
 

ATTACHMENT 1 

Regulatory risk and return 

 

Weighted Average Cost of Capital 

ARTC’s proposed WACC is set out in the following table. 

Parameter Final 2008 IAU ARTC 
Proposal: 
2018 IAU 

Risk-free rate 6.39% 2.78% 

Gearing 50% 52.5% 

Debt risk premium 2.85% 1.73% 

Debt raising costs 0.125% 0.095% 

Market risk premium 6.00% 7.00% 

Gamma  0.5 0.4 

Tax rate 30% 30% 

Asset beta 0.65 0.75 

Debt beta 0 0 

Equity beta 1.29 1.57 

Required return on equity 14.14% 13.78% 

Required return on debt 9.37% 4.61% 

Equity premium 7.75% 11.00% 

Post-tax nominal (vanilla) WACC 11.76% 8.97% 

Pre-tax nominal WACC 13.00% 10.86% 

 

ARTC has proposed a post-tax nominal (vanilla) WACC of 8.97%.  While this is lower than the 

approved WACC for the 2008 IAU of 11.76%, this is largely due to the different market 

conditions, particularly  

• the lower risk-free rate, which is now less than half the value set in 2008; and 

• the lower debt risk premium and debt raising costs which have fallen since the Global Financial 

Crisis of 2008.  
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However, ARTC is proposing an increase in other parameters, being: 

• Beta: ARTC has proposed an increase in the asset beta from 0.65 and 0.75, resulting in 

an equity beta increase from 1.29 to 1.57 (which is also influenced by the higher 

proposed gearing working through the leveraging formulae); 

• The market risk premium (MRP): ARTC has proposed 7%. 

• Gearing: ARTC has proposed an increase from 50% to 52.5%. 

• Gamma: ARTC has proposed a decrease from 50% to 40% (A reduction in gamma acts 

to increase the WACC). 

As shown above, these changes have resulted in a material increase in the equity risk premium 

(the difference between the required return on equity and the risk-free rate) from 7.75% to 11%.  

PN does not consider that ARTC has justified an increase in asset and equity beta and gearing 

from the values set in the 2008 IAU. While the MRP is updated through time, ARTC’s proposed 

MRP is higher than the most recent relevant precedent value of 6%, which was applied in the 

ACCC’s 2017 Draft Decision for ARTC’s Hunter Valley Coal Network (HVCN)1.  

PN’s response to each of ARTC’s proposed parameters is set out below. 

Risk-free rate 

ARTC has proposed 2.78%. This is estimated based on a 20-day average of the 10-year 

Commonwealth Government bond yield as at 31 January 2018. PN understands that this will 

be reset prior to the Final Decision.  

PN notes that ARTC’s proposed method is consistent with the ACCC’s approach, as well as 

the approach applied by most other Australian regulators.  

Gearing 

ARTC has proposed an increase in the level of gearing from 50% to 52.5%.  This is based on 

the advice of its consultant, Synergies Economic Consulting (Synergies). Synergies estimates 

average gearing levels for its set of comparable companies, comprising listed North American 

Class 1 railroads and Aurizon Holdings (Aurizon).  The five-year average gearing level for this 

sample was 20% (23% for ten years).  

In examining regulatory precedent, Synergies considers that the most relevant comparators are 

ARTC’s 2008 decision for its interstate network, along with the HVCN, which is geared at 

52.5%. It ignores Arc Infrastructure in WA, which is the only other regulated rail freight network 

and hence a more relevant comparator than a coal network. The Economic Regulation Authority 

(ERA) set its gearing at 25% back in 2015, which was based on a very similar comparator 

sample to Synergies’ analysis2. This represented a reduction from its previous gearing level of 

35% based on evidence from the sample. 

Synergies concludes that the evidence from comparable listed companies, along with 

regulatory precedent, supports a value of 52.5%. However, it does not appear that the 

comparator sample – which had an average gearing level that is less than half of ARTC’s 

current approved gearing level – has been given any weight at all. Instead, sole reliance 

                                                             

1 Note that the Draft decision was not progressed to a Final Decision due to issues external to this 
particular regulatory process. 
2 The ERA’s sample also included Toll Holdings, Asciano and Port of Tauranga. 
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appears to have been placed on ARTC’s HVCN. Synergies notes that the gearing levels of the 

comparator sample have fallen since 2008, which further questions how any weight has been 

placed on this evidence when it is recommending an increase in gearing for ARTC.  

