PO Box 7182, Cloisters Square
Western Australia 6850

Tel: +61 8 61 63 5400

14 June 2018 www.atco.com.au

Ms Nicola Cusworth

Chair, Economic Regulation Authority
Level 4, Albert Facey House

469 Wellington Street

PERTH WA 6000

Dear Ms Cusworth
RE:  Draft decision — Proposed revisions to Western Power’s Fourth Access Arrangement (AA4)

Thank you for the opportunity to comment on the Draft Decision on Proposed Revisions to the
Access Arrangement for the Western Power Network published on 2 May 2018 (Draft Western
Power Decision). This letter outlines a submission from ATCO Australia (ATCO).

Overarching comments

ATCO makes the following overarching comments in relation to the Economic Regulation Authority’s
(ERA) Draft Western Power Decision. The attached submission elaborates on these observations.

e ATCO supports a price smoothing approach that ensures energy consumers receive efficient
price signals in Western Power’s next regulatory control period (AA4), and reduces the
likelihood of further distortions, or ‘price shocks’, in subsequent regulatory control periods.
This approach would be similar to Option 3 in Attachment 10.8 of Western Power’s initial
submission to the ERA.

e ATCO supports the retention of the D-factor as a way of helping to deal with future
uncertainties and addresses the possible perverse incentives in Western Power’s regulatory
framework to defer investing in innovative new technologies that are in the long-term
interests of customers.

e The proposed reduction in Western Power’s market risk premium, relative to other recent
decisions for regulated businesses by the ERA, is an area of concern for ATCO. This is
especially relevant in a global market for capital where new investment opportunities must
compete for investor and financial backing. In the absence of any new evidence that would
point to either down-weighting the DGM evidence, or abandoning the Wright estimate,
ATCO proposes the ERA:

o 1) give equal weight to the DGM and historical evidence when deriving its final point
estimate of the MRP; and

o 2)give equal weight to the Ibbotson and Wright estimates when deriving its final
point estimate of the historical MRP estimate.

e ATCO supports adopting ATO tax statistics as the best, and most direct, estimate of an upper-
bound for a ‘utilisation” gamma.
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e ATCO supports the unbundling of Western Power's metering services on the basis that it will
lay the foundation for greater competition in metering and energy information services, and
deliver value for consumers by stimulating the development of new and innovative energy
information and management services,

About ATCO

ATCO is a customer-focussed company that develops, builds, owns and operates a range of energy
infrastructure assets, supporting residential, business and commercial consumers across Australia.
ATCO Australia:

e Owns and maintains the largest gas distribution network in Western Australia, with over
750,000 connections across 14,000kms of natural pipelines and associated infrastructure.

e Also owns and maintains two non-regulated gas distribution networks in Albany and
Kalgoorlie.

e Owns and operates two power generation facilities in Australia (a joint-owned facility in
Adelaide and a wholly-owned facility in Karratha) with a combined capacity of 266 MW; and

e Manufactures and delivers modular building solutions to a diverse group of customers.

ATCO'’s Australian operations are part of the worldwide ATCO Group with approximately 7,000
employees and assets of $22 billion. ATCO is engaged in pipelines and liquids (natural gas
transmission, distribution and infrastructure development, energy storage, and industrial water
solutions); electricity (electricity generation, transmission, and distribution); retail energy; and
structures and logistics,

If you have any questions or would like to discuss any of these issues further please contact me or
Amy Stanley, General Manager Human Resources & Corporate Affairs.

1.D Patcidk Creaghan
Managing Director & Chief Operating Officer

Attachment 1: ATCO Australia submission (including Appendix A and B)
Appendix A: Treatment of DGM evidence
Appendix B: Frontier Economics, The 'utilisation’ estimate of gamma, May 2018



Attachment 1: ATCO Australia Submission

ATCO Australia Submission on the Economic Regulation Authority’s Draft Western Power Decision

This information in this attachment elaborates on the overarching comments highlighted in the
covering letter. As such, it provides comments on:

e revenue and the ‘price path’

e the D-factor

e rate of return, specifically the Market Risk Premium and Gamma; and
e metering.

