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1 INTRODUCTION 

Hunt er  Wat er  w elcom es t he o p p or t un it y t o  resp ond  t o  t he In d ep en d en t  Pr icing  an d  

Regulat o ry Tr ib unal’s (IPART’s) Review of our WACC method – Draft Report, October 2017. 

Hunt er  Wat er  ap p reciat es IPART’s con t inu ing  ef f o r t s t o  r ef ine t h e Weigh t ed  Average Cost  o f  

Cap it al (WACC) m et hod o logy in  line w it h  t he p r incip les o f  accuracy, st ab ilit y , p red ict ab ilit y  an d  

rep licab ilit y. The m ajo r it y o f  t he d raf t  d ecision s are consist en t  w it h  t hose p r incip les and  are 

t heref o re sup p or t ed . Th is sub m ission  f ocusses on  t h ree areas w here Hun t er  Wat er  consid ers 

t here is likely t o  b e sco p e f o r  f u r t her  im p rovem en t : 

 The b enchm ark f irm  an d  t h e ef f icien t  co st  o f  d eb t  

 Est im at in g t he eq u it y b et a 

 An accurat e in f lat ion  est im at e  

Hunt er  Wat er ’s resp on ses t o  each  o f  t he 31 q uest ion s d et ailed  in  IPART’s d raf t  r ep o r t  are 

p rovid ed  in  Ap p end ix A. 

  



 

Hunt er  Wat er  |  Review  of  WACC m et hod    3 

2 BENCHMARK FIRM AND THE EFFICIENT COST OF DEBT 

The d raf t  rep o r t  no t es t h at  m ost  st akeho ld ers d isagreed  w it h  IPART’s p relim inary view  t o  

p lace eq ual w eigh t  on  est im at es o f  t he cur ren t  and  h ist o r ical co st  o f  d eb t . IPART con t inues t o  

sup p or t  t he 50/50 ap p roach , st at ing  t h at  it  p rovid es ‘the correct balance of incentives for efficient 

investment and prudent debt management’. 

Our  p ref er red  ap p roach  

Hunt er  Wat er ’s resp onse t o  IPART’s issues p ap er  st rongly sup p or t ed  a t en -year  t r ailing average 

cost  o f  d eb t  ap p roach . Hun t er  Wat er  argued  t hat : 

 A b enchm ark ef f icien t  f irm  op erat in g in  t he w at er  sect o r  w ould  ensure t h at  it s d eb t  

m anagem ent  st r at egy recogn ised  t he p ar t icu lar  r isks and  ch allenges associat ed  w it h  

f inancin g large in f r ast ruct ure asset s and  asset  ren ew als. More sp ecif ically , a 

b enchm ark f irm ’s d eb t  st r at egy w o uld  need  t o  accoun t  f o r  sub st an t ial cap it al 

invest m en t s, large up -f ron t  cost s and  asset s w it h  long service lives. 

 An ind ep en d en t  review  o f  Hun t er  Wat er ’s d eb t  m an agem ent  b y Ernst  and  Young  

recom m end ed  a d eb t  f inancing  st r at egy b ased  on  issu ing  long t erm  d eb t  t o  m anage 

ref in ancing an d  in t erest  r at e r isk w h ile m ain t ain ing  a sm all level o f  sh o r t  t erm  d eb t  

t o  cap it alise on  p er io d ic f lat t en ing o f  t he y ield  curve. 

 Hunt er  Wat er ’s invest m en t  d ecisions t ake a long t erm  f ocus and  are d r iven  b y a 

regulat o ry ob ligat ion  t o  ensure t he d elivery o f  ef f icien t , saf e and  reliab le services 

again st  a b ackd rop  o f  g r ow ing d em and  an d  ag ing in f rast ruct ure. Conseq uen t ly, t he 

exp end it ure f o r  const ruct ion  o f  large-scale in f rast ruct ure o r  t he ren ew al o f  exist ing 

asset s canno t  b e read ily re-p ro f iled  t o  t ake ad van t age o f  d eb t  m arket  cond it ions. 

 Bo r row ing cost s (and  h ence w at er  and  sew erage p r ices) are likely t o  b e im p act ed  t o  

t he ext en t  t hat  IPART’s cost  o f  d eb t  m et hod o logy result s in  t h e m ajo r  NSW w at er  

b usinesses all ref in ancing sign if ican t  p ro p or t ions o f  t h eir  d eb t  p o r t f o lio  in  t he sam e 

d et erm in at ion  p er iod . 

