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Response to Call for Public Comments 

	Tool to determine the weighted average cost of capital (WACC)


EB53:

The Board agreed to launch a call for public inputs on the various aspects of the draft tool, CoreCarbonX has below comments on the draft tool.
Comments on Step 4 of the tool:
Determine the average cost of equity financing (ke)
Several approaches are used to estimate the cost of equity. However, CAPM the most popular approach in practice has not been given as an option for the calculation of cost of equity. 

Comments on Option 4B, page 6, “For PEg a default value of 4.1% is used.” 

Different countries have different markets, for example in the emerging markets, the equity markets have often been in existence for only short time periods (Eastern Europe, China) or have seen substantial changes over the last few years (Latin America, India). It also true for many West European equity markets. While the economies of Germany, Italy and France can be categorized as mature, their equity markets did not share the same characteristics until recently. They tended to be dominated by a few large companies, many businesses remained private, and trading was thin except on a few stocks. Salomons, R. and H. Grootveld, 2003, The equity risk premium: Emerging vs Developed Markets, Emerging Markets Review, v4, 121-144 has presented the same analysis where the equity risk premium for Canada (developed country) is 1.69% where as for Chile (developing country) it is 15.25%, for Brazil it is 9.12%, for Mexico 12.55% and for Korea it is 6.29%.

Given how widely the historical risk premium approach is used, it is not appropriate to have a default value 4.1% for the equity risk premium for all the countries for all the project activities irrespective of the start date. Consider first the underlying assumption that investors’ risk premiums will not change and it will be 4.1%. It would be hard pressed to find equity investors who would be willing to consider this figure in the benchmarking calculation during the conceptualisation stage of the project. This figure may be theoretically acceptable considering conservative nature of the value. However, real business world will face the hurdles in accepting this as the appropriate rate for the equity risk premium. The approval of this rate may result in deferment of many projects from the developing world where the equity investor realize that equity risk premium rate has to be more than 4.1%. 

In the most comprehensive attempt of this analysis, Dimson, Marsh and Staunton (2002, 2006) estimated equity returns for 17 markets from 1900 to 2005 where the equity returns are different for different countries and the average is calculated as 4.84% and the average ex-US is presented as 4.23 % .

Dimson, Marsh, Staunton and Wilmot (2010) provide an update of these risk premiums, post 2008, in the most recent version of their global return database.

The havoc wreaked by the market collapse in 2008 is visible across most of these markets, with ten-year premiums becoming negative in many of the markets and the longer terms premiums declining from 2005 levels. Equity risk premiums, over the last 50 years, have been less than 1% globally, a sobering fact.

Hence it is disturbing to assume that the default equity risk premium is the true representation of equity risk premium for the cost of equity calculation.  

In addition, the default equity risk premium of 4.1% for 17 countries does not truly represent emerging economy and developing countries. There is contention of using the same default equity risk premium for all the countries i.e. for both the emerging economies, developing countries as well as the developed economies. 

Consider a simple example where a company is considering making the same type of investment in two countries. For simplicity, let us assume that the investment is expected to deliver $ 90, with certainty, in country 1 (a mature market); it is expected to generate $ 100 with 90% probability in country 2 (an emerging market) but there is a 10% chance that disaster will strike (and the cash flow will be $0). The expected cash flow is $90 on both investments, but only a risk neutral investor would be indifferent between the two. A risk averse investor would prefer the investment in the mature market over the emerging market investment, and would demand a premium for investing in the emerging market.
Submitted by
Core CarbonX Solutions Pvt Ltd

6-3-903/A/4/1, Vani Nilayam

Surya Nagar Colony, Rajbhavan Road

Somajiguda, Hyderabad-500082

India

Email:info@corecarbonx.com

Phone:+91-40-23413071

*   *   *