PN’s concerns with ARTC’s proposal is two-fold. First, while the proposed increase in gearing 

is not material, there has been no rationalisation as to why ARTC can support a higher level of 

gearing for its interstate network where it is otherwise argued that there has been an increase 

in risk (or this is at least implied by the material increase proposed for beta). A higher level of 

gearing implies a greater capacity to borrow, which suggests its risk has reduced.  

Second, it appears that no real reliance has been placed on the comparator sample even 

though it has been heavily relied upon in the beta analysis. The businesses in the comparator 

sample operate in a more competitive environment and are therefore likely to have a lower 

capacity to carry debt. With the exception of Aurizon Network (which had five-year average 

gearing of 23%), they also operate in a different jurisdiction. However, ARTC’s proposed 

gearing level is more than half the average gearing level for this sample.  

Instead, the proposed value directly aligns with the approved value for the HVCN. This in turn 

implies that the interstate network has the same capacity to support debt as the coal network. 

However, as highlighted by Synergies, the freight network faces more competition from road 

transport. While beta measures systematic risk, no parallels have been drawn with the HVCN 

in the recommendations relating to beta, with the proposal for the 2018 IAU being materially 

above the beta for the HVCN. 

There are a number of inconsistencies in ARTC’s proposed gearing. PN recognises that the 

proposed increase in gearing is not material however submits that no case has been made to 

justify the increase. Instead, evidence from the comparator sample, along with the more 

relevant ERA precedent for Arc Infrastructure, questions if 50% gearing is sustainable.  

PN recognises that ARTC’s interstate network has lower risk, and hence a higher capacity to 

carry debt (ignoring firm-specific factors), compared to the comparator sample. However, PN 

submits that having regard to the evidence from the comparator sample, along with the 25% 

gearing applied by the ERA to Arc, the benchmark gearing is more likely to lie somewhere 

between the evidence from the comparator sample and 50%, that is, between 30% and 40% 

(recognising that a significant degree of judgment must be applied in setting benchmark 

gearing). Not only does PN submit that ARTC’s gearing should be set no higher than 50%, it 

therefore recommends that the ACCC’s review of this parameter should extend to considering 

whether 50% is too high. 

Debt risk premium 

ARTC has proposed a debt risk premium (DRP) of 1.73%, which is based on a notional credit 

rating of BBB. This is based on Synergies’ recommendation. The estimates have been 

calculated as an average of the DRP using Bloomberg and RBA data. The methodology would 

appear to be consistent with the approach the ACCC applied for the HVCN.  

PN has no issues with ARTC’s proposal on the basis that ARTC’s proposal is consistent with 

the ACCC’s approach. It is understood that this is likely to be reset by the ACCC prior to the 

Final Decision.  

Debt raising costs  

ARTC has proposed a value for debt raising costs of 0.095%. This aligns with the ACCC’s Draft 

Decision for the HVCN.  

PN has no issues with ARTC’s proposal.  
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Market risk premium 

ARTC has proposed an uplift in the MRP from 6% to 7%. This is below the value of 7.69% 

recommended by Synergies, which has been derived using an average of the Ibbotson and 

Wright approaches.  

In its 2017 Draft Decision for the HVCN, the ACCC proposed a MRP of 6%. This is primarily 

informed by historical excess returns estimated by the Australian Energy Regulator (AER) using 

the Ibbotson approach. It is also consistent with the ACCC’s previous determinations in its Fixed 

Line Services Final Access Determination (2015), the Australian Postal Corporation 2015 Price 

Notification and the NSW State Water Price Determination (2014). 

The ACCC has been very consistent in the approach it applies to assess the MRP. PN 

considers that this consistency should be maintained in the interests of regulatory certainty. 

Based on recent precedent this would set the MRP at 6%.  

Gamma 

ARTC has proposed a value for gamma of 0.4. This is proposed having regard to ACCC 

precedent, along with Australian Competition Tribunal (ACT) and Federal Court decisions 

relating to merits review appeals of decisions made by the AER.  One of the most significant 

developments was the Full Federal Court’s decision in May 2017 to uphold the appeal by the 

AER against the ACT’s finding that it had erred in its approach to estimating gamma, with one 

of the main areas of contention being its interpretation of the value of franking credits as based 

on the utilisation rate rather than implied market value.  

