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Introduction
| have been asked to:

(1) Give my view on Professor Lally’'s paper titled “TResk Free Rate and Present Value
Principle” dated 22 August 2012 (hereafter, L1)winich he states that any estimate of
the risk-free rate that is not estimated on thetmesently available data violates this
principle.

(2) State whether, in my opinion, the present valuegie prohibits the use of a long run
average as a proxy for the risk free rate.

(3) Respond to Professor Lally’s criticism (in his oegThe cost of equity and the market
risk premium”, 25 July 2012, hereafter L2) of a kegnclusion of Mason, Miles and
Wright's (2003) report for Smithers & Co, commigstd by a consortium of UK
regulators, on the stability of the real cost afiggcapital (hereafter MMW)

Please note that | have also been asked to commeatseparate report, on a comparison
between UK regulatory practice and the AER’s metthagly. In both reports | shall refer to
that report as W1, and this report as W2. Sincetiment of both reports overlaps in various
places | shall at various points in this reporttha interests of brevity, refer directly to more
detailed discussion in W1.

Expert Witness Status

| have read, understood and complied with the guddan expert withesses in Practice Note
CM7.

| am a Professor of Economics at Birkbeck Collégiyersity of London. | have been a full-

time academic since 1991, holding academic postairthe University of Cambridge and at
Birkbeck. | previously worked at the Bank of Englanand alongside working as an
academic have maintained regular links with thegte sector, most notably with Smithers &
Co Ltd, advisers to the fund management industnyakkbdemic work involves both teaching
and research: | have published regularly in reggecjournals, specialising in

macroeconomics and finance. | have carried out nvegor studies relating to the cost of
capital for regulated industries, both commissiobgdJK regulators (see Mason, Miles &
Wright, “A Study in to Certain Aspects of the CadtCapital for Regulated Utilities in the

U.K.” (February 2003), and Baskaya, Hori, Mas8atchell and Wright, “Report on the
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Cost of Capital provided to Ofgem” (September 2006pth of which have been widely
guoted in subsequent discussions of the cost oitatag\dditionally | have acted as a
consultant to Ofgem on estimation of CAPM betas] as an expert witness to the UK
Competition Appeal Tribunal.

| have been assisted in preparing this report bycolleague Kenjiro Hori, Lecturer in
Economics at Birkbeck, who was a co-author on gdoesd of the reports cited above.

My Curriculum Vitae is appended to this document.

Key Conclusions

On Item (1), Professor Lally’s analysis is thearatly correct, bubnly given his key
assumption, that the income stream of the regulatedopoly is risk-free. When this
assumption does not hold (which in all practicatamces it does not), the appropriate
discount rate in his analysis must — as he ackrdyele — contain an additional risk
premium. Thus the present value principle is orggrational in practice if we make
assumptions about the overall cost of equity ofriglated company: i.e., the sum of
the risk-free rate and a risk premium. In conttaghe risk-free rate, the overall cost
of equity is not directly observable. As a resh# practical application of the present
value principle is crucially dependent on what agstions are made about this
crucial magnitude: it is emphaticallgot simply dependent on a market-based
measure of the risk-free rate.

Professor Lally’'s approach to estimating the rigdefrate is largely consistent with
the approach advocated in MMW, which | continudétieve to be appropriate. Thus
| have no objections to his approach to measurerotile risk-free ratger se.
However this issueannot be separated from the use to which any estaimate is put.

As highlighted in point i), above, any operatiorsgproach to the present value
approach requires an estimate of the overall cbstjoity capital. In W1, | strongly
advocate the approach applied in the UK by Ofgedthtae Competition Commission,
of assuming that the real market cost of equityoigstant. In this report | argue that,
for lack of any demonstrably superior informatidhe assumed figure should be
based on realised real stock market returns. leatbat that this assumption has a
sound basis, both in the daad in terms of the overall rationale of cost of capit
regulation. In response to Item (3), | do not badighat the criticisms raised by
Professor Lally do anything to undermine this case.