Hun t er  Wat er  also  no t es t hat  cred it  r at ing  agencies m ay b e concerned  if  a large p rop or t ion  

o f  t he co llect ive w at er  ut ili t ies’ d eb t  is r ef in anced  w it h in  a sho r t  p er iod . Th is could  in  t urn  

have im p licat ions f o r  b o r row in g cost s if  t he u t ili t ies’ r at ings w ere t o  b e d ow n grad e d . 

Hun t er  Wat er  st rongly encourages IPART t o  ad op t  a t en  year  t r ailing  average cost  o f  d eb t  w it h  

annual up d at es.  

Hunt er  Wat er ’s sub m ission  t o  t he issues p ap er  d et ailed  a f our -st ep  p rocess t o  im p lem en t  it s 

p ref er red  ap p ro ach : 

 IPART w o uld  set  cost  o f  d eb t  p aram et ers f o r  each  p r ice d et erm inat io n  using a t en -

year  t railing average ref erencing  act ual h ist o r ical in f o rm at ion .  IPART w ould  lock in  

p r ices f o r  t he f our -year  p r ice p at h , sub ject  on ly t o  CPI m ovem ent s. 

 IPART w ould  t r ack an d  reco rd  t he im p act  o f  m ovem en t s in  t he cost  o f  d eb t  

p aram et ers f o r  each  o f  t h e f our  years o f  t he p r ice p at h .  IPART w ould  t ake acco un t  

o f  t he m ovem ent  in  t he annual revenue req uirem en t  b ased  on  a t en  p er  cen t  

ref in ancing o f  d eb t  at  t he end  o f  each  f in ancial year .  At  t he end  o f  each  p r ice p at h , 

IPART w ould  calculat e t he net  f inancial im p act  o f  m ovem ent s in  t he co st  o f  d eb t  
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p aram et ers across t he f our  years, again  assum ing a t en -year  h ist o r ical average w it h  

an  annual one-t en t h  ad just m en t . 

 IPART w o uld  allow  a ‘t rue up ’ o f  act ual f in ancing  cost s at  t he next  p r ice 

d et erm in at ion , b ased  o n  act ual year -t o -year  m ovem ent s in  t he ro lling  h ist o r ical cost  

o f  d eb t  p aram et ers d ur ing  t he cur ren t  p r ice p at h .   

 IPART w ould  ap p ly NPV sm oo t h ing o f  revenues and  p r ices f o r  t he next  p r ice 

d et erm in at ion  t o  m o d erat e an d  t r ansit ion  an y m at er ial b ill im p act s f o r  cust om ers 

associat ed  w it h  t h e ‘t r ue up ’ m ech an ism . 

An alt ernat ive ap p roach  

IPART set s ou t  a d raf t  d ecision  t o  up d at e t he 50 p er  cen t  w eigh t ing  f o r  t h e cur ren t  co st  o f  

d eb t 1 t o  ref lect  changes in  t he act ual r isk-f ree rat e and  act ual d eb t  m argin  t h ro ughout  t h e 

regulat o ry p er iod .  IPART p rop oses t o  calculat e t he cur ren t  co st  o f  d eb t  b ased  on  d if f erences 

b et w een  t he in it ial est im at e o f  t he cur ren t  cost  o f  d eb t  an d  t he act ual cost  o f  d eb t  b y 

t r acking  d if f erences at  t he end  o f  each  m on t h  o f  t he regulat o ry p er io d .  IPART w ould  calculat e 

a n et  ad just m en t  am oun t  at  t he en d  o f  t h e p r ice p er io d  using  assum ed  d eb t  levels f o r  each  

regulat ed  ut ili t y  t h roughout  t h e p r ice p er io d .  IPART w ould  allow  a t r ue-up  o f  t h is am o un t  in  

t he f o llow in g regulat o r y p er io d .  

Hunt er  Wat er ’s cur ren t  ret ail p r ice d et erm inat ion  is set  f o r  f our  years. Und er  IPART’s p ro p osed  

ap p roach , t here w o uld  b e 48 m on t h ly up d at es t o  t he cur ren t  co st  o f  d eb t  est im at e.  To  

exact ly m at ch  t he cur ren t  cost  o f  d eb t  allo w ance, Hun t er  Wat er  w ou ld  need  t o  b o r row  50% 

o f  t o t al d eb t  d ur ing  t h e 40-d ay averag ing p er iod  p r io r  t o  t h e st ar t  o f  each  regulat o ry p er iod . 