Revenue and the ‘price path’

ATCO supports the ERA’s position that transferring revenue between services is inconsistent with the
requirements of section 6.4 of the Access Code and the Access Code objective.’

ATCO agrees that revenue should be recovered from network users within the access arrangement
period and not deferred until future regulatory periods. This is consistent with the clear expectation
in the regulatory framework that network businesses should seek to align their required revenue with
the forward-looking and efficient cost of providing regulated services during the access arrangement
period? - if revenue is deferred then the business is pushing the burden of cost recovery for current
services onto future users of network services.

ATCO appreciates that in proposing to defer revenue Western Power was trying to minimise ‘price
shock’ for customers. However, as noted in ATCO’s December 2017 submission in response to the
ERA’s Issues Paper, there are viable alternatives to Western Power’s proposed price path that would
address ‘price shock’ for customers, in this and the next access arrangement period, without
compromising economic efficiency objectives. ATCO also noted that Western Power, as presented in
Attachment 10.8 of their initial access arrangement submission, had prudently explored some of these
options.

The ERA’s Draft Western Power Decision also requires Western Power to review the smoothed target
revenue to reduce the likelihood of price shocks in the next access arrangement period (AA5).?

In Western Power’s case, ATCO supports an approach similar to Option 3 in Attachment 10.8 as the
best means of addressing ‘price shock’ in AA4 and reducing the likelihood of price shocks into AAS.

! Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, para 114,

2 5ee, for example, Section 7.3(a) and 7.5 of the Electricity Networks Access Code 2004

3 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, para 118.



Under this option, there would be a step-up in year one, followed by smaller increases in following
years. In ATCO's view, this option provides customers with pricing stability over the longer term, as it
minimises the difference between smoothed revenue and target revenue in 2021-22 and sends more
effective price signals during AA4 so as to promote the Access Code objective (economically efficient
investment in, operation of, and use of the Western Power network).

D-factor

ATCO supports the ERA’s decision to retain the D-factor in Western Power’s Access Arrangement as it
may help Western Power deal with future uncertainties and addresses the possible perverse
incentives in Western Power's regulatory framework to defer investing in innovative new technologies
that are in the long-term interests of customers.

The D-factor is an existing mechanism in the Access Arrangement that provides for the recovery of
operating expenditure incurred by Western Power as a result of deferring a capital expenditure project
or demand management initiative. ATCO understands that the ERA considers that the D-factor has
been effective over AA3 in enabling Western Power to adopt non-network options without exposing
customers to higher costs from inaccurate forecasts of network control service costs.

ATCO observes that the ERA has not approved Western Power’s proposal to introduce a new
mechanism to allow for the pre-approval of operating costs that could be recovered under the D-
factor at the next access arrangement review. ATCO encourages the ERA to consider whether the
existing provisions in the Access Code (6.76 - 6.80) adequately provide for the certainty that Western
Power are seeking in relation to timeframes and if not, is there another way to provide guidance to
Waestern Power as to the meaning of ‘within a reasonable time’ in section 6.77 of the Access Code.
This would help improve cost certainty and minimise the impact on consumers’ electricity bills.

Rate of return

Regulatory certainty and stability are key drivers of investor confidence and therefore, also drive the
ability of energy network businesses to provide valuable services to energy consumers over the long
term. In this context, it is important that regulators do not make arbitrary, heavy-handed, or opaque
adjustments to established approaches to determining the rate of return for energy network
businesses. This is especially relevant in a global market for capital where new investment
opportunities must compete for investor and financial backing.

ATCO will be providing detailed submissions on the rate of return guideline consultation soon to be
undertaken by the ERA and looks forward to working with the ERA on all aspects of the rate of return
as part of this process.