. A consequence of my preferred approach is that,bowed with a market-based

measure of risk-free rates (which, as noted in tpyrabove, |1 do not object to in
principle), itnecessarily implies that, by construction, the assumed MRP esqoint
for point, with opposite sign, with the risk-freate. But my preferred approach also
implies that, for a firm wittg close to one, the implied estimate of the MRP duss
matter very much.

Professor Lally, in contrast, is generally supp@rt{albeit with some qualifications)
of the AER’s methodology of assuming a constantketarisk premium (MRP),
based on historic averaging of realised excessn®tlAs discussed in W1, when
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combined with a market-related estimate of the-fisk rate, this has led to sharp
falls in the implied assumption on the real mamk@$t of equity. Such falls clearly
matter a great deal to regulated companies. Theadhbehaviour of expected returns
is also entirely out of line with the evidence frahee academic literature on the
econometric predictability of returns.

For a firm with B sufficiently close to unity, the appropriate digno rate to be
applied in the present value modslthe real market cost of equity. My preferred
approach, as advocated under point iii) abovepisdsume this is constant, and
estimate it using historic average realised realketareturns. By construction, the
historic average real market return is the sunhefttistoric average risk-free rate and
the historic average realisescess market return, i.e., the AER’s preferred estimate
of the MRP. Thus my preferred approach to the madkst of equity could in
principle beviewed as combining the AER’s MRP estimate with an histaverage
risk-free rate, and thus, in response to Item (B¢ latter assumption could in
principle be consistent with the present value apgin.

| would argue, however that the more crucial pthig brings out is that the MRP and
risk-free rate assumptions need to be mutually ister®, and that the primary focus
should be on the (quantitatively crucial) real cafséquity.



Detailed Discussion

Of necessity, at points the analysis of this remm places somewhat technical, and relates
to several key conceptual issues; additionally,atggiments analysed relating to Items (1) to
(3) must be dealt with in a common framework. Atieas points | shall refer to more
detailed analysis both in my companion report (\Wig the original analysis in MMW.

a) The Present Value Principle

The Present Value principle, as presented by Psofdsally in L1, states that “the present
value of the regulated firm’s revenue stream shauwddich the present value of its expenditure
stream, plus or minus any efficiency incentive relseor penalties.” The principle is applied
to a single-period risk free regulated firm, andifsy argument of no arbitrage for an investor
who can either invest in the firm or in a risk fraeset, Professor Lally argues that it
“demonstrates that the risk free rate that should be used isghevailing at the beginning of
the regulatory period” (L1, p.7, our emphasis).

The conclusion Professor Lally draws is uncontergjcand is consistent with a standard
textbook treatmentgiven his key assumptions that the return to the reégdlaompany is
risk-free, in a single period model. However, gultearly, this assumption is violated in all
actual regulation problems. Professor Lally himselfes (L1, Footnote 1) that “If there is
uncertainty about revenues or opex, this leadsriskgoremium being added to the discount
rate..” This is again uncontentious: the standard finasmgeroach would be either to apply
an appropriately risk-adjusted discount rate, anedently (as in, eg, Marshall, Yawitz and
Greenberg, 1981, as cited by L1) to use the rigk-fate to discount the expected incdese

an adjustment for systematic risk (usually refeteeds “certainty-equivalent valuation”).

However, Lally’s footnote continues ” ....this doest mtherwise affect the analysis.” Here,
Lally is on much more contentious grounds: thettneat of the equity (or market) risk

premium iscrucial to his approach, just as it has been to Ofgemisj@ast as in the treatment

of Mason, Miles & Wright (2003, hereafter MMW). Tloeucial differences arise out of the

method by which the risk premium is estimated. Tihisurn cannot be separated from the
way that the cost of equity capital is estimated.

b) Estimation Strategies

As forward-looking constructs, both the cost of igaapital and the risk premium element
(i.e., the gap between the cost of equity capitad #he risk-free rate) are inherently
unobservable. The crucial issue, therefore is arestimation, not measurement. Thus my
response to Professor Lally’s use of the presehtevarinciple in L1 cannot be separated
from the issues raised on the risk premium in L2.