Hun t er  Wat er  w ould  t hen  ref inance a p o r t ion  o f  t h is d eb t  (~ 1% o f  t o t al d eb t ) at  t he end  o f  

each  m on t h .  Th is new  d eb t  w ould  m at ure at  t he en d  o f  t he regulat o ry p er io d , and  IPART 

w ould  rep eat  t he sam e st ep s f o r  t he f o llow ing regulat o ry p er iod .  

If  IPART ret ains t he 50/50 cost  o f  d eb t  m et ho d , Hun t er  Wat er  can  see m er it  in  up d at ing t h e 

cur ren t  cost  o f  d eb t  est im at e t h roughout  t he regulat o r y p er iod .  Un d er  t he exist in g ‘on  t he 

d ay’ m et hod , IPART assum es t h at  t he regulat ed  u t ilit y b o r ro w s 50 p er  cen t  o f  t he t o t al d eb t  

p o r t f o lio  at  t he st ar t  o f  t he regulat o ry p er iod  an d  ref in ances t h is d eb t  at  t he end  o f  t h e 

regulat o ry p er iod .  Th is creat es ref in ancing r isk f o r  t he ut ilit y  t h at  can  on ly b e m anaged  using  

m ore exp ensive d eb t  p rod uct s.  A w ell-d esigned  m et hod  o f  up d at ing t he cur ren t  cost  o f  d eb t  

should  allow  t h e ut ili t y  t o  m at ch  o r  closely ap p roxim at e t he act ual cost  o f  new  d eb t  r aised  

t h roughout  t he regulat o ry p er iod . 

IPART is o f  t h e view  t h at  t he d raf t  d ecision  w ould  ‘reduce refinancing risk, because a firm would only 

be exposed (ex post) to the average cost of debt that occurs over the regulatory period, rather than the rate 

on the day risk as currently’.  

Hun t er  Wat er  is o f  t he view  t h at  IPART’s d raf t  d ecision  w o uld  no t  m at er ially red uce 

ref in ancing r isk and  w o uld  in t rod uce sign if ican t  ad d it ion al b o r ro w in g and  t ran sact ion  cost s. 

A ut ilit y t hat  w as at t em p t in g t o  rep licat e IPART’s m et ho d  o f  up d at ing t he co st  o f  d eb t  ‘‘at  all 

p o in t s d ur ing t h is p er iod ’’ w ould  need  t o  const an t ly ref in ance a p rop or t ion  o f  t he 50% 

cur ren t  d eb t  p o r t f o lio .  All o f  t h is ref inanced  d eb t  w ould  m at ure at  t h e en d  o f  t h e regulat o ry 

p er iod  w hen  t he cur ren t  d eb t  cost  is r eset .  

                                                        
1 Hunt er  Wat er ’s p ast  p r icing sub m issions also  use t he t erm s ‘‘shor t -t erm ’’ and  ‘‘m arket ’’ cost  o f  d eb t  t o  

ref er  t o  t he 50% w eigh t ing ap p lied  t o  t he cur rent  cost  o f  d eb t . 
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Hunt er  Wat er  p rop oses t he f o llow ing st ep s f o r  up d at in g t he cur ren t  cost  o f  d eb t  est im at e: 

1. IPART set s in  p lace a new  WACC m et hod  t h at  w ould  ap p ly t o  each  regulat ed  ut ilit y at  

t he next  p r ice d et erm inat ion . Hun t er  Wat er ’s next  p r ice p er iod  w ill st ar t  f rom  1 July 

2020. 

2. IPART calculat es t he cur ren t  cost  o f  d eb t  b ased  est im at e using t he r isk-f ree rat e an d  

d eb t  m arg in  f rom  a 40-d ay t r ailing  average p er iod  w it h in  t he March  t o  May p er iod  in  

2020 (as p er  t he exist ing WACC m et ho d ). 

