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1 Introduction

1. My name is Tom Hird. I have a Ph.D. in Economics and 20 years’ experience as a
professional Economist. My curriculum vitae is provided separately.

2. My terms of reference for this report are set out below.

1. Critically review concerns raised by the AER and its consultants on the relationship
between the expected return on the market (E[MRP]) and the risk-free rate

The consultant should consider all concerns considered relevant, including any raised in
the AER’s recent final decision for the Victorian gas access arrangement review. The
consultant should provide an opinion on the term structure analysis of the outputs from
the DGM, including:

e Martin Lally’s statement that a sensible convergence period of at least 10 years can
be used to rule out scenarios where there is a rapid trajectory towards long-term
dividend growth rates after the first two years of consensus forecasts

e Martin Lally’s use of market evidence to construct term structures for the mean,
real return to the market portfolio.

In its recent final decision for the Victorian gas access arrangement review, the AER
relies on various sources (including findings from Martin Lally), to find that historical
realised excess return data does not necessarily support a conclusion that the level of
realised excess returns is inversely related to the level of the risk free rate. The
consultant should assess and provide an opinion on these findings. In addition, the
consultant should, for the purpose of answering this specific question, assume that the
AER is correct and that there is no, or no strong, historical average inverse relationship
between excess returns and the risk free rate. Given this instruction, the consultant
should provide an opinion on how this instruction would alter findings and analysis
responding to the questions under point 3 above.

2. Other potential analysis
The report should also consider:

e The relationship between the debt risk premium (DRP) and the MRP;

e The views of the RBA on the relationship between the risk-free rate and the MRP,
and on whether the risk-free rate is regarded as being at historically low levels; and

e Particular issues arising out of the report by McKenzie and Partington on the risk-
free rate and the MRP’.

! Lally (2013a), The Dividend Growth Model, prepared by Martin Lally, School of Economics and Finance, Victoria

University of Wellington, 4th March 2013; section 8, pages 16 to 20.
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In this report I make a number of observations most of which have their genesis in
an analysis of regulatory precedent but which are informed by my recent report co-
authored with Professor Bruce Grundy - Estimating the expected return on the
market. Much of the analysis here is foreshadowed in that report. This report has
the following structure:

= Section 2 provides analysis that supports a conclusion that the AER’s current
methodology is creating a roulette wheel for customers and investors;

=  Section 3 provides a case study of how, in my view, the AER’s methodology
resulted in a serious error in estimating the expected return on the market
(E[Rm]) in the Roma to Brisbane Pipeline (RBP) averaging period;

= Section 4 provides an analysis that, consistent with that in section 3,
demonstrates that an important dynamic in recent financial market conditions
is a ‘flight to quality’ and that this has resulted in materially, and historically
unprecedented, negative betas associated with investing in CGS;

»=  Section 6 outlines how the AER, similar to McKenzie and Partington, adopt an
unreasonable and arbitrary bias towards not altering the AER’s methodology
even though it is not giving the best estimate of E[Rm];

=  Section 7 outlines relevant views of experts including the RBA and IMF on the
causes of currently low government bond yields and the implication of this for
estimating E[Rm];

=  Section 7 explains why the AER should distinguish between:

o a finding that there is not compelling evidence that, on average through
history, lower than average government bond yields are associated with
higher than average expected excess return on the market (E[MRP]); and

o an assessment of whether low government bond yields today are associated
with higher than average E[MRP] today;

= Section 9 explains why the analysis by Associate Professor Martin Lally of
historical average Australian data is flawed.

I acknowledge that I have read, understood and complied with the Federal Court of
Australia’s Practice Note CM 7, Expert Witnesses in Proceedings in the Federal
Court of Australia”. 1 have made all inquiries that I believe are desirable and
appropriate to answer the questions put to me. No matters of significance that I
regard as relevant have to my knowledge been withheld. I have been provided with

2

McKenzie M., and G. Partington, (2013), Report to the AER, Review of the AER’s Overall Approach to the Risk-Free Rate
and Market Risk Premium, Michael McKenzie and Graham Partington on behalf of SIRCA Limited, 28th February 2013;
page 15.
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a copy of the Federal Court of Australia’s Guidelines for Expert Witnesses in
Proceeding in the Federal Court of Australia, and confirm that this report has been
prepared in accordance with those Guidelines.