Implicitly, the reasoning in L1 appears to be pecatid on the assumption of a constant risk
premium (this is not entirely evident, since Llemsfto the risk premium only in footnotes, in
which Professor Lally repeats the claim that hisatesions are unaltered). If we took this to
be the case, then the logic would indeed followotlgh: the assumed discount rate (and
hence the assumed equity cost of capital) woulglgifiollow the risk-free rate up and down.



The alternative treatment originally proposed by WM(p49) (and, as shown in my
companion report, W1, subsequently largely followetdK regulators’ treatment of the cost
of capital) is to assume a constant real market gbgquity. | examine the basis for this
assumption below; but it should be evident thakeessary implication of this approach is
that the implied estimate of the MRP must move ngh @down with the real risk-free rate over
the relevant investment horizon.

It should be stressed from the outset that, as ncéle in MMW, this is arestimation
strategy, given the inherent unobservability of the trustaaf equity and the true MRP. This
strategy does not rely on the assumption that #peated real equity return actually
constant, and hence that the market premium andrehk risk-free rate are perfectly
negatively correlated; it simply reflects MMW'’s aduasion that this was the best way to
exploit available data, in the particular conteiktrmnopoly regulation.

We can highlight the differences in approach byn@rang the contrast between two simple
estimation strategie's:

Strategy 1: Assume market risk premium is congiamlicit in L1)
Strategy 2: Assume expected real equity returoemstant (explicit assumption in MMW)

The chart beloshows realised real returns on equities, longetlg@ernment bonds, and
“cash” (i.e., short-dated government bills) overrenthan 200 years’ worth of data. It shows
rolling 30 year returns to eliminate the impacshbrt-run volatility? The chart illustrates the
key problems faced by both estimation strategied,the contrast between them.

30 Year Rolling Returns on Stocks, Bonds and Ca:
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C) Estimating the cost of corporate equity

! | consider below whether other alternatives may also be available
>An updated version of MMW'’s Figure 2.4.
® Returns on all assets include both income and capital appreciation: thus the very strong returns on bonds in
the recent past are explained primarily by capital gains, as yields have fallen.
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If we focus on the real market return in the firgftance, this is proxied in the chart by the
real return on a diversified portfolio of US stodk8MW also examined evidence from other
markets — see Section g) below).

A simple decomposition of the market retury, which must identically be true, is given by
Rmnt+1 =ERmt+1 + €41

where g:.1=Rm+1 - ERmi+1 IS an expectational error. The motivation for gslong-period
averages as estimates of expected returns (an@ lleacost of equity) is the assumption
that over sufficiently long periods, expectatioealors will average out to zero, so that the
long-term averageealised return will at least approximately equal the ldegn average
expected return.

MMW'’s argument was that, as the chart shows, irctse of the market return, there appears
to be strong evidence of stability of the meanisedl return. The implication is that the
expected return — which in turn is the cost of gguapital - must also have had a stable
mean. If we are going to assume something is copstas is aninimal requirement.

d) Estimating the Market Risk Premium

Professor Lally’s preferred approach in L1 appé¢adse to assume that the MRP is constant,
and is thus consistent with the AER’s approachlL2nhe acknowledges the possibility of
other approaches to estimating MRP (for exampleditielend growth model) but concludes
that this would not alter the picture very much.

As noted above a minimal requirement for any assiamphat some magnitude is constant is
that it should have a stable mean. Yet referrirgjratp the chart above, it is evident that, as
discussed at some length in MMW, there is distinigss evidence that either the real short-
term risk-free rate (proxied in the chart by theeine on “cash”: ie, short term bills) or the real
return on long-dated bonds has a stable mean. 8iramean MRP is the difference between
the (stable) mean market return and (dependindn@mmpproach) either the cash or the bond
return, it is evident that assuming a stable mearife MRP is deeply problematic. MMW
showed that similar problems arise using data faomde range of markets.

