: Review of Aurizon Network’s draft access
undertaking, 5 October 2013.

J. Handley, Report prepared for the Australian Energy Regulator: Advice on the value of imputation credits, 29 September
2014.

SA Centre for Economic Studies (2015), Independent estimate of the WACC for SA Power Networks 2015 to 2020: Report
commissioned by the SA Council of Social Services, January 2015.

CEG, WACC estimates: A report for NSW DNSPs, May 2014.

SFG, Estimating gamma for regulatory purposes, February 2015 and Frontier Economics, Regulatory estimation of
gamma report prepared for Powerlink, January 2016, p. 10.

Frontier Economics, An appropriate regulatory estimate of gamma, June 2015 and Frontier, The appropriate use of tax
statistics when estimating gamma, January 2016; Frontier Economics, Regulatory An updated dividend drop-off estimate
of theta, September 2016 and Frontier Economics, Issues in the estimation of gamma, September 2016.
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higher estimate of the distribution rate. The South Australian Centre for Economic
Studies (SACES) accepts Handley's approach. Lally considers there is no necessity to
combine estimates of the distribution rate and utilisation rate from the same dataset and
good reason not for not doing so0.?** However, we note given Lally's advice our approach
appears to lead to a conservative gamma estimate (in favour of the service provider), as
Lally considered that only listed firms should be used to determine the distribution rate
and all equity firms should be used to estimate the utilisation value which results in a
gamma estimate of 0.5. Lally considers the best estimate of the distribution rate for a
benchmark efficient entity is 0.83, calculated using the financial statements of the 20
largest ASX-listed companies.

e There is no widely accepted utilisation rate or method for estimating it. The
recommended values for the utilisation rate range from 0.35 to 1.0.

e Only CEG, SFG, and Gray (for SFG and Frontier), rely exclusively on the SFG dividend
drop off study when estimating the utilisation rate. Handley and McKenzie and Partington
rely on a range of evidence. SACES gives equal weight to the equity ownership
approach and tax statistics. Lally prefers a conceptual approach, but his second
preference is the equity ownership approach.

e As aresult of the differing approaches, particularly to the utilisation rate, the range of
estimates of the value of imputation credits is 0.25 to 0.83.

Conceptually, the value of imputation credits must be between 0 and 1. Accordingly, the
range of recommended estimates from 0.25 to 0.83, which spans most of the possible range
for the value of imputation credits, highlights the lack of consensus among experts. Our final
decision value of imputation credits of 0.4 sits in the lower half of the range recommended by
experts, which is more favourable to service providers.

A.2  The value of imputation credits used by other
regulators

Australian regulators have applied a wide range of approaches to estimate the value of
imputation credits, resulting in varied outcomes. Table 4-7 summarises some recent
regulatory decisions on the value of imputation credits. While these decisions have not
directly informed our position on the value of imputation credits, they indicate that there is no
conceptual or practical consensus amongst Australian regulators.

29 M. Lally, Issues in the estimation of gamma, April 2017, p. 13.
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Table 4-7 Australian regulators' approaches to the value of imputation
credits

Value of imputation

Regulator Form of adoption Distribution rate Utilisation rate

Sydney Desalination

0.7, using cumulative

0.35, using 2011

credits

IPART? Plant Review of Prices 2017 ayout ratio approach version of SFG 0.25
pay PP dividend drop off study
21 Melbourne Water
ESC 2016-17 2016 N/A N/A 0.5
0.84, using Lally's
Dalrymple Bay Coal dotn sounce diecty - on the domestc
QCA*? Terminal access 2016 cty ; 0.47
undertakin from companies ownership share of
9 financial statements listed equity
in their annual reports
0.35 to 0.69, most
Proposed Revisions to weight placed on the
the Access equity ownership
ERAZS Arrangement for the 2016 0.710 0.8 approac.h.wh.lch 04
Dampier to Bunbury supports a utilisation
National Gas Pipeline rate of 0.47 to 0.59 and
2016-30, final decision gamma estimate of
0.38t0 0.41
Australian Postal 0.4, set for consistency
ACCC** Corporation 2015 2015 N/A N/A with previous ACCC
Price Notification and AER decisions
Source:  As specified in table.

Conceptually, the value of imputation credits must be between 0 and 1. The range of values
adopted by Australian regulators is from 0.25 to 0.5. This range is narrower than the range of
estimates recommended by experts (from 0.25 to 0.84), but it is still quite wide. This
highlights the lack of consensus among regulators on the value of imputation credits. Given
the lack of consensus among experts, this is perhaps not surprising. Our final decision value
of imputation credits of 0.4 sits within the range adopted by regulators.

