Expert report on risk and return on equity 

The AER requires advice from the consultant on the rate of return that achieves the National Gas and Electricity Objectives, the revenue and pricing principles and the Allowed Rate of Return Objective (details provided below). 
In providing its advice, the consultant should have regard to:

· The likelihood that the rate of return on equity is to be applied as part of a binding rate of return guideline (details provided below)

· The revenue and pricing principles in National Electricity Law and National Gas Law (details provided below)

· A range of relevant material including:

· the current 2013 Guideline, 
· issues/discussion papers and submissions published as part of our 2018 review of our Guideline,
· the concurrent expert evidence sessions,
· previous expert advice provided to the AER, 

· expert reports commissioned by regulated energy businesses and any other stakeholders and submitted to the AER during past regulatory determination processes,
· previous and current regulatory proposal from regulated energy businesses.
The consultant may comment on their assumptions, methodological choices and findings in their advice. 
While specific questions are asked below, the consultants may comment on any issue they consider relevant to risk, the return on equity and overall rate of return for the benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services. 
The consultant/s may also wish to respond to any criticisms levelled against positions/findings in previous advice to the AER. 

Risk

1. What is the systematic risk and overall riskiness of a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services?

a. Consider and explain how the regulatory framework
 affects (cashflow/revenue) risk for a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services? Explain if there would be any effect on the return on equity.
2. The Expert Joint Report concluded that the true systematic risk is likely to be stable over time for a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services over time.
 Please explain if you agree with this statement and if correct what this implies for the estimation of equity beta. 
3. The Expert Joint Report noted that experts agreed that technological risk does not need to be considered separately in estimating equity beta.
 Explain if technology risk should be reflected in the rate of return and return on equity for a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services? 
4. In the expert evidence sessions, experts largely agreed that systematic risk should be compensated through the rate of return and non-systematic risks compensated via the expected cashflows. However, there was discussion on how potentially catastrophic risk such as natural disasters should be compensated. Taking into account both the nature of this risk and clauses in the regulatory framework that allow certain expenditures to be re-opened and events/costs to be passed to the user,
 please consider and explain if this risk should be compensated through the rate of return.
5. In the Expert Joint Report, Mr David Johnstone challenged the standard Sharpe-Lintner CAPM approach for estimating the required rate of return which references the degree of systematic risk (captured in the equity beta parameter).
 With regard to this please explain:

a. If the Sharpe-Lintner CAPM framework (via the equity beta parameter) is appropriate for reflecting and compensating for the systematic risk of a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services? 

b. If non market-based data (for example, annual report information) can be used to estimate systematic risk and if this be consistent the Sharpe-Lintner CAPM and preferable to the use of market based data for estimating equity beta?

Equity beta

6. Please explain your view on the best estimate of an equity beta to be applied in a Sharpe-Lintner CAPM for a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services, including your view on the AER’s: 

a. Previously applied methods of empirical estimation of equity beta from listed Australian energy network businesses

b. Empirical estimation of industry/sector betas for various Australian sectors/industries

c. Role provided to the Black CAPM in the AER’s 2013 rate of return guideline. Please also explain if the AER should have regard to the theory of the Black CAPM (and the associated possibility of market imperfections) as it did in its April 2015 and subsequent regulatory determinations when selecting a point estimate for the equity beta.
7. Some experts observed that the estimates for the 3 remaining firms have increased since 2013 in the Joint Expert Report.
 Please explain what factors would contribute to observations of increasing equity beta (for example, economic environment, changes in interest rates, etc)? Explain if these observations are likely to reflect a genuine change in the underlying systematic risk of a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services. 
8. Utilities and other low beta stocks are sometimes called bond proxies. 

a. Consider and explain if the AER’s comparator firms can be classified as bond proxies 

b. Explain if and how does the interest rate environment to date, and a changing interest rate environment, affect the movement and return of bond proxies relative to the market index and each other?

c. If there is an interest rate effect, would this change the fundamental/underlying systematic risk of a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services?