These problems have been accentuated in the rpashtAt the time that MMW'’s original
report was produced, in 2003, a very common assampias that the “equilibrium” real
risk-free rate was around 2-3%; indeed this assiamptas made (for lack of a better one) in
MMW. However, MMW also noted that this figure, whiarguably came to the fore due to
the widespread use of the “Taylor Rule”, had litiksis in data, except in the then relatively
recent past (essentially the period from the mi8@s9onwards — the period in which the
original Taylor Rule was calibrated to match USagiain earlier periods in the %Century

* MMW Chapter 2 provide alternative estimates of confidence intervals for the long-term mean of US returns.
If the return is assumed to be serially uncorrelated these are quite wide, but any element of (negative) serial
correlation in returns (often referred to as “mean reversion” of stock prices) reduces the degree of uncertainty
around point estimates quite markedly. Based on returns data alone MMW report (Table 2.2) a 90%
confidence interval for (non-overlapping) 30 year (log) returns of roughly 5% to7% %. Using multivariate
econometric estimation (MMW Table 2.4) the range of uncertainty is even narrower.

6



the real risk-free rate was typically consideralolyer. Since the financial crisis, real rates
have fallen to extremely low levels, indeed haverbeegative in many countries, on the
basis of reasonable forecasts of inflation. Thueme events accentuate the difficulties in
estimating any stable mean level of real risk-fages.

Given the contrasting stability of the real marketurn, and hence of thexpected market
return, noted above, the direct implication is thia¢re is a corresponding difficulty in
estimating a stable mean for the MRP. If the MREBsdaot have a stable mean over time, the
use of a sample mean of the realised excess retustocks as an estimate of the true MRP at
any given point in time, as employed by the AER] hroadly supported by Professor Lally,
is deeply flawed. | shall argue below (see Sec{mh that, when combined with a market-
based measure of risk-free rates, this flaw is camged.

€) Justifying the assumption of a constant market cost of equity

Thus far | have simply demonstrated that there daswerably more justification for
assuming that the real market cost of equity hasahle mean, compared to the same
assumption for the MRP.

It should be stressed that this does not of itiseffly that cost of equity capital is actually
constant. Indeed, as also summarised in MMW, there is aeldngdy of academic literature
that analyses the predictability of stock returihgs frequently claimed that stock returns
have a predictable component, and that the prdulicyaof actual returns reflects variation
over time inexpected returns: Such claims remain controversial. However, oneetspf the
literature which isuncontroversial is that, to the extent that thisrany variation over time in
expected returns, such variations must be relatiselall® Thus, if the cost of equity capital
does vary over time, it does not vary by very mueig the continuing controversy in the
academic literature demonstrates that the statistignificance of this variation is, at best,
marginal. Furthermore, | argue below that, to tkiemt that theres predictable variation in
expected returns, this further undermines the tasthe AER’s proposed methodology of
assuming a constant MRP.

But it should also be recalled that it is not ulibely thecost of equity capital for regulated
companies that regulators should be interestethunthereturn on capital ofunregulated
companies, since the fundamental objective of edm is to attempt to ensure that
regulated monopolies earn returns comparable &etkarned in the unregulated sector.

The standard practice of focussing on the measureofethe cost of equity takes as given
the assumption (albeit only rarely made explididtt in equilibrium, at least, the return on
equity capital for unregulated companies will beiagd to its cost. In Professor Lally’s
simplified model of L1, in which the regulated m@oty makes a risk-free return, the
assumption that the cost and return will be egedlisy arbitrage at any point in time is quite
reasonable; but as soon as risk enters the piciuteecomes far less evident that the