3. IPART keep s a reco rd  o f  cost  o f  d eb t  m ovem ent s t h roughout  t he regulat o ry p er iod , 

assum ing a t r ailing  p er iod  b ased  on  t he num b er  o f  years in  t he p r ice p er iod .  Und er  a 

f our -year  p r ice p er iod , 25% o f  t he cur ren t  (sho r t -t erm ) d eb t  p o r t f o lio  w ould  ro ll o f f  

af t er  year  1, ano t h er  25% af t er  year  2, and  an o t her  25% af t er  year  3. Th is am oun t s t o  

12.5% o f  t he t o t al d eb t  p o r t f o lio  g iven  t he 50% w eigh t ing  f o r  cur ren t  d eb t  cost s. The 

f igure b elow  illust r at es how  t h is w ould  w ork in  p ract ice. 

4. IPART calculat es t he co st  o f  d eb t  f o r  each  12.5% t ranche using  a 40-d ay t r ailing  average 

w it h in  t h e March  t o  May p er io d  o f  t he relevan t  year .  IPART assum es t h at  t he regulat ed  

ut ilit y locks in  t h is cost  o f  d eb t  f o r  a f our  year  p er iod  f o r  each  t r anch e. Conseq uen t ly, 

t he cost  o f  d eb t  calculat ion  p er iod  ext end s in t o  t he f o llow ing p r ice p er iod  f o r  t he 

12.5% t ranches at  t he end  o f  year  1, year  2 and  year  3. 

5. IPART calculat es a t r ue-up  am oun t  at  t he en d  o f  t he d et erm in at ion  p er iod  b ased  on  

t he act ual co st  o f  d eb t  in  each  40-d ay w ind ow  o f  each  year  co m p ared  w it h  t he 

est im at ed  co st  o f  d eb t  at  t he st ar t  o f  t he p r icing p er iod . IPART ap p lies NPV-sm oo t h ing 

t o  any ad just m en t  am o un t  acro ss t he f o llow in g p r ice p at h .  

 

Hun t er  Wat er  accep t s t hat  t here is an  ad d ed  d egr ee o f  com p lexit y in  t h is ap p ro ach , relat ive 

t o  IPART’s 2013 WACC m et hod .  Fu t ure p r ice review s (b eyond  t he next  p r ice p er io d ) w ill need  

t o  t ake accoun t  o f  t he cost  b o r row ings f rom  t h e p revious regulat o ry p er io d  w hen  set t in g t he 

cur ren t  co st  o f  d eb t  allow an ce.   



 

Hunt er  Wat er  |  Review  of  WACC m et hod    6 

Hunt er  Wat er  consid ers t h at  t h is ap p ro ach  is a m ore p ract ical m et hod  o f  calculat ing t he 

cur ren t  co st  o f  d eb t  and  b et t er  ap p roxim at es a p rud en t  and  ef f icien t  d eb t  m anagem en t  

ap p roach . 

IPART’s d r af t  d ecision  allow ed  f o r  an  end -o f -p er iod  t rue up  o f  any ad just m en t  am oun t .  Hun t er  

Wat er  sup p or t s t h is ap p roach  over  t he alt ern at ive o f  annual p r ice changes.  Hun t er  Wat er  

consid ers t hat  a t rue-up  an d  sm oo t h in g ap p ro ach  is f it  f o r  p urp ose g iven  t he likely 

increm en t al ad just m en t  t o  t he reven ue req u irem en t , t he ad m in ist r at ive cost s o f  up d at ing  

p r ices annually, an d  t h e d if f icu lt y o f  exp lain ing t o  cust om ers how  f inancing cost s result  in  

p r ice m ovem en t s.  Hun t er  Wat er  und erst and s t hat  annual p r ice ad just m en t s m ay w o rk b et t er  

f o r  o t her  regulat ed  u t ilit ies, how ever  our  p ref erence is t o  no t  ad d  f u r t her  com p lexit y  t o  t he 

p r ice set t in g p rocess.  

Hun t er  Wat er  w ould  no t  r eq u ire any t r ansit ional  m echan ism  t o  accom m od at e t h e p rop osed  

cur ren t  co st  o f  d eb t  m et hod  o ut lined  ab ove.  