5. I have been assisted in the preparation of this report by Daniel Young and Johanna
Hansson from CEG’s Sydney office. However, the opinions set out in this report are
my own.

>
&
P 4 -~ -

Thomas Nicholas Hird

28 June 2013
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2  AER practice is creating a roulette
wheel for customers/businesses

6.  Itis akey contention of this report that the factors that drive 10 year CGS are not, in
general, the factors that drive risky asset yields (including E[Rm]) — and that low
risk and high risk asset yields commonly move in opposite directions. However, the
AER methodology to estimate E[Rm] as a fixed premium above CGS yields has the
effect that 100% of any change in CGS yields is reflected in an equal change in the
estimated E[Rm].

7. This creates risk for businesses (and customers) because the volatility in allowed
returns (and prices) bears no relation to the actual efficient costs of providing the
services.

8.  Figure 1 below illustrates this instability and the impact on the allowed cost of
equity in regulatory decisions. This figure shows the movements in yields on 10
year maturity Commonwealth Government Securities (CGS) on a daily basis and on
a 10/40 day moving average (representative of a 10/40 day regulatory averaging
period). Also marked on the chart are the dates of averaging periods for specific
regulatory decisions.

9.  The vertical axis begins at 2.5% - approximately expected inflation - so that the
distance from the horizontal axis can be read as reflecting approximately the real
CGS yield allowed (i.e., very close to zero recently)).
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Figure 1: Risk free rate decisions for regulated energy businesses
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Source: Regulator’s decisions, CEG analysis. Note that 2009 decision for EnergyAustralia et al is before
amendment by the ACT.

10.

11.

12.

Prior to 2008, the 10 year CGS yield was relatively stable — trading in a range of
between 5% and 7%. Regulatory estimates of the cost of equity in this period were
correspondingly stable.

The first significant swing occurred in the aftermath of the collapse of Lehman
Brothers and the near collapse of other financial institutions in late 2008. CGS
yields fell by 3% (from almost 7% to below 4%) and then recovered again to around
5.5% to 6.0%.

Just prior to this collapse in yields, SP AusNet, ElectraNet and GasNet all had
regulatory decisions in which the CAPM formula was populated with spot CGS
yields of above 6.0%. However, the NSW and ACT electricity distribution
companies and the NSW and Tasmanian electricity transmission companies all had
regulatory averaging periods in early 2009; when CGS yields were at their lowest.
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13.  After the recovery in CGS yields in mid-2009, Envestra, Ergon and Energex all had
regulatory decisions for which the risk free rate was estimated at between 5.5% and
6.0%.

14. The period July 2010 to June 2011 covered the averaging period for Victorian
electricity businesses. This period involved a relatively small dip in CGS yields (by
comparison with what had just occurred and what was about to occur). Jemena
Electricity Networks had the earliest averaging period (just before the dip in CGS
yields occurred) while other businesses (SP AusNet, Citipower/Powercor and
United Energy) had their averaging periods at the bottom of the dip. The effect of
was that most Victorian electricity businesses were allowed 0.56% lower cost of
equity than that which was allowed for Jemena even though the averaging periods
of the respective Victorian businesses were separated by only two months.

15. Since mid-2011, CGS yields have had their largest fall. This has been associated
with the European sovereign debt crisis (largely triggered by the 2008/09 global
financial crisis and subsequent world recessions), which has itself led to a banking
and currency crisis in the Eurozone.

16. Recent AER decisions affected by the fall in CGS yields are the final decision for
Aurora (30 April 2012), the final decision for the Roma to Brisbane Pipeline
(averaging period 25 June 2012 to 20 July 2012), final decisions for APA GasNet (13
September 2012), SP AusNet (12 November 2012), MultiNet Gas (24 October 2012)
and Envestra (Victoria and Albury) (31 January 2013).

17. The 10 year CGS yield in the RBP final decision was 2.95% which is 2.61% lower
than the 5.56% yield that was applied to the Envestra (SA and QId 2011) final
decisions and also 0.58% below Envestra’s Victorian allowance (set just five months
later).

18. The pattern described above gives rise to a ‘roulette-wheel’ for equity investors and
business customers — with the timing of their averaging period equivalent to the fall
of the ball on the roulette-wheel.