®For an up-to-date overview of this issue, see, for example, John Cochrane (2011), “Discount Factors”, Journal
of Finance, Vol LXVI (4), pp 1047-1108
® For example, estimates in Cochrane (op cit), Table 1, show that the standard deviation of expected returns,
based on his forecasting regression, is 5.46%, roughly one quarter of the standard deviation of actual stock
returns. Given the abundant evidence of small-sample biases (which Cochrane acknowledges) in estimated
coefficients in regressions of this type, this is almost certainly an upper bound.
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equalisation will hold except in a long-term eduilum, and hence in terms of long-period
averages. Thus even if the cost of equity capit@ds vary over time we would not
necessarily expect any such time variation to btciea by time variation in the competitive
return on equity capital. Indeed, as a particularly ratgvcounter-example, in W1, | argue
that there is strong evidence from both corporatdéng and investment that unregulated
companies in Australia are currently almost celyai@arning returns wellabove their
perceived cost of capital. Only as a result ofgh&cess of investment would we expect the
return on capital of unregulated companies to bednt back into line with the cost.

Thus | would continue to advocate the argumentdqgrutard (in considerably more detail) in
MMW, and implemented in practice by UK regulatdigt the best we can do, at least in the
current state of economic knowledge, and givenlabi@ data, is to use the long-term
average value of theealised market return on equities as a proxy for both ltregy-term
average cost of, and return on, equity capitabtparations.

f) Implications of Strategy 2 ( real market cost of equity assumed constant) for the
MRP

The analysis of the previous section points cle&ol\Strategy 2 above, which assumes a
constant real cost of equity as a measurementegiraiAs a direct result, since vaan
observe the risk-free rate, for any given obsewvdigiure for the risk-free rate, the implied
estimate of the MRPwust move point-for-point, with opposite sign.

But it also implies that, at least in terms of tharket cost of equity, a third measurement
strategy, say, Strategy 3, with an identical reswltild be arrived at by simply assuming that
both the MRP and the risk-free rate were equal to thetoric averages. The difference
between Strategies 2 and 3 in terms of the asswmuosdof equity capital for regulated

companies only arises to the extent fhdtffers from one.

g) Implications of Strategy 1 (MRP assumed constant) for the real market cost of equity

As discussed in Section f), Strategy 2, the assimpmif a constant market cost of equity,
must imply that the implied estimate of the MRP m®\point for point in the opposite
direction to the risk-free rate. In contrast, St 1 (the AER’s preferred approach) which |
argued in Section e) is flawed in statistical terommpounds this flaw in its implications for
the market cost of equity. Strategy 1 implies thisst be constructed by adding an assumed
constant MRP to a current market based measunslofree rates. The implied estimate of
the market cost of equity (ie the expected margtirn) must therefore move point for point
up and down with the risk-free rate. Given standesslumptions on the behaviour of central
banks, it must therefore be implicitly assumed tavenpro-cyclically.

Quite apart from the implied adverse impact on l&tgd companies (see W1 for a discussion
of this issue) this implied pattern of expected keareturns is entirely out of line with the
results of Cochrane (cited above) and many otharshe predictability of returns. The
predictability literature almost invariably findéiat the same indicators that predict real
returns, also prediaxcess returns, if anything more strongly. In W1 | citeigence that
predicted excess returns (i.e., econometric estisnat risk premia) have historically tended
to be counter-cyclical. The implication of the gictability literature is therefore that, to the
extent that the expected market return does changgpically movescounter-cyclically,
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rather than pro-cyclically as Strategy 1, AER dPbfessor Lally’s preferred method,
implicitly assumeg.

h) MMW in relation to Siegel

Professor Lally is partly correct in noting thae tassumption of a stable real cost of equity
advocated here and in MMW is in part derived frdra work of Siegel (1992,1999), who
first identified the remarkable stability of theateeturn on US stock portfolios. However the
analysis of MMW also draws on other sources, mosdhbly the dataset of Dimson, Marsh &
Staunton (2001), who have produced return seriesgaipdated to more recent years) for a
wide range of international markets since 1900. MMW{e, in particular, that Siegel's US
return series almost certainly display an elemérsarvivor bias”, and hence may overstate
true expected returns.

