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Introduction

1. CEG (2016) previously prepared a submission for AusNet, Multinet Gas and AGN in
which we carried out a comprehensive review of three methods that the AER has
previously considered for generating a 10-year forecast of expected inflation.

2, These three methods are:

=  Break-even inflation;
= Inflation swaps approach; and

= AER approach based on RBA inflation forecasts.

3.  Inthat report, we noted a number of issues concerning the role of expected inflation
in the regulatory context, including;:

= the fact that expected inflation is a probability-weighted average instead of a
most likely outcome;

» that firms in Australia mostly issue debt on nominal terms, while holders of
equity tend to focus on real returns; and

= that the forecast horizon should be equal to the length of the regulatory cycle (5
years) when forecasting the inflation rate that should apply to debt, and equal to
the term of debt (10 years) when forecasting the inflation rate that should apply
to equity.

4.  We have been asked by ElectraNet to update the empirical analysis carried out in our
September 2016 report with the underlying data being extended to include more
recent observations up to December 2016.

5.  As will be shown in the remainder of the report, the arguments put forward in our
earlier report and then opinions we expressed remain unchanged with the updated
data. We therefore do not repeat the discussion in our earlier report, and instead refer
interested readers to that report.

1

CEG, Best estimate of expected inflation, September 2016.



COMPETITION
ECONOMISTS

GROUP

2  Updated figures and tables from CEG
(2016)

6.  This section provides updated figures and tables from section 5 of CEG (2016), along
with brief commentary for each chart. For ease of comparison, we have retained the
same caption numbering with the corresponding charts from CEG (2016).

Figure 1: Competing 10-year real risk free rate estimates (last 5 years)
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Source: AER, RBA, CEG analysis

7. Two observations were made about Figure 1 in CEG (2016). First, CEG (2016) noted
that the AER’s inflation estimates implied that the real 10-year CGS rate was negative,
which is an absurd outcome. Second, CEG (2016) observed that there appeared to be
a substantial divergence between the AER’s real risk free rate estimate and the yield
on indexed CGS from late 2014 onwards. This divergence coincided with the well-
documented recent fall in annual inflation, and indicated the unreasonableness of the
AER’s inflation estimates, since investors could receive higher returns by buying
inflation indexed CGS instead of nominal CGS.

8.  As seen in Figure 1, since the time of our previous report, the implied real 10-year
CGS has climbed back to positive territory. However, the main point that the AER’s
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methodology for estimating inflation has the potential to generate absurd results
continues to hold.

9.  Furthermore, the divergence between the yields of indexed CGS and the real 10-year
CGS yields implied by the AER’s inflation estimates continues to remain substantial.
This suggests that the AER’s methodology for estimating inflation continues to be
inappropriate for the current economic environment.

Figure 2: break-even inflation vs AER inflation (10 years) vs actual
inflation (1 year)
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Figure 3: break-even inflation vs AER inflation (2-to-10 year rate) vs
actual inflation (1 year) less 2.5%2
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10. Figure 2 and Figure 3 in CEG (2016) showed that break-even inflation responded
quickly to actual inflation falling well below the RBA target from late 2015.
Conversely, the AER’s inflation estimates were fairly impervious to market
developments in which the actual inflation rate fell substantially.

11.  Similarly, the updated Figure 2 and Figure 3 above continue to show that break-even
inflation remains in line with actual inflation estimates, while the AER inflation
estimates do not respond to market developments.

We note that there was a slight error in Figure 3 of CEG (2016). We have previously notified the AER of
this and this has also been corrected in Figure 3 of this report.
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Figure 4: RBA forecast path for underlying inflation
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12. Figure 4 above was obtained from the RBA’s Statement on Monetary Policy for
November 2016. As with Figure 4 in CEG (2016), which was obtained from the August
2016 statement we observe that the RBA’s central forecast of underlying inflation
(trimmed mean inflation) increases only gradually over the next two and a half years.
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Figure 5: 1 year break-even inflation vs RBA range
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13. Figure 5 of CEG (2016) showed that break-even inflation has typically performed
better than the RBA forecasts, as seen with the grey bars being closer to the orange
bar than is the middle of the RBA forecast range. Break-even inflation was
particularly more accurate in predicting inflation from the December quarter of 2014
onwards, and this observation continues to hold after the data has been updated to
December 2016.

14. Similar content is presented slightly differently in Figure 6 below which compares,
with semi-annual updates, actual inflation to RBA forecast inflation one year prior.
Also shown via light shading is the RBA’s target range of 2.0% to 3.0% inflation.
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Figure 6: Actual inflation vs RBA’s prior semi-annual forecast3

4.0%
3.5% I
o BN N .