ATCO also notes the ERA is consulting on rate of return issues for railway networks in Western
Australia. ATCO’s comments in relation to the market risk premium and gamma in this submission are
also reflective of our position on the ERA’s discussion about these parameters in the recently



published consultation paper on determining the weighted average cost of capital for railway
networks.*

Market Risk Premium (MRP)

The ERA’s Draft Western Power Decision adopts a MRP estimate of 6.20%, which is a noticeable
variation from recent decisions on this rate of return parameter by the ERA. As Figure 1 below
highlights, the ERA’s MRP decisions between September 2015 (when it established its present MRP
methodology) and October 2017 have been relatively stable, ranging between 7.40% and 7.95%°. The
ERA’s most recent decision on the MRP — in its October 2017 decision for WA rail networks — was an
allowance of 7.68% when expressed using a five-year term for the risk-free rate.® However in contrast,
seven months later, the ERA has determined a MRP allowance 148 basis points lower for Western
Power.

Figure 1: ERA’s MIRP decisions since 2015
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Source: ERA regulatory decisions.

Notes: The ERA’s rail decisions use a 10-year term for the risk-free rate, whereas its electricity and gas decisions use a five-year term for the
risk-free rate. To improve comparability between decisions, the ERA’s estimate of the 10-year risk-free rate was added back to the MRP in
each of the rail decisions, and the five-year risk-free rate prevailing at that time subtracted, to obtain the MRP estimates presented in this
Figure. The ERA’s 2016 Mid-West and South-West decision in relation to ggmma was appealed by ATCO. This Figure presents the MRP
estimate corresponding to the ERA’s remade gamma decision following that appeal.

4 Economic Regulation Authority, Consultation Paper, Method for Determining the Weighted Average Cost of
Capital for Railway Networks, 21 May 2018.

> When expressed using a five-year term for the risk-free rate.

6 The 2017 WA rail decision determined a MRP of 7.20%, assuming a 10-year risk-free rate of 2.49%. This
implies a total market return of 9.69%. Deducting from this total market return estimate the five-year risk-free
rate of 2.01% prevailing at the time of the 2017 WA rail decision results in a MRP estimate of 7.68%.



The noticeable reduction in the MRP allowance in the ERA’s Draft Western Power Decision, relative to
the October 2017 WA rail decision, appears to reflect two material changes to the ERA’s approach to
MRP, namely:

e Dividend Growth Model (DGM) evidence has been down-weighted; and
e No weight has been given to the Wright estimate of the MRP.

In the October 2017 WA rail decision the ERA selected a point estimate from the top of its MRP range,
where the upper bound was determined using DGM evidence.” That is, the ERA’s October 2017
estimate of the MRP was determined by effectively giving 100% weight to the DGM. However, in the
Draft Western Power Decision, the ERA appears to have given only 30% weight to DGM evidence (with
the remaining 70% weight given to a MRP estimate derived using historical returns data).

In addition, the ERA has given no weight to the Wright estimate of the MRP in the Draft Western
Power Decision in evaluating the historical returns data. This contrasts with the consideration given
to both the Ibbotson and Wright methods by the ERA in the 2017 WA rail decision®, and the ERA’s
conclusion in the 2016 DBP decision that the “the two opposing theoretical interpretations for
estimating the MRP (Ibbotson and Wright) cannot be dismissed.”®

ATCO is of the view that the ERA should build constructively and incrementally on past decisions and
analysis, and, where justified, use updated relevant empirical evidence. This is because regulatory
certainty and stability are key drivers of investor confidence and underpin the ability of network
businesses to provide valuable services to energy consumers over the long term.

In this context, the rationale for ERA’s change of MRP methodology in the Draft Western Power
Decision is not set out in the draft decision itself, and is only discussed briefly in the ERA’s recently
published consultation paper on the proposed method of determining the weighted average cost of
capital for railway networks.1

The evidence cited by the ERA for lowering the weight given to the DGM approach seems to consist
primarily of statements made by external advisers to the Australian Energy Regulator (AER) (in various
reports from December 2011 to April 2017) and the AER itself (in an April 2017 report), which express
concerns about the reliability of the DGM for the purposes of setting a MRP allowance.

These concerns about the DGM approach were known to (and considered by) the ERA in 2013, when
it was developing its Rate of Return Guideline, and in its subsequent decisions for rail and energy
networks (as described in greater detail in Appendix A to this submission).

