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Two primary approaches being considered by the ERA
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Method

* The average of observed excess returns over a long
historical period.

Interpretation

* An unconditional estimate of the average MRP.

* Reflects the average market conditions over the historical
period that was examined.

Assumption

* Assumes that investors form required returns by adding an
historical average MRP to the prevailing risk-free rate.

Method

» Derive the implied required return on equity from current
stock prices and forecasted dividends.

Interpretation

+ A conditional estimate of the forward-looking MRP —
conditional on the prevailing market conditions.

+ Reflects the prevailing market conditions at the time of the
determination.
Assumption

* Noimplicitassumption, other than that investors value assets
as the present value of the expected cash flows.




The best possible HER estimate frontier %
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Arithmeticvs. geometric means
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The best possible DGM estimate frontier %
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Theoretical basis
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Two major concernsraised by AER and ERA
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The calibrated DGM frontier Y
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Addresses both regulatory concerns
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The

calibrated DGM steps

Select an historical period (e.g., 1988-2021).
Compute the HER estimate over that period (e.g., 6.51%).
Compute the DGM estimate for each month of the historical period:
. We use the AER's 3-stage specification.
«  Start with the AER's base case perpetuity growth rate of 4.6%.
Compute the average of the DGM estimates:
. If the average DGM estimate is below the HER estimate, increase g;

. Otherwise decrease g.

Iterate until equality is achieved.
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The calibrated DGM - results
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How could the ERA use DGM evidence? frontier %
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First best approach

+ Atthetime of each determination, ERA hasregardto all relevant evidence and applies judgment as itdeems
appropriate.

» For reasons bestknown to others, this approach is no longer permitted under Australian (binding RoRI) law.

Option 1
+ Use DGM (and other relevant evidence such as HER) to inform RoRI estimate of MRP, and hold fixed for four years.
* Tothe extent that DGM evidenceis relevant, it should be used to inform the allowed MRP at the time of the RoRI.

Option 2
« Use DGM (and other relevant evidence such as HER) to revise the allowed MRP at the time of each determination.

« RoRlwould have to specify (step by step) how the DGM (and other relevant approaches) would be estimated at the time
of each determination:

+ For example, the AER already does thisin its annual WACC updates.
+ Really nodifferent from annual updates of allowed return on debt / debt risk premium.
* RoRIwould also have to specify how each piece of evidence would be weighted and distilled into a single allowance.




frontier §

economics
L X )
Melbourne, Australia Sydney, Australia Singapore, Singapore Brisbane, Australia
Ground Floor Level 13, 24 Raffles Place Level 1, Southbank House
395 Collins Street 50 Margaret Street Clifford Centre #16-04 Corner, Ernest & Little Stanley Street
Melbourne VIC 3000 Sydney NSW 2000 Singapore 048621 South Bank QLD 4101
+61 (0)3 9620 4488 +61(0)2 8224 9700 +65 9730 7380 +61(0)7 3844 0684

Frontier Economics Pty Ltd is a member of the Frontier Economics network, and is headquartered in Australia with a subsidiary company, Frontier Economics Pte
Ltd in Singapore. Our fellow network member, Frontier Economics Ltd, is headquartered in the United Kingdom. The companies are independently owned, and
legal commitments entered into by any one company do not impose any obligations on other companies in the network. All views expressed in this document
are the views of Frontier Economics Pty Ltd.

Disclaimer

None of Frontier Economics Pty Ltd (including the directors and employees) make any representation or warranty as to the accuracy or completeness of this
report. Nor shall they have any liability (whether arising from negligence or otherwise) for any representations (express orimplied) or information contained in,
or for any omissions from, the report or any written or oral communications transmitted in the course of the report.
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