2.5%

2.0%

H Actual inflation
1.5% .

m Prior year forecast
1.0%
0.5%
0.0%

Dec Jun Dec Jun Dec Jun Deec Jun Dec Jun Dec Jun Dec
2010 2011 2011 2012 2012 2013 2013 2014 2014 2015 2015 2016 2016

Source: ABS, RBA, CEG analysis

15.

Figure 7 and Figure 8 below present evidence that is similar to Figure 5, except for
the 2- and 3-year forecast horizons. In these figures, break-even inflation has once
again proven to be more accurate in predicting actual inflation rates in every quarter
since September 2014.

We note that Figure 6 in CEG (2016) was mislabelled as “1-year breakeven inflation vs RBA range”.
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Figure 7: 2 year break-even inflation vs RBA range
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Figure 8: 3 year break-even inflation vs RBA range
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Figure 9: 10-year nominal CGS rates and 10-year breakeven inflation
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Figure 10: 10-year nominal CGS rates and 10-year AER inflation
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16.

17.

Figure 9 and Figure 10 of CEG (2016) observed that the material fall in nominal CGS
yields in recent years has also been associated with a similar downward trend in
break-even inflation estimates, which implied that most of the fall in nominal CGS
yields could be attributed to a fall in inflation expectations rather than a fall in real
yields. On the other hand, since AER inflation estimates had changed very little over
the same period, this implied that there was a decline in real yields.

The updated Figure 9 and Figure 10 above provide the same observations, with the
10-year nominal CGS yield series moving in similar directions (highly correlated)
with the 10-year breakeven inflation estimates, while 10-year AER inflation estimates
did not respond during the updated timeframe. In particular, prior to September
2016 falling breakeven inflation rates were associated with falling nominal CGS rates.
Since September 2016, rising breakeven inflation has been associated with rising
nominal CGS rates. By contrast, the AER estimates provide no explanatory power for
the variation in nominal CGS rates.

Table 1: Regression of nominal CGS yields against inflation

Date range Frequency Constant Slope
Change in 10 year nominal CGS vs 31/12/15 — Daily 0.00 1.09
change in 10 year breakeven inflation 31/12/16 (0.00) (0.10)
Change in 10 year nominal CGS vs 31/12/05 — Quarterly -0.04 112
change in 10 year breakeven inflation 31/12/16 (0.04) (0.15)
Change in 10 year nominal CGS vs 31/12/05 — Quarterly -0.07 0.07
change in 10 year AER inflation 31/12/16 (0.06) (1.19)

Source: Bloomberg, RBA, CEG analysis

18.

19.

Table 1, Figure 11, and Figure 12 continue to display the same observations as the
corresponding table and figures in CEG (2016). Specifically, the table and figures
show that over the stated date ranges, one-unit changes in inflation expectations are
reflected in close to one-unit changes in nominal yields.

On the other hand, Figure 13 shows that AER inflation estimates have close to no
explanatory power over 10-year nominal CGS rates. This leads to the counterintuitive
implication that the fall in nominal CGS yields over the last 10 years is almost
completely attributed to a fall in real yields as opposed to a fall in inflation
expectations.

10
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Figure 11: 10-year nominal CGS and 10-year breakeven inflation (31 Dec
2015 to 31 December 2016, daily)
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Figure 12: 10-year nominal CGS and 10-year breakeven inflation (31 Dec
2005 to 31 December 2016, quarterly)
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Figure 13: 10-year nominal CGS and 10-year AER inflation (31 Dec 2005
to 31 December 2016, quarterly)
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Figure 14: Weekly rolling 5-year betas for 10-year maturity — nominal

and indexed CGS
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Figure 23 of CEG (2016) (Figure 14 above) showed that both indexed and nominal
CGS yields might be depressed by virtue of having negative betas. The same
observation continues to be made in Figure 14 above, with the betas of nominal and
indexed CGS still exhibiting negative betas as at December 2016.

This report provides an update of the empirical analysis carried out in CEG’s
September 2016 report, with the main update being the extension of the underlying
data to include observations up to December 2016. For the reasons explained in this
report, the opinions we expressed and arguments we put forward in the September
2016 report remain unchanged with the updated data.

It remains our view that break-even inflation is a better estimate of expected inflation
than the method associated with the AER’s estimate and we would recommend the
break-even approach as compared to the AER’s current methodology.

13
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