7 Economic Regulation Authority, 2017 Weighted Average Cost of Capital for the Freight and Urban Rail
Networks and for Pilbara Railways, para 69.

8ihid, para 36.

% Economic Regulation Authority, Final Decision on Proposed Revisions to the Access Arrangement for the
Dampier to Bunbury Natural Gas Pipeline 2016 — 2020, Appendix 4: Rate of Return, para 520.

10 Economic Regulation Authority, Method for Determining the Weighted Average Cost of Capital for Railway
Networks, 21 May 2018.



The DGM approach has a strong theoretical foundation, is commonly used in practice (including by
other regulators), and produces a forward-looking estimate of the MRP that is commensurate with
the prevailing conditions.

These strengths are reflected in the large weight applied by the ERA to the DGM evidence in decisions
since the 2013 Guideline. For example, in the October 2017 WA rail decision, the ERA’s final MRP
point estimate was derived by giving 100% weight to the DGM evidence. In the June 2016 decision
for DBP, the ERA’s final MRP estimate was derived by giving nearly 60% weight to the DGM evidence.

ATCO also observes that the theoretical and empirical concerns about the Wright approach cited by

the ERA in the Draft Western Power Decision are not new, and were aired in 2013, when the ERA was
developing the current Rate of Return Guideline. Moreover, despite these concerns, the ERA has used
the Wright approach in its decisions since the 2013 Guideline, most recently in the 2017 WA rail
decision.

In ATCO’s view, there is no new evidence in the Draft Western Power Decision that would point to
either down-weighting the DGM evidence, or to abandoning the Wright estimate.

ATCO suggests that the ERA updates its MRP estimates with the latest data prior to issuing its final
decision, which would allow the ERA to assess whether there have been any trend changes in
indicators, such as the AA 5-year bond default rate and implied volatility (ASX200 VIX), that may
generate a different point estimate for the MRP.

In the absence of any new evidence, ATCO recommends that : 1) equal weight be given to the DGM
and historical evidence when deriving its final point estimate of the MRP; and 2) equal weight is given
to the Ibbotson and Wright estimates when deriving its final point estimate of the historical MRP
estimate.

Gamma

The ERA’s Draft Western Power Decision has adopted a gamma of 0.4 and flags that it will further
consider new Australian Bureau of Statistics (ABS) data before making a decision on gamma.**

The ABS data has been adopted under the equity ownership approach to estimate gamma by
providing an upper bound for the proportion of credits that are redeemed. However, ATCO has
concerns about the efficacy of the equity ownership approach and the quality of the underlying ABS
data used to construct equity ownership estimates of gamma.

In ATCO’s view, while the equity ownership approach (at best) captures the effect of non-residents, it
does not provide any other reason that credits might not be redeemed. As a result, if any credit is not
redeemed for any reason other than it being distributed to a non-resident, the equity ownership
estimate will be overstated.

11 Fconomic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, para 362.



One example that highlights the limitations of the equity ownership approach is the 45-day rule. This
rule prevents domestic resident investors from redeeming credits that are distributed to them unless
they have owned the relevant shares for more than 45 days around the dividend event. As a result,
the actual redemption rate of credits will be lower than assumed under the equity ownership
approach.

In addition, the ABS data should be used with caution. Indeed, the ABS itself has issued an express
warning about the poor quality of the data that is used to construct the equity ownership estimates:

The estimated market value of equity issued by some sectors is considered to be of poor
quality. In particular, estimates of the market value of the amount issued by private corporate
trading enterprises are considered poor because they are largely built up from counterpart and
other information obtained from ABS Surveys of Foreign Investment and Balance Sheet
Information. This sector covers equity issued by both listed and unlisted private corporate
trading enterprises, of which there are over half a million.

In terms of the analysis undertaken here, errors in the estimated market value of equity on
issue will impact on the accuracy of estimates of the proportion of that equity owned by non-
residents.