19. The circumstances surrounding RBP’s averaging period provide an exemplar of the
problems with assuming that E[lRm] can be estimated assuming a fixed EfMRP]. I
provide more specific analysis of the market events driving historically low CGS
yields in the RBP averaging period is sections 3, 4 and 7 below. For current



AER practice is creating a roulette wheel for customers/businesses

GROUP

COMPETITION
ECONOMISTS

purposes, it is sufficient to note that RBP’s real (inflation adjusted) allowance for
the cost of equity was just 5.07% per annum.3 The 261 basis points difference
between the RBP risk free rate and the Envestra QLD/SA risk free rate accounts for
over half of the actual real return allowed to RBP. Put another way, Envestra’s real
allowance for the cost of equity (7.62%) was more than 50% higher than RBP’s
allowance - solely due to the higher CGS yields in Envestra’s averaging period.

20. These two 5 year regulatory periods are separated by 12 months and I have chosen
them to illustrate the extreme impact on allowed equity returns of fluctuations in
the risk free rate. However, the same point can be made with a number of pairwise
comparisons including in relation to averaging periods that are closer together. For
example:

=  Aurora received 151 basis points (per annum for five years) less compensation
than APT Allgas simply because the averaging periods of the two businesses
were separated by seven months;

= RBP received 122 basis points less than Powerlink (and 245 basis points less
than APT Allgas) simply because the averaging periods of the respective
businesses were separated by four months (14 months).

21. The return on equity assumed in the RBP final decision is the lowest cost of equity
allowance set by the AER, or the ACCC before it, for an Australian energy network
business.

This is calculated as the nominal cost of equity of 7.75% deflated, using the Fisher equation, by the
estimated inflation rate of 2.55% for the RBP decision.
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Figure 2: Nominal cost of equity decisions for regulated energy
businesses
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Source: Regulator’s decisions, CEG analysis. Note that the 2009 decision for Energy Australia et al is before
amendment by the ACT.

22, Figure 2 describes the impact of a regulatory methodology that populates the
Sharpe-Lintner CAPM formula with an estimate of E[MRP] based on long run
average market conditions and a spot estimate of the risk free rate.

23. Under this methodology, the return on equity and the associated investment
incentives for a business, depend critically on the precise date of the proposed short
term “averaging period”. An averaging period that is just a few weeks later or earlier
can result in an allowance for the cost of equity that is more than 100 basis points
different — and this difference is locked in for 5 years even if the CGS yields do not
stay at the level observed in that averaging period.

24. The post financial crisis fall in allowed compensation for investment by equity
financiers occurred despite economic indicators suggesting that attracting such
investment was becoming more — not less — difficult. I discuss this evidence in
sections 3, 4, and 7.

25. That is, the cost of equity did not move in line with movements in the risk free rate.
Consequently, there was no ‘natural hedge’ to the businesses for the volatility in the
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compensation provided to them. In the absence of such a hedge, the volatility
creates commercial uncertainty for businesses. Even if a business is earning an
adequate return on new investments in its current regulatory period, it cannot be
sure whether this will be the case in the next regulatory period or whether its
averaging period will fall in a period of market turmoil and extremely low CGS
yields, as occurred with RBP.

26. This uncertainty is despite the fact that the AER methodology provides certainty
and stability in the estimate of E[MRP]. Indeed, it is the stability in the AER’s
estimate of the E[MRP] that creates the instability in the allowed cost of equity as a
result of volatility in CGS yields.
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31.
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Failure of AER methodology in RBP
averaging period

Market conditions influencing spot CGS yields at any given time will also be
influencing spot E[Rm] and, therefore, the spot E[MRP] estimate (which is simply
the difference between these two if CGS yields are used as the proxy for the zero
beta rate in the CAPM). Moreover, there will be times when market conditions are
such that very low spot CGS yields are associated with a normal (or even a
heightened) spot expected return on the market E[IMRP] - such that the spot
E[MRP] estimate is heightened relative to average conditions.

In this section I address a specific set of market circumstances that provides a near
perfect illustration of the problems with the AER’s current methodology for setting
the cost of equity. On the 24th of August 2012 the RBA Governor (Glenn Stevens)
made a statement to the House of Representatives Standing Committee on
Economics that included the following statement.