Professor Lally also disputes the arguments basesiegel’s (and implicitly other) data (L2,
P8) since they relate to real rather than nomiealrns. It is not clear what point he is
making here. Real economic decisions should be nraderms of real magnitudes. This
means that any expected real return, whether amaadial or real investment, must be made
conditional upon some expectation of inflation. Whwe can proxy such expectations quite
well (particularly in an era in which the centradni explicitly targets the inflation rate),
inflation expectations are, admittedly, not dirgatbservable. However, any calculation of a
premium is unaffected by inflationary expectations, siicéogic the same expectation must
appear in all expected returns, and hence musetantin any premium calculation.

Expert witness declaration

| have made all the inquiries that | believe arsiddle and appropriate. No matters of
significance that | regard as relevant have, tckmgwledge, been withheld from the Court.

7 Despite the evidence, summarised in W1, of risk aversion being counter-cyclical, this need not imply that the
expected market return has actually increased in the current global recession, which has been rather unusual
to the extent that commonly used stock market valuation indicators (such as the price-dividends or price-
earnings ratios) have remained fairly high , despite the global downturn.
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Professor Stephen Wright
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Dear Sir

Victorian Gas Access Arrangement Review 2013-201Envestra, Multinet, SP AusNet
and APA GasNet

We act for Envestra Limitedeqvestra), Multinet Gas (DB No. 1) Pty Ltd and Multinet Gas
(DB No. 2) Pty Ltd (togethemultinet) and SPI Networks (Gas) Pty Lt&R® AusNej} in
relation to the Australian Energy Regulatoi®deER) review of \Gas Access Arrangements for
Victoria.

Envestra, Multinet and SP AusNehé Distributors) as well as APA GasNet (Operations)
Australia Pty Ltd APA GasNe) (together the Gas Businesseg"wish to jointly engage you
to prepare an expert report in connection withABR's review of the Victorian Gas Access
Arrangements. The report will also be used by Einae®r the AER’s review of Envestra’s
Access Arrangement for its Albury Distribution Neirk.

This letter sets out the matters which the Gasriggsies wish you to address in your report
and the requirements with which the report mustpigm

Terms of Reference

The terms and conditions upon which each of the Basinesses provides access to their
respective networks are subject to five yearlyees by the AER.

The AER undertakes that review by considering éne$é and conditions proposed by each of
the Gas Businesses against criteria set out iN#tienal Gas LavandNational Gas Rules
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Professor Stephen Wright 2 1 November 2012

Rule 76 of theNational Gas Ruleprovides that the Gas Businesses’ total revenuedoh
regulatory year is to be determined using the mgldlock approach, in which one of the
building blocks is a return on the projected cdtitese for the year.

Rule 87(1) provides that the rate of return on tedyps to be commensurate with prevailing
conditions in the market for funds and the riskgolwed in providing reference services.
Rule 87(2) provides that a well accepted approachrporating the cost of equity and debt
(such as the Weighted Average Cost of Capi#hCC)) is to be used along with a well
accepted financial model (such as the Capital ABsetng Model CAPM)) in determining
the rate of return on capital.

The Gas Businesses are seeking expert assistarespict of their proposed estimates of the
cost of equity to be used in the calculation of WACC (through the CAPM) and the
approach of the AER in recent decisions and inGhs Access Arrangement Review Draft
decisions for the Distributors and APA GasNet.

In this context the Gas Businesses wish to engagety prepare an expert report which
considers the following issues arising from the A&Recent decision in the Roma to
Brisbane Pipeline Final Decision and the Draft Beeis for the Distributors and APA
GasNet:

1 The AER in its Draft Decisions for the Distributaaad APA GasNet relies upon a
report from Associate Professor Martin Lally titléthe risk free rate and present
valueprinciple” dated 22 August 2012. In this reportlz@&omments on the "present
value principle" and expresses an opinion that twdgpa risk free rate which is
estimated on anything other than the most recemtigilable data violates this
principle.