A further concern relates to valuation. While both financial accounts and international
investment statistics (from which the rest of the world data are sourced) are on a market value
basis in principle, collection and estimation methods differ between the two sets of
statistics...Because of the differences in the methodologies used, it is possible that there could
be more variability in the market value estimates of equity held by the rest of the world than
in the estimated market value of the equity on issue, thus causing some variation in the foreign
ownership series derived from these data.*? -

Given these concerns, ATCO submits that the ERA should apply zero weight to the ABS data in
estimating gamma.

ATCO supports the tax statistics approach as the best, and most direct, estimate of an upper-bound
for a ‘utilisation’ gamma and believes this approach should be used to estimate gamma in determining
Western Power’s rate of return. This position is supported by the attached report from Frontier
Economics, which ATCO commissioned to set out the best estimate of gamma under a ‘utilisation’
interpretation of gamma (see Appendix B).

12 see the ABS feature article that first explains the foreign ownership calculations at
http://www.abs.gov.au/AUSSTATS/abs@.nsf/Previousproducts/5306.0Feature%20Article150Jun%201992?ope
ndocument&tabname=Summary&prodno=5306.0&issue=Jun%201992&num==8&view=.



ATCO understands that in estimating the gamma using ATO tax statistics the only data needed is
corporate tax paid and credits redeemed. The reliability of these figures has been confirmed as part
of the ENA December 2017 submission to the AER, where Hathaway states that:

The Company Tax item is the total company tax collected by the ATO during the relevant period
and the Credits Redeemed item is the total amount of credits redeemed via the filing of
personal tax returns. These two data items are 100% reliable as they are figures that relate
directly to ATO tax collections. There is no reason to question the ATO’s records of the amount
of corporate and personal tax it has collected.®

Hathaway goes on to conclude that the ATO tax statistics can “clearly”*® be used to provide a reliable
utilisation estimate of gamma. The recent note from the ATO to the AER does not put the corporate
tax paid and credits redeemed data into question as it states that it is the ATO’s franking account
balance (FAB) data that should not be relied upon.*?

ATCO acknowledges the estimate of gamma using ATO statistics could be affected by non-resident
companies paying tax in Australia which do not generate franking credits. However, ATCO submits
this effect is likely to be small because any non-resident company paying a material amount of
company tax in Australia could simply establish a domestic subsidiary, pay the same amount of tax,
but obtain the benefits of imputation credits.

In this context, ATCO submits that gamma can be estimated directly from ATO data as the proportion
of tax paid by the average Australian firm that can be used to offset their Australian income tax
liabilities.

Under this method, gamma is estimated as the ratio of credits redeemed to credits created for the
average Australian firm from ATO data and results in an estimate of gamma of 0.34.

Metering

ATCO supports the ERA’s draft decision that Western Power is to unbundle its metering services into
separate reference services.' Unbundling advanced metering infrastructure and communications
services is a critical first step in the direction of greater competition in metering and energy
information services. This is a growing market niche for a diverse range of commercial providers,
including technology companies and ‘behind the meter’ specialists, who have the expertise,
experience, and financial backing to deliver innovative products and services, such as micro-grids and
stand-alone power systems.

13 Hathaway, N., 2017, Letter to Energy Networks Australia, December, p. 1.

4 bid p. 2. ;

15 Australian Taxation Office, ATO Note to AER, 9 May 2018, Available from:
https://www.aer.gov.au/system/files/ATO%20Note%20t0%20AER%20regarding%20imputation%20-
9%209%20May%202018.pdf.

16 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Required amendment 14



Ultimately, this will deliver benefits and value for energy consumers by stimulating the development
and rollout of innovative metering and energy information products and services.



Appendix A: Treatment of DGM evidence

The ERA states in its Draft Western Power Decision that, in the past, the ERA has taken the midpoint
between the historical estimate of the MRP and the DGM as the starting point for its evaluation of the
MRP,Y but that given a number of specified concerns about the reliability of the DGM, it should now
reduce the weight placed on the DGM.* In the Draft Western Power Decision, the ERA used the
historical excess returns approach to set the lower bound of its MRP range (5.6%) and DGM evidence
to set the upper bound of its MRP range (7.6%)."° The ERA then selected a point estimate of 6.2%.%°
This means, the ERA has, in its Draft Western Power Decision, placed only 30% weight on DGM
evidence when selecting its final point estimate.