But, as we said at the last hearing, sorting out the problems in the euro area
is likely to be a long, slow process, with occasional setbacks and periodic
bouts of heightened anxiety. We saw one such bout of anxiety in the
middle of this year, when financial markets displayed increasing
nervousness about the finances of the Spanish banking system and the
Spanish sovereign. The general increase in risk aversion saw yields on
bonds issued by some European sovereigns spike higher, while those for
Germany, the UK and the US declined to record lows. This flight to
safety’ also saw market yields on Australian government debt decline to the
lowest levels since Federation. [Emphasis added]

As it happens, the Roma to Brisbane Pipeline (RBP), regulated by the AER, had its
averaging period during the period described by RBA Governor Glenn Stevens as a
‘flight to quality’. The RBP averaging period started on the 25 June 2012 and ended
on 20 July 2012. The RBP decision’s averaging period occurred over the particular
time interval to which Governor Stevens was referring in his remarks:

This flight to safety’ also saw market yields on Australian government debt
decline to the lowest levels since Federation.

Notwithstanding that the fall in CGS yields was a direct corollary of “heightened
anxiety”, an “increase in risk aversion”, and a “flight to safety”, the AER passed the
full amount of this fall in CGS into an assumed lower cost of equity for RBP.

This is not the first time that I have written a report drawing the AER’s attention to
the averaging period and have attempted to explain why it is an exemplar of the

10
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problems I have identified. In a report for the Victorian gas businesses* I made
precisely the above observations.

I also drew the AER’s attention to other contemporaneous market evidence
suggesting that risk premiums during the RBP averaging period were unusually
high.

The following three figures illustrate spreads between CGS yields and the yields on
other very low risk assets. These figures show that required returns on these very
safe assets did not fall one-for-one with CGS yields during the RBP averaging
period. This finding is in contrast to the AER’s assumption that required returns on
equity in regulated business did fall one-for-one with falls in CGS yields.

Figure 3 shows that the required return on state government debt (rated AAA for
NSW and Victoria and rated AA+ for Queensland) has increased materially relative
to the required return on CGS since mid-2011. As a result, the difference in these
returns (the “spread”) has increased materially. Moreover, this spread was at levels
not seen since the midst of the 2008/09 financial crisis during the RBP averaging
period. This figure provides ample evidence to the effect that required returns on
low risk assets have not fallen in line with required returns on CGS.

4

CEG, Response to AER Vic gas draft decisions, Internal Consistency of MRP and Risk-Free Rate,
November 2012.

11
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Figure 3: Spread between 10 year state government debt and 10 year CGS
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Source: Bloomberg, CEG analysis.

35-

36.

This is strong evidence that the forces driving down required yields on CGS are not
driving down required yields on all other asset classes to the same extent. Put
simply, if heightened demand for safe/liquid assets is causing risk premiums
relative to CGS for the next most safe/liquid assets to rise by 70bp (and in so doing
trebling in magnitude), then risk premiums relative to CGS for the much riskier and
much less liquid equity market must be rising by many multiples of this.

As a further illustration of this, I note that there are a number of state government
bonds that are directly guaranteed by the Commonwealth Government.5 Thus, they
have an identical default risk to CGS. Despite this, even these bonds have traded at
a heightened spread to CGS — presumably because they are perceived as less liquid
than CGS or because international investors (who now account for nearly 80% of all
CGS holdings, and for whom the share of overall holdings has increased steadily

These bonds include a Queensland Government bond maturing in 2021, and a NSW Government bond
maturing 01/05/2023. These are the longest dated Commonwealth Guaranteed state government debt

on issue.

12
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from around 30% in 2000)° have mandates that prevent them from owning debt
other than that of a sovereign government. These spreads to CGS were at very high
levels in the RBP averaging period. In other words, even the yields on
Commonwealth Government guaranteed state government bonds did not fall one-
for-one with CGS during the market circumstances surrounding the RBP averaging
period. It is therefore preposterous to argue that the best estimate is that required
returns on the equity market (E[Rn]) did so.

Figure 4: QTC and T-Corp Commonwealth guaranteed bonds
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Source: Bloomberg, CEG analysis. QTC bond matures on 06/14/2021, NSWTC bond matures on 05/01/2023.

37-

Another very low risk financial asset is an interest rate swap. Before 2008, these
traded at a spread of around 40bp or so — see Figure 5 below. The spread spiked in
2008/09 and then returned to levels above, but much closer to, pre GFC levels.
Then, over 2011 and the first half of 2012, spreads to CGS rose to a new post
2008/09 spike — with its peak just before the RBP averaging period. This
demonstrates, once more, that required returns on swap contracts did not fall one-
for-one with the falls in CGS yields in the lead up to the RBP averaging period.