2% Independent Pricing and Regulatory Tribunal, Sydney Desalination Plant Review of prices from 1 July 2017 to June

2022—Draft Report decision, March 2017, p. 94. Note IPART completed a major review of WACC in 2013 (see:
Independent Pricing and Regulatory Tribunal, Review of WACC methodology-Final Report, December 2013, p. 17).
Essential Services Commission, Melbourne Water price Review 2016-Final decision, June 2016, p. 53.

Queensland Competition Authority, DBCT Management's 2015 draft access undertaking - Final decision, November 2016,
pp. 107-121, 123, 155.

Economic Regulation Authority, Appendix 5 - Gamma: Proposed Revisions to the Access Arrangement for the Dampier to
Bunbury Natural Gas pipeline 2016-2020, Final decision, 30 June 2016, p. 48.
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A.3  Previous Australian Competition Tribunal
considerations

The Australian Competition Tribunal has considered in detail the value of imputation credits
(gamma) in five proceedings since 2010, relating to applications by:

e SA Power Networks

o ActewAGL Distribution, Ausgrid, Endeavour Energy, Essential Energy and Jemena Gas
Networks

e Energex Limited
o DBNGP (WA) Transmission Pty Ltd, and
o WA Gas Networks Pty Ltd.

The Tribunal's comments in each case referred to the lack of expert consensus regarding
the value of imputation credits and the scope that existed for future assessments of the
evidence. We discuss these comments further in the sections below.

A.3.1 SA Power Networks

In October 2015 we released our final decisions for SA Power Networks, where we adopted
a gamma estimate of 0.4. The SAPN Tribunal upheld the AER's decision. In reaching its
position, the SAPN Tribunal expressed views on the important factors in its decision. The
SAPN Tribunal's views are summarised in table 4-9 below.
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Table 4-8 Australian Competition Tribunal's observations on imputation credits in SA Power Networks matter

Issue Tribunal comments

Transaction costs

Equity ownership approach

Time value of money: the Tribunal considered that it might hold for some investors, but would appear to imply logically that such investors will also discount the tax
costs associated with any taxes yet to be paid on dividends.?® In any case, the Tribunal considered that the relatively short time lags and the current low discount
rates would suggest the time value of money effect is likely to be small. *

45 day rule: the Tribunal considered that the evidence presented to it about the reliability of tax statistics suggested the materiality of this point is hard to judge. 2*’

Portfolio effects: the Tribunal considered that there is a well-documented “home-bias” in investor portfolios (found internationally generally regardless of tax systems),
implying incomplete diversification benefits, the extent to which this is an additional factor of significant materiality is unclear.®

Personal costs: the Tribunal is of the view that while some investors do experience investor level (personal) costs in dealing in equities, these can vary substantially
across investor groups. It is thus not clear what effect such costs will have on equity market prices or on the need to adjust estimates for implied values of franking
credits drawn from shareholder distribution or tax statistics.?*°

The equity ownership approach does not produce an upper bound if it is believed that stock prices are determined by some marginal investor.”® Even if the average
investor perspective is taken, there may be other relevant factors, not adequately captured in theoretical models, which preclude an interpretation as an upper
bound.?*

While the Tribunal recognises the need for analysis of historical data to reduce uncertainty surrounding current figures, it would expect that sound reasons would be
provided for using figures significantly different from the current value given that current value is close to the historical average.?*

The Tribunal does not find that the AER erred or that its decision was unreasonable in considering historical data on domestic equity ownership shares for both listed
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249
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Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 175.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 175.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 176.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 177.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 177.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 186.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 186.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 188.
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Issue Tribunal comments

and all companies.

The Tribunal considered that if a marginal price-setting investor perspective is taken, the average utilisation rate implies nothing about valuation by a marginal
investor. However, if an average investor perspective is taken, the redemption rate figure from tax statistics is not an upper bound for the utilisation rate, but rather a

. - 254
Tax statistic estimates noisy estimate.