The concerns over the reliability of the DGM evidence, which the ERA cites as its reasons for now
down-weighting that evidence (relative to the weight the ERA has afforded to the DGM evidence in
past decisions) are the following:

e The model is sensitive to assumptions and input values;**

¢ Forecasts of future earnings and dividends are potentially inaccurate over more than two
years;??

e The DGM is subject to upward bias from the smoothed or sticky nature of dividends;**

e Biases in analysts’ forecasts can lead to a biased DGM forecast of the MRP;*

e There is no clear agreement among experts as to the best form for the DGM, or its input
assumptions;?®

e The DGM is likely to be upwardly biased due to current low interest rates;*® and

17 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 158.

18 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 160.

19 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraphs 179 and 180.

20 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 258.

21 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraphs 148 and 151.

22 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 151.

23 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 151. ‘

24 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 151.

25 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 155.

26 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 155.



e Because the DGM solves for the implied required rate of return over an infinite horizon, it may
provide a poor estimate of the MRP relevant over the five-year horizon the ERA is concerned
with.?’

However, none of these concerns are new — they have all been raised in the Australian regulatory
setting many times and none of them have led the ERA to down-weight the DGM evidence in any of
its previous decisions. Similarly, the AER has recently stated that it too has seen no reason to down-
weighted the DGM evidence since its 2013 Guideline.?®

A number of the concerns the ERA cites about the reliability of the DGM were recognised by the ERA
in its 2013 Rate of Return Guideline. For example, in its 2013 Guideline materials the ERA:

e Stated that “evidence exists that a systematic bias exists in analyst forecasts of future
dividends.” However, the ERA stated that it had corrected for these biases when deriving its
DGM estimates by applying adjusted forecasts of dividends.*

e Noted that “estimating the MRP using DGM is very sensitive to the input assumptions adopted
in the model”3® and consequently the ERA has considered a range of specifications and input
assumptions.

e Recognised that “forecasts of dividends, particularly for the near term, tend to be based on
analysts’ estimates, such as from brokers’ reports. The Authority considers that brokers’
estimates may have potential to provide relevant information, particularly in terms of the
parameters used in modelling, such as the market risk premium. In some cases, brokers’
estimates may also provide relevant information for the overall return on equity of the
regulated firm. However, particular care is needed in interpreting such information.”

Moreover, all of the concerns raised by advisers to the AER, and cited by the ERA, were available to
the ERA when it made its 2017 WA rail decision. For example:

e The concern, about the sensitivity of DGM estimates to model assumptions and inputs, is
attributed by the ERA® to a 2011 report prepared by advisers to the AER, McKenzie and
Partington,® as well as an April 2017 report by AER advisers Partington and Satchell.** Thus,
this point has been factored into the ERA’s decisions since 2011.

27 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 155.

28 AER, November 2017, APA VTS Final Decision, Attachment 3, p. 3-80.

29 Economic Regulation Authority, Explanatory Statement for the Rate of Return Guideline, 16 December 2013,
Paragraph 730.

30 Economic Regulation Authority, Explanatory Statement for the Rate of Return Guideline, 16 December 2013,
Paragraph 732.

31 Economic Regulation Authority, Appendices to the Explanatory Statement for the Rate of Return Guideline,
16 December 2013, Paragraph 95.

32 Fconomic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 148 and 151.

3 McKenzie and Partington, Equity market risk premium, December 2011, p. 25.

34 partington and Satchell, Report to the AER: Discussion of Estimates of the Return on Equity, April 2017.



e The concerns about the inaccuracy of future earnings and dividend forecasts, the sticky
nature of dividends, and biases in analysts’ are attributed by the ERA* to the April 2017
report by Partington and Satchell, and so were part of the evidence that led to 100% weight
being applied to the DGM in the ERA’s October 2017 decision.