See graph 4.3 from the RBA November 2012 Statement on Monetary Policy.

13
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Figure 5: Spread between 10 year swaps and CGS
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3.1.1  Required returns on higher risk assets and the RBP averaging period

38. The dividend yield on listed equities can also be used to arrive at a direct estimate of
the prevailing cost of equity using a simple dividend growth model. In what follows
I use the method used by AMP Capital Investors. Prior to the GFC, this
methodology was relied on by the AER in support of a position that the then MRP of
6.0% was generous.”

A more recent estimate is from AMP Capital Investors (2006), who base the
growth rate on the expected long-run GDP growth rate, similar to Davis
(1998). AMP Capital Investors (2006) estimate the forward looking
Australian MRP for the next 5-10 years to be ‘around 3.5 per cent’
(specifically 3.8 per cent), 1.9 per cent for the US and 2.4 per cent for the
‘world’. AMP Capital Investors (2006) considers an extra 1 to 1.5 per cent

7 AER, Explanatory Statement, Electricity transmission and distribution network service providers
Review of the weighted average cost of capital (WACC) parameters, December 2008, p. 173

14



Failure of AER methodology in RBP averaging period

COMPETITION
ECONOMISTS

GROUP

could be added for imputation credits resulting in a ‘grossed-up’ Australian
MRP of around 4.5 to 5.0 per cent.

39. The AMP methodology involves approximating a cost of equity by adding the long
term average real growth in GDP (as a proxy for long term average nominal growth in
dividends) to the prevailing dividend yield for the market as a whole. This gives a
‘cash’ cost of equity. To convert this into a cost of equity including the value of
imputation credits, the cost of equity needs to be scaled up by the relevant factor. In
Figure 6 below I have used 3.9% per annum as the long run growth path for real
GDP8 and a scaling factor of 1.1125 to capture the value of imputation credits.9 These
assumptions are important for the level but not for the variation in the cost of equity
estimate. I compare the cost of equity estimated in this manner with the real yield on
CPI indexed CGS. When I do this I derive the following chart.

The Australian Bureau of Statistics (ABS) publishes economic growth figures on its website starting in
1959. Here I use growth in real domestic income of 3.9% (A2304314X of ABS Catalogue 5206.0) rather
than nominal growth, since future expectations of inflation are not consistent with the high levels of
inflation that were experienced at various times over this period. The average annual rate of growth in
real gross domestic income between the December quarter 1959 and June quarter 2012 was 3.9%.

By way of comparison, equivalent real growth in the US since 1929, starting immediately prior to the
great depression, was 3.3%. If the data series begins instead at 1933 the real average growth rate is
4.0%. (The longest published series by the Bureau of Economic Analysis at the US Department of
Commerce http://www.bea.gov/national/index.htm#gdp.)

This is based on the assumption of a corporate tax rate of 30%; and, that the value of imputation credits
distributed (theta) is 35% of their face value, consistent with Australian Competition Tribunal precedent;
and that the proportion of dividends that are franked is 75% (consistent with Brailsford, T., J. Handley
and K. Maheswaran, Re-examination of the historical equity risk premium in Australia, Accounting and
Finance 48, 2008, page 85). The value of 1.1125 is calculated as 1+.30*.35%.75/(1-.3).
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Failure of AER methodology in RBP averaging period
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Source: RBA, CEG analysis.

40.

41.

Notably, the fall in CGS yields in the lead up to the RBP averaging period has been
associated with a more than offsetting rise in ELMRP] measured relative to CGS
yields — such that the estimate of E[Rm] has risen materially since mid-2011. I note
that the path of these parameters over time is similar to those recently estimated
and presented by Capital Research.©

The estimate of E[Rm], being the sum of the CGS and MRP time series is much
more stable than either of these two time series — as shown below in Figure 7.

10

Capital Research, Forward Estimate of the Market Risk Premium: Update, A report prepared for the
Victorian gas transmission and distribution businesses: APA Group, Envestra, Multinet Gas and
SP AusNet, March 2012; Figure 11, Implied MRP from Constant Dividend Growth model, net theta =

0.2625.
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