3 ESTIMATING THE EQUITY BETA 

Hunt er  Wat er ’s resp onse t o  IPART’s issues p ap er  exp ressed  t he v iew  t hat  t he d at a set  used  f o r  

t he eq uit y b et a an alysis should  t ake a long -t erm  p ersp ect ive, d raw ing in  all st at ist ically  st ron g 

est im at es o f  com p arat o r  com p an ies.  The p er iod  f o r  m easur ing t he b et a est im at e should  no t  

b e lim it ed  b y a sho r t  r o lling t im e p er io d .  Hun t er  Wat er  also  no t ed  t hat  IPART should  h ave a 

clear  and  t r ansp aren t  m et hod o logy f o r  select ing  p roxy com p an ies t o  rein f o rce p r incip les o f  

t r ansp arency, r ep licab ilit y  and  p red ict ab ilit y .  The select ion  o f  p roxy com p an ies could  occur  

und er  a consult at ive p rocess w hereb y ut ili t ies can  p rovid e com m ent  on  select ed  com p an ies 

and  w eigh t ing  ap p lied  t o  com p arat o rs. 

Hunt er  Wat er  consid ers t h at  IPART’s d raf t  d ecision  t o  use t he b ro ad est  p ossib le select ion  o f  

p roxy com p an ies t o  est im at e eq uit y b et a is a st ep  in  t he r igh t  d irect ion  in  ad d ressing t he 

ab ove concerns. How ever , t he d raf t  d ecision  is b ro ad ly w ord ed  and  d oes no t  ind icat e how  

issues like t h e p roxy select ion  p rocess, t im e p er io d s and  consult at ion  w it h  u t ilit ies are t o  b e 

sp ecif ically  ad d r essed .  

IPART’s d raf t  r ep o r t  w as generally sup p o r t ive o f  t he p ract icalit y  o f  Fron t ier  Econom ics 

suggest ions on  b eh alf  o f  Syd ney Desalin at ion  Plan t  as t o  how  t o  im p rove t he select ion  o f  

p roxy f irm s.  Hun t er  Wat er  consid ers t h at  IPART’s d raf t  d ecision  could  b e st r engt hened  b y 

ad op t in g  key elem en t s o f  t he Fron t ier  Econo m ics’ rep o r t .  If  t h is ap p roach  w ere t o  b e t aken 

t hen  IPART w o uld : 

 use t h e longest  h ist o ry o f  ret urns d at a availab le f o r  each  o f  t he f irm s in  t he select ed  

com p arat o r  set  

 generat e a p relim inary list  o f  com p an ies f rom  t he m ain  d at a sou rces used  in  Aust ralia 

f o r  b et a est im at ion  (Blo om b erg  and  Thom son  Reut ers) classif ied  as f alling w it h in  t he 

relevan t  ind ust ry  

 sup p lem en t  t he p relim inary list  o f  com p an ies using  any ad d it ional com p arat o rs 

id en t if ied  b y o t her  Aust ralian  regulat o rs, and  

 consult  w it h  st akeho ld ers w henever  IPART is consid er in g revisions t o  it s com p arat o r  

sam p le.  



 

Hunt er  Wat er  |  Review  of  WACC m et hod    7 

4 INFLATION ESTIMATE 

Hunt er  Wat er ’s resp onse t o  IPART’s d raf t  issues p ap er  no t ed  t h at  t here w as a reasonab le case 

t o  argue t hat  a m ore accurat e WACC in f lat ion  est im at e w o uld  use a m arket -b ased  ap p ro ach , 

rat her  t h an  a m et ho d  t hat  is d esigned  n o t  t o  d eviat e m at er ially f rom  2.5 p er  cen t .  

Acco rd ingly, Hun t er  Wat er  encouraged  IPART t o  und er t ake a m ore d et ailed  exam inat ion  o f  

t he Break Even  In f lat io n  (BEI) m easure. 

Hun t er  Wat er  ap p reciat es t he analysis and  d iscussion  o f  t he BEI ap p ro ach  con t ained  in  IPART’s 

d raf t  rep o r t .  Hun t er  Wat er  no t es IPART’s co nclusion  t h at  t here rem ain s a concern  aroun d  

liq u id it y r isk w h ich  co uld  im p act  t he accuracy o f  t he BEI m et hod  at  var ious p o in t s i n  t h e 

econom ic cycle.  IPART also  consid er s t hat  d ue t o  d at a lim it at ions, t he BEI m et hod  is a sligh t ly 

m ore com p lex, and  less rep licab le, m et ho d  com p ared  t o  a geo m et r ic average.  IPART 

t heref o re p ro p oses t o  con t inue using  t he geom et r ic average m et h od  t o  calculat e in f lat io n  

w h ilst  recogn isin g t he in -p r incip le b enef it s o f  usin g t he BEI m et hod . 