2 Given the approach of UK regulators as outlinedyaur earlier report for the
Distributors and APA GasNet, please comment on ahalysis undertaken by
Associate Professor Lally and whether in your apinihe present value principle
prohibits the use of a long run average as a piaxghe risk free rate.

3 In addition, please take note of page 8 of anevaklally report dated 25July 2012
and titled“The cost of equity and the market risk premiumt that report at page 8,
criticism is made of the Smithers & Co report. ed®le provide your response to the
criticisms made of that report by Lally. Please lakpwhether any of the matters
raised by Lally affects your earlier conclusions.

Use of Report

It is intended that your report will be included lwach of the Gas Businesses in their
respective responses to the AER’s Draft Decisionsespect of their access arrangement
revision proposals for their Victorian networks @an the case of Envestra, Albury network)

for the access arrangement period from 1 Janue$ 8031 December 2017. The report may
be provided by the AER to its own advisers. Theoremust be expressed so that it may be
relied upon both by the Gas Businesses and by Hi A

The AER may ask queries in respect of the repattyaru will be required to assist each of
the Gas Businesses in answering these queries.reffmet will be reviewed by the Gas
Businesses’ legal advisers and will be used by themprovide legal advice to the Gas
Businesses as to their respective rights and didigm under theNational Gas Lawand
National Gas Rules
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Professor Stephen Wright 3 1 November 2012

If any of the Gas Businesses choose to challengelacision made by the AER, that appeal
will be made to the Australian Competition Tribuaald the report will be considered by the
Tribunal. The Gas Businesses may also seek refew court and the report would be
subject to consideration by such court. You shdudefore be conscious that the report may
be used in the resolution of a dispute betweerAtBR and any or all of the Gas Businesses
as to the appropriate level of the respective igtor’'s distribution tariffs. Due to this, the
report will need to comply with the Federal Cowrtjnirements for expert reports, which are
outlined below.

Compliance with the Code of Conduct for Expert Witnesses

Attached is a copy of the Federal Court's Pradiocée CM 7, entitled Expert Witnesses in
Proceedings in the Federal Court of Austrdliavhich comprises the guidelines for expert
witnesses in the Federal Court of Austraixgert Witness Guidelines.

Please read and familiarise yourself with the Expéitness Guidelines and comply with
them at all times in the course of your engagerngithe Gas Businesses.

In particular, your report prepared for the GasiBesses should contain a statement at the
beginning of the report to the effect that the autbf the report has read, understood and
complied with the Expert Witness Guidelines.

Your report must also:

1 contain particulars of the training, study or exgece by which the expert has
acquired specialised knowledge;

identify the questions that the expert has beeadigkaddress;

3 set out separately each of the factual findingassumptions on which the expert’s
opinion is based,;

4 set out each of the expert's opinions separatebynfithe factual findings or
assumptions;

5 set out the reasons for each of the expert’s opsiand

6 otherwise comply with the Expert Witness Guidelines

The expert is also required to state that eache&kpert’s opinions is wholly or substantially
based on the expert’s specialised knowledge.

It is also a requirement that the report be sigmgthe expert and include a declaration that
“[the expert] has made all the inquiries that [th&pert] believes are desirable and
appropriate and that no matters of significancetthie expert] regards as relevant have, to
[the expert's] knowledge, been withheld from theoré.

Please also attach a copy of these terms of refetterthe report.
Terms of Engagement

Your contract for the provision of the report wiké directly with the Gas Businesses. You
should forward to each of the Gas Businesses amstgou propose govern that contract as
well as your fee proposal.
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Professor Stephen Wright 4 1 November 2012

Please sign a counterpart of this letter and faivitaio each of the Gas Businesses to confirm
your acceptance of the engagement by the Gas Bssise

Yours faithfully

(jﬁ/ifum Wines s‘-zféifﬁﬁ:

Enc: Federal Court of Australia Practice Note CM 7,“Expert Witnesses in Proceedings in the Federal
Court of Australia”
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