Comparators

9. In the Expert Joint Report, experts discussed comparators used for estimating the equity beta. Please comment on the suitability of the AER’s current comparator set for estimating equity beta for a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services, including:
a. Explain if the companies in the AER’s comparator set (particularly the 3 remaining firms) were at cyclically low points in Henry’s 2014 study.

b. Explain the suitability of expanding the comparator set by including overseas energy networks and other Australian infrastructure firms and considerations required if these firms are used as comparators.
c. Explain if information from de-listed firms should be included in the comparator set.
d. Consider and explain if the 3 still-listed firms (APA, AST and SKI) remain appropriate for informing the equity beta of a benchmark efficient entity with a similar degree of risk as that which applies to the service provider in respect of the provision of regulated energy network services given differences in each firm’s revenue from, and level of involvement in, regulated network services.

Black CAPM and low beta bias
10. In the Expert Joint Report, some experts espoused adjusting the equity beta to reflect low beta bias.
 In the second concurrent expert evidence session, Mr Ilan Sadeh also stated that the rate of return set by the AER reflects return on the RAB and investors would want an alpha for the extra risks investors take on that is reflected in things such as opex allowance.
 He also noted that network businesses would earn a return higher than the AER’s rate of return allowance due to outperformance on opex allowance. Having regard to these statements, please explain:

a. What you understand to be low beta bias

b. If the AER should have regard to the Black CAPM and/or low beta bias when estimating the return on equity and equity beta. 
11. Mr Stephen Satchell stated that a lot of the low beta bias can be explained by historical interest rate movement.
 Please explain how (historical) interest rate movements may explain the low beta bias.
Market Risk Premium

12. Explain what should be considered a suitable range of long term dividend growth rates by the AER for use in the Dividend Growth Model. Could the monthly 10 year CGS yield be considered a suitable growth rate, as shown in work by Damodaran and Fenebris?

13. Is the Dividend Growth Model a precise enough model to directly inform the AER’s estimate of MRP for a forward looking rate of return?

14. In the second concurrent expert evidence session Professor Stephen Gray and Mr Simon Wheatley claimed that to be consistent with the AER’s Post Tax Revenue Model (PTRM) the AER must only consider arithmetic averages of single year historical returns, with no consideration to the geometric averages or different return periods. Please explain if you agree with these statements.

15. Consider and explain if evidence exists to support the use of the Wright Approach, and its underlying theory of a one-to-one inverse relationship between the risk free rate and the MRP, in the Australian market. 

� For example:


Provisions are in place to allow for reopening capital expenditure decisions for certain events (NER 6.6.5, 6A.7.1) once a regulatory decision has commenced. 


Cost pass-through mechanisms (NER 6.6.1, 6A.7.2–6A.7.3; NGR 97(1)(c)) are in place so businesses may apply to pass certain risks/costs to relevant users. This may include but would not be limited to insurance cap, insecure credit risk, retailer insolvency, natural disasters and terrorism events. For example see: AER, Final decision CitiPower distribution determinations 2016 to 2020 Attachment 15–Pass through events, May 2016, pp. 6–8.


Revenue caps and expected demand based cost allowance mitigate demand risks. 


There is no stranding risk as RAB cannot be optimised.


No inflation risk as inflation risk is carried by consumers via the CPI-X mechanism.


� AER, Expert Joint Report, 21 April 2018, p. 51.


� AER, Expert Joint Report, 21 April 2018, p. 43.


� For example:


Provisions are in place to allow for reopening capital expenditure decisions for certain events (NER 6.6.5, 6A.7.1) once a regulatory decision has commenced. 


Cost pass-through mechanisms (NER 6.6.1, 6A.7.2–6A.7.3; NGR 97(1)(c)) are in place so businesses may apply to pass certain risks/costs to relevant users. This may include but would not be limited to insurance cap, insecure credit risk, retailer insolvency, natural disasters and terrorism events. For example see: AER, Final decision CitiPower distribution determinations 2016 to 2020 Attachment 15–Pass through events, May 2016, pp. 6–8.


Revenue caps and expected demand based cost allowance mitigate demand risks. 


� AER, Expert Joint Report, 21 April 2018, p. 22 & 39.


� 	AER, Expert Joint Report, 21 April 2018, p. 52.


� For example: over 90 per cent of APA’s revenue is unregulated see: APA, Annual report 2017, p. 16. For AST, close to 90 per cent of its revenue is regulated, see: AST, Annual report 2017, pp. 34–35.


� AER, Expert Joint Report, 21 April 2018, p. 53. 


� AER, Expert evidence session 2 – Unproofed transcript, 5 April 2018, p. 46.


� AER, Expert evidence session 2 – Unproofed transcript, 5 April 2018, p. 46.