Hun t er  Wat er  sup p or t s IPART’s d raf t  d ecision  t o  ad just  WACC inp ut s b y t he exp ect ed  rat e o f  

in f lat ion  over  t he regulat o ry p er io d  rat her  t han  t he longer  10-year  t erm . IPART’s revised  

ap p roach  w ill m ake t he nom inal t o  real WACC ad just m en t  m o re ref lect ive o f  cur ren t  

cond it ions. 

Hunt er  Wat er  sup p or t s IPART’s d raf t  d ecision  t o  reconsid er  a m ove t o  t he BEI m et hod  at  t he 

next  WACC review . 
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APPENDIX A: DRAFT DECISIONS AND RESPONSES 

Measuring WACC inputs 

1. Maintain our definition of the efficient 

benchmark firm as ‘a firm operating in a 

competitive market and facing similar risks 

to the regulated business’. 

Agree.  Hun t er  Wat er ’s sub m ission  t o  IPART’s 

issues p ap er  also  no t ed  t he im p or t ance o f  

ensur ing t hat  t he b en chm ark en t it y t akes 

in t o  consid erat ion  t he r isks o f  invest ing  in  

and  op erat in g  in f r ast ruct ure asset s. Th is w ill 

recogn ise t he r isks o f  sub st an t ial up -f ron t  

cost s an d  cap it al invest m en t , long lives o f  

asset s and  long and  d et ailed  p lann in g 

p rocess w h ich  d r ives invest m en t  d ecision  

m aking in  a regulat ed  b usiness such  as 

Hun t er  Wat er . 

2. Synchronise the sampling dates for the 

risk-free rate, debt margin, current MRP, 

inflation and the uncertainty index. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

3. Adopt a sampling period of two months 

from the sampling date for the risk-free 

rate and debt margin. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

4. Continue to provide the regulated 

business with confidential, advance notice 

of the sampling dates. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

Determining the cost of debt 

5. Continue to estimate the cost of debt as 

the midpoint between our estimates of the 

current and historical cost of debt when 

the uncertainty index is at, or within one 

standard deviation of, its long-term 

average. 

Hunt er  Wat er ’s con t in ues t o  sup p or t  a t en  

year  t railing average cost  o f  d eb t  ap p roach  

as set  o ut  in  sect ion  2. 
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6. Adjust our estimate of the current cost of 

debt to reflect the cumulative monthly 

change in the actual cost of debt during the 

regulatory period, and to make this 

adjustment through a regulatory true-up: 

- at the beginning of the following 

regulatory period, and  

- in the notional revenue requirement 

(NRR) for the next regulatory period. 

Hun t er  Wat er  st rongly p ref ers ad op t ion  o f  a 

single co st  o f  d eb t  b ased  on  t he t en  year  

t r ailing average ap p roach .  

How ever , as out lined  in  sect ion  2, if  IPART 

rem ains com m it t ed  t o  ad op t in g  t he 

m id p o in t  b et w een  est im at es o f  t he cur ren t  

and  h ist o r ical cost  o f  d eb t  t hen  Hun t er  

Wat er  consid ers t h at  it s p rop o sed  ap p roach  

should  b e m od if ied  t o : 

- p rovid e f o r  annual rat her  t h an  

m on t h ly changes in  t he cur ren t  

cost  o f  d eb t  d ur in g t h e regulat o ry 

p r icing  p er iod , and  

- allow  f o r  d eb t  t o  m at ure over  t he 

f o llow ing p r ice p er io d  (i.e 

essen t ially  a f our  year  t railing 

average ap p ro ach  assum ing a f our  

year  regulat o ry p er iod ).  

7. Continue to use the 10-year BBB corporate 

bond spreads published by the RBA to 

measure the debt margin across all 

industries. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

8. Convert published bond yield data into 

annualised yields. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

9. Continue to use the 10-year coupon-

paying bond yield data to estimate the cost 

of debt. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

10. Continue to use a 10-year term to maturity 

to estimate the cost of debt. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 
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Determining the cost of equity 

11. Continue to use the Sharpe-Lintner CAPM 

to estimate the cost of equity, and monitor 

the impact that the FFM would have if we 

adopted it at a future review. 

