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Market Risk Premium Issues — Calibrated DGM

+ Standard DGM and implied MRP

(1) P= %;9) 2) r =28 4+ g (3) MRP =r-risk free rate

«  Weaknesses
o Constantrand constantg forvery long periods
o With a constantr, changesin MRP andrisk free rate are perfectly offsetting
o P may notreflect rational pricing
o rmovesmorethan 1-for-1with D/P and g

o Difficult to estimateg and cash flow toinvestors more relevant, needto take
account of new share issues,

o Dividend estimatesslow to adjust

+ Cadlibrated DGM estimates g to ensure calibrated MRP each period on average equals
historic MRP — ameliorates problemsin agreeing on g and dividends

« Bothrand MRP vary with the calibration and have an inverse relationship
[
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Market Risk Premium Issues — Calibrated DGM

Figure 13: Calibrated DGM estimates
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—(Calibrated DGM MRP (3m average) = —Calibrated DGM TMR (3m average) Risk-free (3m average)

Source: Frontier Economics calculations in ENA 2021



Market Risk Premium Issues — Calibrated DGM

Av oids problems with estimating g given MRP constraint

But given MRP constraint, main potential use is different evidence
supporting arecent inverse relationship between MRP andrisk free
rate

AER 2021 Omnibus paperreviewed various evidence for such an
inverse relationship -

o No widely accepted theoretical basis

o Anyrelationship likely to be time v arying, with v arying signsand cannot be
reliably quantitied

e D(glv\TsubjecT to arbitrary filtering or adjustment of data and not sufficiently
robus

Need to consider all the evidence for any inverse relationship in order

to establish best estimate of MRP for regulatory period
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Market Risk Premium Issues — Combining inputs

e CRG considers

o DGM estimates are still problematical and should not be
given explicit weight in a formulaic approach

o ERA should follow a similarapproach as used to date
giving most weight to historic MRP as a starfing point and
use DGM and conditioning variablesto select a point
esfimate based on recent information

o MRP needs to apply over the life of the instrument
« most weight to historic MRP,
« formula approach not convincing,

e NO clear evidence of insufficientincentive for efficient
investment
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