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5.7 Risk Premium Determinants
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hareholders’ fears of loss of earning power dominate, the risk differentia] will

arﬂ:n and hence the risk premium will increage.,
wi

plished empirical studies demonstrate that rigk
iy Jevel of interest rates, rising when rates fel] ap
the e. Studies by Brigham, Shome, and Vinson (
;?I:r;ton (1992, 1993), Carleton, Chambers, and Lakonishok ( 1983), and Morin
(2020), and others demonstrate that, begin

ning in 1980, risk premiums varied
inversely with the level of interest rates — rising when rates fell and declining when
interest rates rose.?3

premiums vary inversely with
d declining when interest rates
1985), Harris ( 1986), Harris and

Harris (1986) showed that for every 100 basis point change in government bond
yields, the equity risk premium for utilities changes 51 basis points in the opposite
direction, for a net change in the cost of equity of 49 basis points. For example, a

of equity of 49 basis points,
Figure 5-4 from a 2020 rat
financial experts who exa
and interest rates using a

a result almost identical to the 0.46 estimate shown in
e case.24 Similar results have been reported by several
mined the statistical relationship between risk premiums
sample of natural gas distribution utilities.25

The Harris and Marston (1990) sty

dy concluded that there exists a strong negative
relationship between interest rates

and risk premiums. The article observed that:

..Exhibit 6 shows that the market risk premium is affected by interest

rate conditions. The large negative coefficient on government bond rates
implies large reductions in the equity risk premium as interest rates rise.

Harris and Marston also noted:

[TIhere appears to be a significant negative link between the equity risk
premium and government interest rates, The quarterly results in Exhibit 7
would suggest about a 50 basis point change in risk premium for each 100
basis point movement in interest rates. [T]he results suggest that use of a

constant risk premium will not fully capture changes in investor return
requirements,

\

2. See, e.g, Willard T, Carleton, ef al., “Inflation Risk and Regulatory Lag;
419-43 (1983),

; Eugene F Brigham, et al., “The Risk Premium Approach t
of Equity?” 14 Financial Management 33-45 (1985); Robert S. Harris,
to Estimate Shareholder Required Rates of Return” 15 Financial Management 58-67 (1986); Robert S.
arris & Felicia C, Marston, “Estimating Shareholder Risk Premia Using Analysts’ Growth Forecasts,”
1 Fingncig) Management 63-70 (1992); and Farris M. Maddox, et al., “An Empirical Study of Ex Ante
Risk Premiymg for the Electric Utility Industry,” 24 Financial Management 89-95 (1995).
24, gee Morin (2020)

e¢ for example Gorman (2019), VanderWeide (2018) and McKenzie (2018)

" 38 The Journal of Finance
0 Measuring a Utility’s Cost
“Using Analysts’ Growth Forecasts
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e empirical research on this subject is that the cost of &
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Figure 5-5
Risk Premium vs Interest Rates
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Regulators have recognized this relationship as well. The California Public Util-
ity Commission recognizes that the cost of equity does not move in tandem with
interest rates, and its long-standing practice has been to adjust the cost of equity
by one-half to two-thirds of the change in bond yields.26 The widely-used risk pre-
mium formula used by Canadian regulators also assumes this inverse relationship
between interest rate levels and the risk premium.

As articulated earlier, the reason for this relationship is that when interest rates rise,
bondholders, whose interest rates are fixed, often suffered a decrease in the market
value of their bonds, experiencing a capital loss. This is referred to as interest raterisk.
Stockholders, on the other hand, are more concerned with the firm's earning po"<*
If bondholders’ fear of interest rate risk exceeds shareholders’ fear of loss of earning
ik the risk differential will narrow and hence the risk premium will shrink. This
is particularly true in high inflation environments.2” Interest rates rise as 2 result of

o AR

26, See for example CPUC Decision 08-05-035 (May 29, 2008). g

27. Hl,gl:zer inflation rate is often the culprit for the rise in interest rates. Inflation has a more negative ;tfec
.o: yonds Lh‘an on common stocks because common stocks offer a hedge against inflation thro\ a
; ‘l.lity to adjust prices in response to rising price levels. As a result, stocks are relatively 1ess ™
inflation rates (and bond yields) rise, and the equity risk premium declines.
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. inflation, and the interest rate risk of bonds intensifies more than the
soceleratil c of common stocks, which are partially hedged from the ravages of infla-
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eal s's phenomenon has been termed as a “lock-ip” Premium by some analysts
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Taxes

¢ .ant changes in the relative taxation of returns received from stocks and bonds
significan fluence risk premiums. Measured risk premiums will
can also H:i'ustments to relative taxation rates,
invﬁ::sir]ed from capital market data rather
are

in fact incorporate
since it is pre-tax risk premiums that
than post-tax quantities.

alysts have therefore argued that there should be an adjustment for taxation
b i’ between securities and investors. This presents a gargantuan practical
differentli;1 S wever. If a regulatory commission were to seek to enable the utility to
o to investors for their after-tax returns, there could be as many returns as
Compensa'te bracket variations, and they would defy analysis. It is impractical to
et ar‘e i)lfle constellation of tax brackets for all the company’s shareholders, and
e e the identity and tax bracket of the marginal price-setting investor.
o .determnl?ent ignores the fact that several institutional investors are not taxable,
Thl}sl erguension funds, and they engage in very large amounts of trading on secu-
= I1)<ets Taxable retail investors are relatively inactive traders when compared
:(l)t{arrr;fnon:taxable investors who have a substantial influence on capital markets.

Fundamentally, the core determinant of expected returns is not taxaoility, itis r'iok
Taxable investors will examine the risk-return tradeoff offered by various securities
first, and as a secondary matter, the taxability issue.

Not only is it unrealistic to attempt to target tax c%ienteles 1? 1ss:11f1g s;cl;lél:ﬁ
but this presents investors with a serious practical dilemma. If a uti 12; o
get non-taxable investors only for bonds, it would f.ollow that ba coui i
ably less than the current return on common equity would ebacchS) deci’ded =
the bonds have much lower risk. But when the buyor of such bon el
sell securities, he or she would confront a serious dllemm?dbljgaxfliing toen
would-be buyers would require vastly higher returns (wou b
much lower price). The seller would face a large capital loss oh latte; e
forced to sell the bonds to other non-taxable investors. But t et T et
f0incentive to trade with the seller, because the)f Wouldhl}a;flz L 'elcf.p
Purchasing many other alternative securities providing a higher y1
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