IPART’s issues p ap er  d id  no t  r aise t he issue o f  

alt ernat ives t o  t he Sharp e-Lin t ner  CAPM (SL-

CAPM).  Hun t er  Wat er  no t es t h at  t he 

im p licat ion s o f  ad op t ing  an  alt ern at ive 

ap p roach  t ow ard s m easur in g t he cost  o f  

eq u it y such  as t he Fam a-French  m od el (FFM) 

w ould  n eed  t o  b e caref u lly assessed . 

Hun t er  Wat er  agrees w it h  IPART t hat  t here is 

insuf f icien t  evid ence at  t h is t im e t o  sup p o r t  

im p lem en t ing an  alt ern at ive t o  t he SL-CAPM. 

Acco rd ingly, it  m akes sense t o  con t inue t o  

use t he SL-CAPM w h ilst  t r acking t he relat ive 

p er f o rm ance o f  t he FFM over  t he next  f ive 

years t o  in f o rm  f ut ure WACC review s.  

12. Continue to estimate the cost of equity as 

the midpoint between our estimates of the 

current cost of equity and the historical 

cost of equity when the uncertainty index 

is at, or within one standard deviation of, 

its long-term average. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

13. Continue to use a range with a midpoint of 

6% as the estimate of historical MRP 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

14. Continue to use our existing six methods 

to measure the current MRP. 

Agree. Hun t er  Wat er  no t es t h at  st akeho ld ers 

generally sup p or t  con t inued  use o f  t he six 

m et hod s. 

15. Continue to use the ASX 200 share price 

index and consensus earnings per share 

forecasts to measure the current MRP 

using the Damodaran and Bloomberg 

methods and the two Bank of England 

methods. 

Agree.  Hun t er  Wat er  sup p or t s Syd ney 

Wat er ’s v iew  t h at  m ore w ork need s t o  b e 

d one on  t he und er lying  causes o f  vo lat ilit y  in  

t he sho r t  t erm  m arket  r isk p rem ium  t o  

sup p or t  any p ro p osed  m o d if icat ions t o  

t hese m et hod s.  

16. Modify the indicators we use to measure 

the current MRP using the market indicator 

method by replacing two of our existing 

indicators – the dividend yield and the risk-

free rate – with one new indicator – the 

earnings yield less the risk-free rate. 

Agree. IPART’s reason ing t hat  t he m od if ied  

ap p roach  w ill b e less im p act ed  b y co rp o rat e 

reg im e f act o rs and  avo id s d oub le co un t in g 

o f  com m on f act o rs m akes sense. 
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17. In combining different DDM MRP 

estimates, move from the midpoint to a 

median approach, but do not exclude 

outliers. 

Agree. Hun t er  Wat er  consid ers t h at  t h is 

ap p roach  w ill p rovid e a m ore rep resen t at ive 

est im at e o f  t he six d iv id end  d isco un t  m od el 

(DDM) m arket  r isk p rem ium  (MRP) est im at es.  

IPART could  m on it o r  t he relat ive accuracy o f  

usin g m id p o in t s, m ed ians and  m eans in  t he 

lead  up  t o  t he next  WACC review . 

18. Determine the point estimate of current 

MRP as the weighted average of the market 

indicators MRP and the median DDM MRP, 

with a one-third weight to the market 

indicators MRP and two-thirds weight to 

the median DDM MRP. 

Agree.  Hun t er  Wat er  consid ers t hat  IPART 

should  m on it o r  t he relat ive accuracy o f  

usin g t hese and  o t her  w eigh t ings in  t he lead  

up  t o  t he next  WACC review .  

19. Continue to re-estimate equity betas at 

each price review to inform our 

assessment of whether the existing 

estimates remain appropriate. 

Hunt er  Wat er ’s resp o nse t o  IPART’s issues 

p ap er  no t ed  t h e sign if ican t  im p act  t hat  

m ovem ent s in  t he b et a can  have on  ut ili t ies’ 

revenue req u irem en t s. Acco rd ingly, Hun t er  

Wat er  m ain t ains it s p ref erence t h at  IPART 

p rovid e ad vance no t ice o f  t he eq u it y b et a 

est im at e p r io r  t o  t he com m encem ent  o f  

each  p r ice review . 

An  alt ernat ive w ould  b e t hat  IPART in d icat e 

ahead  o f  a p r ice review  t he likelihood  o f  

changes t o  t he b et a in  t he con t ext  o f  new  

m arket  d at a o r  sign if ican t  f in ancial even t s.  