PN notes that the ACCC has tended to align with the AER’s methodology and estimates of 

gamma, including in its 2017 Draft Decision for the HVCN.  The AER is currently reviewing its 

Rate of Return Guideline, including gamma. This will involve a more detailed review of the 

methodology it will apply to value gamma, along with updated estimates using the latest 

available data. This review is to be completed by December 2018. 

Noting that the AER’s current review may arrive at a different value for gamma to be applied in 

its future determinations, PN is prepared to endorse ARTC’s proposed gamma of 0.4 as this 

aligns with the ACCC’s most recent precedent.  

Beta 

ARTC has proposed an asset beta of 0.75, compared to the current value of 0.65.  This results 

in a material increase in the equity beta from 1.29 to 1.57, which also reflects the increase in 

gearing.  

ARTC’s proposal is based on Synergies’ analysis of a set of comparable companies, along with 

“the increase in volume risk faced by ARTC given the Aurizon exit from the intermodal market”.3 

ARTC’s proposed value of 0.75 puts more weight on the average of the ten year beta estimates 

for the sample (which was 0.78).  It is noted that the sample, which primarily comprises North 

American Class 1 railways, is similar to the sample relied upon in the ACCC’s 2008 IAU 

determination.  

This is a significant increase in beta. This in turn should reflect a demonstrated increase in the 

systematic risk of ARTC’s interstate rail network.  The existence of intermodal competition was 

acknowledged when the IAU was initially codified in 2002 and is already reflected in the current 

                                                             

3 ARTC, 2018 Interstate Network Access Undertaking Renewal, Explanatory Guide, March 2018, p.26. 
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asset beta of 0.65.4 What has not been demonstrated is if and how this risk has increased so 

substantially since 2008 to support the proposed increase in beta.  For example, a 2016 report 

released by the National Transport Commission forecast limited overall change in the relative 

modal shares of road and rail between 2008 and 2030, with:5 

• road’s share of the north-south freight corridor forecast to fall by 2% (from 86% in 2008 to 

84% in 2030), while rail’s share is forecast to increase by 2% (from 12% in 2008 to 14% 

in 2030); and 

• road’s share of the east-west freight corridor forecast to increase by 4% (from 30% in 

2008 to 34% in 2030), while rail’s share is forecast to fall by only 1% (from 59% in 2008 to 

58% in 2030 – the balance comes from coastal shipping). 

While Aurizon’s exit from the intermodal market is acknowledged, the longer-term impact of this 

on volumes is yet to be determined, let alone the likely impact on the systematic risk of the 

interstate network, which would be extremely difficult to quantify reliably. In any case, the overall 

driver is the relative competitiveness of rail with road (and to a lesser extent, coastal shipping). 

There is no evidence to suggest that rail has lost, or is anticipated to lose, modal share here, 

or that Aurizon’s exit will impact this.  

ARTC’s proposal places reliance on the betas of the comparator sample (even though little if 

any practical weight was placed on this sample when assessing ARTC’s proposed gearing). 

PN acknowledges the ACCC’s previous reliance on North American Class 1 railways for the 

interstate network, which was also relied upon by the ERA in setting the beta for ARTC’s most 

relevant regulated comparator, Arc Infrastructure (discussed further below). This is 

necessitated by insufficient relevant domestic comparators.  

However, caution still needs to be exercised in placing significant weight on an overseas sample 

when estimating beta for a number of reasons. First, they operate in a different jurisdiction. 

Noting that beta measures the volatility of the firm’s returns compared to the return of the 

market, it is not known whether the systematic risk of the Class 1 railways has increased (and 

if so, for what reason) or whether it reflects a change in the composition of the relevant market 

indices, being the US and Canadian share markets. Second, most of these railways are 

vertically integrated and hence have operations that are exposed to greater competition 

(including against each other). Thus the betas of these Class 1 railways reflect elements of both 

the competitive markets and monopoly markets in which they operate.  Again, it is extremely 

difficult to measure the impact of this difference on beta.  