In regards to whether redemption rates reflect the value of imputation credits to investors, the Tribunal has noted that experts are dividend on the issue and had found
no reason to accept that the interpretation by the AER is incorrect.”®®

The Tribunal is of the view that while dividend drop-off studies may convey some information about tax parameters and valuation of their consequences for the set(s)
of investors determining stock prices around the ex-div date, there are too many other confounding factors to place sole, or even, major weight on such studies for the
estimation of the value of franking credits in the context of the PTRM.*®

However, the fundamental issue is whether valid tax related valuation parameters can be reliably inferred from such statistical results. Because of the weight of expert
The conceptual basis for evidence questioning that such inferences can be reliably drawn, and the AER reliance on that evidence in forming a judgement, the Tribunal does not believe it
dividend drop off studies needs to address those other criticisms. The uncertainty associated with drawing conclusions about the value of imputation credits from any existing drop-off study

(no matter how well specified and conducted) was sufficient for the AER to make a judgement to accord limited weight to this type of evidence. Consequently, the

Tribunal does not agree that the AER erred or was unreasonable in placing less weight on dividend drop-off studies in the estimation of the value of gamma.*’

The Tribunal also questions whether the existence of the 45-day rule (which voids imputation credits from short-term trading around the ex-div date) impedes the
ability of dividend drop-off studies to inform on the value of imputation credits.**®

The Tribunal considers that different theoretical models, all of which are simplifications of reality, with different strengths and weaknesses, and with different degrees
of support among experts, may suggest differing approaches. Judgement about the weight to be given to alternative approaches would then be required, with
resulting consequences for judgements about the subsequent issues.?*®

Weighting different
approaches

%3 Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 190.

Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 193.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 195.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 170.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 171.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 176.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 138.
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Issue Tribunal comments

The Tribunal is of the view that the AER did not err, nor was unreasonable, in giving most weight to the “utilisation” approach. It considered the range of alternative
approaches, recognised the diversity of views of experts on their merits (both theoretical and empirical), and made a judgement call. In doing so, it demonstrated
responsiveness to the empirical evidence in lowering its estimate of gamma from 0.5 as proposed in its ROR Guidelines to a value of 0.4.%°

In the face of significant uncertainty, the approach by the AER of considering a range of approaches to estimating gamma and applying different weights to those
approaches is, the Tribunal believes, appropriate. It is clear that some experts would apply different weights to the alternative types of evidence, and that some
support the AER’s relative ranking while others disagree. In particular, some would accord much higher weight to results of dividend drop-off studies. The Tribunal has
noted the arguments about the problems of deriving reliable tax-related parameters such as investor valuation of imputation credits from drop-off parameters, and is of
the view that the AER did not err in forming the judgement it did regarding weight to give to different forms of evidence.?®

There is no compelling reason which has been advanced to believe that the “average” unlisted company is any better or worse than the “average” listed company as a
proxy for the BEE. Consequently the Tribunal does not believe that the AER made an error or was unreasonable or incorrectly exercised its discretion in considering

Listed equity vs. all equity estimates of distribution rates for listed entities.?
measures
The Tribunal is willing to accept that there might be different proxies better suited to estimation of different characteristics of the hypothetical BEE. Nevertheless, the

Tribunal has not been presented with convincing evidence that the listed equity data should not have been considered by the AER.**®

The marginal investor is not the same as the average investor. The proportion of tax credits used in aggregate (i.e. the average utilisation) provides no information
about the value of tax credits to the marginal investor. Hence, contrary to the arguments advanced, the usage of tax credits is not an upper bound on the market value

Marginal investor vs. of tax credits — if that is set by some “marginal investor”.?*

average investor
Alternatively, if the market value is set by some “average” investor, an estimate for the average investor of the tax payment consequences of imputation credits

distributed has relevance. As argued by SAPN, the value estimated in this way may be an upper bound due to a number of value-reducing factors.?®®

The need to re-evaluate This Tribunal determined that despite the AER seeking a review of the Ausgrid Tribunal decision to the Full Federal Court, it was appropriate for it to hear the SAPN
gamma review rather than leave the matter to be determined conditional on the outcome of the hearing of the Full Court of the Federal Court. The Tribunal has a legislative

%0 Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 159.

Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 196.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 184.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 184.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 146.
Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 146.
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Tribunal comments

responsibility to hear and determine the review (within a statutorily delineated period of time), and should proceed accordingly.”™

The function of the Tribunal is a reviewer of decisions, and is not a primary decision-maker. The Tribunal has a responsibility to determine individual cases based
upon the evidence and arguments put before it. 2*”

The Tribunal recognises that this decision is the converse of that made by a differently constituted Tribunal in the Ausgrid case. The reason for this difference is
twofold. First, submissions in this hearing gave greater attention to the theoretical underpinnings of the PTRM and “vanilla WACC” framework. Secondly, this Tribunal
is of the view that the dividend drop-off evidence should be viewed in the context of the theoretical model underpinning it, and that there are significant uncertainties
associated with extracting reliable evidence about tax-related parameters (such as gamma) from such studies.”®®

Source:  As specified in table.

%% Australian Competition Tribunal, Application by SA Power Networks [2016] ACompT 11, 28 October 2016, para. 110.

Australian Competition Tribunal, Application by SA Po