Notwithstanding that all of these reports were available to the ERA in October 2017, in the WA rail
decision, the ERA:

e Determined a MRP range of 6.9% to 7.2%, where the upper bound of this range was
determined using DGM evidence; and

e Selected the top of the range, 7.2%, as its point estimate for the MRP — effectively placing
100% weight on the DGM evidence to determine its point estimate in that decision.

In its most recent final decision for an energy network (before the current Draft Western Power
Decision), the June 2016 decision for DBP, the ERA:

e Determined a MRP range of 5.4% to 8.8%, where the upper bound of the range was
determined using DGM evidence; and
e Selected a point estimate of 7.4% - effectively placing 60% weight on the DGM evidence.

As the Table below shows, every one of the concerns the ERA now cites in order to down-weight the
DGM were already considered explicitly in its DBP decision. Yet, in that decision, rather than down-
weighting the DGM evidence, the ERA gave 60% of the weight to that evidence when selecting its final
point estimate.

3 Economic Regulation Authority, Draft Decision on Proposed Revisions to the Access Arrangement for the
Western Power Network, 2 May 2018, Appendix 5, Paragraph 151.
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Executive summary

Instructions

Frontier Economics has been retained by ATCO Gas Australia to comment on
the various approaches that have been proposed to estimate the Gamma parameter
within 2 ‘utilisation’ framework, whereby “the value of dividend imputation tax
credits” is interpreted as the proportion of created credits that are able to be
redeemed by sharcholders.

Key findings

Out key conclusions in relation to the estimates of gamma adopted by the ERA in
its recent decisions are set out below.

Tn its 2013 Rate of Return Guideline, the ERA defined gamma in terms of the
market value of imputation credits and sought an estimate that was consistent with
that definition. Mote recently, the ERA has determined that its previous decisions
in relation to gamma were estimating the wrong thing — that gamma is not the
market value of credits but rather “the proportion of the tax paid at the company
level [which] is really a withholding of personal tax.”!

The ERA has also recently concluded that “distributed imputation credits are
valuable to the extent that they can be used (or utilised or redeemed) to reduce
personal taxes and/ot have credits refunded.””

Consequently, gamina must be estimated in a way that is consistent with the ERA’s
new definition. This new definition appeats to require an estimate of the extent to
which taxes paid by the benchmark efficient entity (BEE) can be redeemed to
reduce personal taxes. However, this would require the ERA to make an
assumption about the structure of the shareholder base of the BEE, which work
is yet to be performed and should therefore be undertaken as patt of the current
Guideline review.

Moteover, the ERA’s cutrent definition of gamma is inconsistent with any
equilibtium model, so there is no guidance from any model to guide how gamma
should be estimated. Section 8 of this report lays out a framework via which one
can determine how to estimate gamma in a way that is consistent with the ERA’s
new definition. We conclude that:

' ERA, June 2016, DBP Iinal Decision, PParagraph 86.

2 IRA, June 2016, DBP Final Decision, Paragraph 86.
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a. [If the ERA determines that it seeks an estimate of the proportion
of tax paid by the average Australian firm that can be used to
reduce personal taxes, the best estimate is the 34% figure from the
ATO data. That data directly estimates the ratio of credits
redeemed to credits created for the average Australian firm. We
examine the metits of the ATO estimate of gamma in Section 3 of
this report.

b. If the ERA determines that it seeks an estimate of the proportion
of company tax paid by the BEL that can be used to reduce
petsonal taxes, it would have to make an assumption about the
structure of the shareholder base of the BEE, which work is yet to
be performed and should therefore be undertaken as part of the
cutrent Guideline review.

We conclude that there are three soutces of data that provide evidence that is less
relevant to the ERA’s new definition of gamma:

a. In Section 4 of this repott, we conclude that the 20-companies
estimate of the distribution rate should not be used because:

i It is an unreliable estimate that should not be relied upon
until the discrepancies identified in this report have been
addressed;

ii. Tt does not provide an estimate of the distribution rate for
the BEE because the 20 firms differ materially from the
BEE; and

iii. It assumes that distributed credits immediately flow to