Th is w ould  b e consist en t  w it h  IPART’s 

st at em en t  in  t he d raf t  rep o r t  t h at  it  w ould  

on ly change t he eq u it y b et a est im at e if  

t here is suf f icien t  evid ence. 

20. Use the broadest possible selection of 

proxy companies to estimate equity beta, 

but exclude thinly traded stocks. 

Hunt er  Wat er  sup p or t s t h is d raf t  d ecision  

sub ject  t o  inclusion  o f  som e sp ecif ic p rocess 

st ep s t o  enhance t r ansp ar ency, rep licab ilit y 

and  p red ict ab ilit y  as out lined  in  sect ion  3. 

21. Determine the appropriate equity beta 

having regard to equity betas calculated 

using the OLS method with the Vasicek 

adjustment. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

Combining measurements to derive the WACC 

22. Maintain our 2013 method of constructing 

the uncertainty index. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

23. Maintain our 2013 method decision rule. Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 
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24. Continue to use our discretion to 

determine the appropriate weighting of 

current and historical average market data 

when the market is in an abnormal state, 

and to consult with stakeholders before we 

make our decisions. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 

25. Continue to re-estimate the gearing of the 

benchmark entity at each price review to 

inform our assessment of whether the 

existing estimates remain appropriate.  

Hunt er  Wat er  m ain t ain s t he v iew , con t ained  

in  it s resp onse t o  IPART’s issues p ap er , t hat  

gear ing  should  b e review ed  p r io r  t o  a p r ice 

review  t o  allow  f o r  enhanced  accuracy in  

p r ice sub m ission  p lann ing an d  m o d ellin g. 

An  alt ernat ive w ould  b e t hat  IPART in d icat e 

ahead  o f  a p r ice review  t he likelihood  o f  

gear ing  chan ges in  t he con t ext  o f  new  

m arket  d at a, sign if ican t  f inancial even t s o r  

regulat o ry p o licy d evelop m en t s.   

Measuring inflation and gamma 

26. In converting our nominal WACC inputs 

into real terms, adjust them by the 

expected rate of inflation over the 

regulatory period. 

Hunt er  Wat er ’s resp o nse t o  IPART’s issues 

p ap er  q uest ioned  w het her  IPART’s in f lat ion  

ad just m en t  sho uld  m ore ap p rop r iat ely 

ref lect  p aram et ers inh eren t  in  t he nom in al 

WACC, as w ell as cond it ions likely t o  b e 

exp er ienced  over  t he course o f  t he 

regulat o ry p er iod  (r at her  t han  t he longer  

t erm ). 

Hun t er  Wat er  sup p or t s IPART’s d raf t  d ecision  

t o  ad just  nom inal WACC inp ut s b y exp ect ed  

in f lat ion  over  t he regulat o r y p er iod . 

 

27. Calculate the average expected inflation 

rate as the geometric average of:  

- the RBA’s 1-year ahead inflation 

forecast in its most recently issued 

Statement of Monetary Policy for the 

first year of the regulatory period, and  

- the midpoint of the RBA’s target 

inflation band (2.5%), for the remaining 

years in the regulatory period.  

Hun t er  Wat er  sup p or t s t h is ap p ro ach  as 

out lined  in  sect ion  4. 

28. Reconsider whether we should move to a 

break-even inflation method to calculate 

the average expected inflation rate at the 

next review of our WACC method. 

Agree. 
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29. Calculate expected inflation as the 

geometric average of the change in the 

level of prices. 

Agree. 

30. Define the 1-year ahead RBA forecast we 

use to estimate inflation, as the inflation 

forecast: 

- In the RBA’s most recently issued 

Statement of Monetary Policy, and 

- That is closest to 12 months ahead of 

the start of the regulatory period. 

Hun t er  Wat er  agrees w it h  IPART t hat  t h is 

d ecision  w ould  p rovid e m ore clar it y in  t erm s 

o f  t he RBA d at a t h at  w ill b e used  f o r  in f lat ion  

est im at es using t he geom et r ic average 

ap p roach . 

31. Continue to use 0.25 as the value for 

gamma. 

Agree. Consist en t  w it h  Hun t er  Wat er ’s 

resp onse t o  IPART’s issues p ap er . 