In terms of regulatory precedent for beta, as stated previously, the most relevant precedent for 

ARTC’s interstate network is Arc Infrastructure (formerly Brookfield Rail). In its most recent 

detailed WACC review concluded in 2015, the ERA determined an asset beta of 0.7 based on 

a very similar comparator set to ARTC’s (although its sample also included Toll Holdings, 

Asciano and the Port of Tauranga).  Its beta of 0.7 was also consistent with the mid-point of the 

range for this sample when the ERA undertook its previous detailed review back in 2008, that 

is, it did not reflect an increase or decrease in the industry beta over that time. [Drafting note: 

For background note that the Arc Beta is not used in any material sense as all access 

agreements on Arc are commercially negotiated outside the regulatory framework] 

                                                             

4 ARTC, p.10. 
5 National Transport Commission, Who Moves What Where, Freight and Passenger Transport in 
Australia, Final Report, August 2016, p.84. 
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The ERA considered that Aurizon was the best comparator for Brookfield Rail, with the main 

point of difference noted being Brookfield’s reliance on local grain supply.6 Synergies on the 

other hand has argued that Aurizon is more likely to be considered an outlier for ARTC, given 

its beta is well below the other rail comparators and it has a different customer base.  The ERA 

concluded the following:7 

“The Authority has the a-priori expectation that overseas rail operators will possess a 

higher level of systematic risk, relative to an Australian railway operator, given that 

American and Canadian railway operators are expected to face higher degrees of 

competition from alternative forms of transportation such as roads…The Authority 

considered that the Brookfield Rail network will have a lower level of systematic risk 

relative to overseas rail operators, with Aurizon being the most comparable company 

in Brookfield’s sample.  The Authority considered that an asset beta of 0.7 for the 

Brookfield Rail network is consistent with the Authority’s prior reasoning, being 

consistent with the observed asset betas of Aurizon, and being at the lower end of the 

observed confidence intervals of asset betas for overseas rail companies.” 

Importantly there are material differences between the freight networks operated by Arc and 

ARTC. ARTC’s network is larger, covering around 8,500 kilometres8 compared to Arc’s 5,500 

kilometres9. A higher proportion of ARTC’s network also covers longer hauls, which face less 

competition from road transport. A more applicable comparator is the Queensland Rail Network 

which operates up the North coast of Queensland between Brisbane and Cairns. The recent 

QCA decision on the Queensland Rail network used an asset beta of 0.45.  

In conclusion, PN does not consider that ARTC has demonstrated that there has been a 

material increase in its systematic risk, which is necessary to support its proposed increase in 

beta. As per recent regulatory precedent Pacific National suggests an asset beta of 0.45 would 

be more appropriate.  

Conclusion 

Based on the above, and assuming the ACCC continues to apply gearing of 50%, PN submits 

that the WACC for ARTC’s interstate network should be as detailed in the following table. 

 

                                                             

6  Economic Regulation Authority, Review of the Method for Estimating the Weighted Average Cost of 
Capital for the Regulated Railway Networks, Final Decision, para. 786. 
7  Economic Regulation Authority, paras. 714-715. 
8 ARTC, p.8. 
9 http://www.arcinfra.com/Rail-Network 
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Parameter ARTC 
Proposal: 
2018 IAU 

PN’s 
position 

QR Final 
Decision 

Risk-free rate 2.78% 2.78% 2.00% 

Gearing 52.5% 50% 55% 

Debt risk premium 1.73% 1.73% 2.52% 

Debt raising costs 0.095% 0.095%  

Market risk premium 7.00% 6.00% 6.50% 

Gamma  0.4 0.4 0.47 

Tax rate 30% 30% 30% 

Asset beta 0.75 0.45 0.45 

Debt beta 0 0 0 

Equity beta 1.57 0.9 0.8 

Required return on 
equity 

13.78% 8.16% 7.20% 

Required return on debt 4.61% 4.61% 4.52% 

Equity premium 11.00% 5.38% 5.20% 

Post-tax nominal 
(vanilla) WACC 

8.97% 6.38% 5.73% 

Pre-tax nominal 
WACC 

10.86% 7.28% 6.34% 

 

Pacific National acknowledges that it has recommended 2018 WACC is lower than the 2008 

WACC, but notes that this is largely due to reductions in both the risk-free rate, DRP and the 

proposed asset beta. At the same time, Pacific National’s recommended 2018 WACC maintains 

a very similar equity risk premium (5.20%) as was applied in the recent QCA decision on QR’s 

WACC decision (5.38%). Pacific National strongly opposes ARTC’s proposal to increase the 

equity risk premium to 11%.  

For the reasons set out above, PN does not support the WACC proposed by ARTC and instead 

recommends the ACCC approve a 2018 WACC of 7.28%.  

 


