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The Market Risk Premium Executive Summary

Executive Summary

This report has been prepared for Multinet Gas@dusNet by NERA Economic
Consulting (NERA). Multinet Gas and SP AusNet hasked NERA to examine a number
of issues that arise from the recently publisBaglestra Ltd Access arrangement proposal
for the SA gas network, 1 July 2011 — 30 June 2D1&ft Decisionprovided by the
Australian Energy Regulator (AER).

In particular, Multinet Gas and SP AusNet have dSKERA to assess:

whether the historical evidence indicates thatng{term average market risk premium
(MRP) of 6 per cent per annum inclusive of the valuengjutation credits is appropriate;

whether current conditions warrant BIiRP at its long-term average or above its long-
term average;

whether the survey papers of Fernandez (2009) amtiRdez and del Campo (2010) to
which the AER refers provide support for liRP of 6 per cent per annum inclusive of
the value of imputation credits; and

whether the volatility of the return to the margertfolio implied by option prices can
provide a guide as to tiMRP.

We document that:

the historical evidence indicates that the Austramarket portfolio was substantially less
risky in the later part of the f'&entury and the earlier part of thé"@ntury than in the
later part of the Zbcentury and the start of the*2dentury. The variance of the return to
the Australian market portfolio has betbinee timesas high in the later period than in the
earlier period. This empirical result casts coesattle doubt on the wisdom of the AER’s
decision to combine, without any adjustment fofadénces in risk, data from the earlier
period with data from the later period in ordeettimate th&/IRP. Either adjusting the
earlier data or throwing out the earlier data ¥a#d to arMRP of at least 6.5 per cent per
annum;

current conditions suggest that &P is above its long-term average. The spread
between BBB bond yields and AAA bond yields, whdwer than during the worst of the
Global Financial Crisis, is stilWell aboveits long-run average. Also the volatility of the
return to the Australian market portfolio implieg dption prices suggests that the risk of
the market sits at a level that is above wheratita much of the last decade;

the survey papers of Fernandez (2009) and Fernarakdel Campo (2010) provide
little information about whether responders are sneag the AustraliaMRP inclusive
or exclusive of imputation credits. The only piefevidence pertaining to the issue in
the papers indicates that responders are meashahRP exclusiveof imputation
credits. A weighted average of the Australian oeses adjusted for the value of
imputation credits indicates that inclusive of tadue of imputation credits tHdRPis at
least 6.5 per cent per annum;

there is evidence in the literature that the vhlgtof the return to the market portfolio
implied by option pricesan provide a guide as to ttdRP. In addition, the implied
volatility of stock market returns, inferred fromtmn prices, is a reasonable predictor of
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future volatility. The AER has misinterpreted tiesults of a study by Chernov (2007)
which actually suggests that there is informatibaid future volatility contained in
implied volatility;* and

= the literature also documents, consistent withetkistence of a positive link between
expected volatility and theIRP, that there is a negative relation between undrgec
changes in volatility and the return to the mapa@tfolio.

1 Chernov, M.0On the role of risk premia in volatility forecasginJournal of Business and Economic Statistics, 2007,

page 411.
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1 Introduction

This report has been prepared for Multinet Gas@dusNet by NERA Economic
Consulting (NERA). Multinet Gas and SP AusNet hasked us to examine a number of
issues that arise from the recently publiskedestra Ltd Access arrangement proposal for
the Qld gas network, 1 July 2011 — 30 June 2016&ftDecisionprovided by the Australian
Energy Regulator (AER).

In particular, Multinet Gas and SP AusNet have dsketo assess:
= whether the historical evidence indicates thaing{term average market risk premium
(MRP) of 6 per cent per annum inclusive of the valuengjutation credits is appropriate;

= whether current conditions warrant BiiRP at its long-term average or above its long-
term average;

= whether the survey papers of Fernandez (2009) anthRdez and del Campo (2010) to
which the AER refers provide support forliRP of 6 per cent per annum inclusive of
the value of imputation credits; and

= whether the volatility of the return to the margettfolio implied by option prices can
provide a guide as to tiMRP.

The remainder of this report is structured as fedp

= Section 2 — examines estimates of MieP provided by the AER and its advisors;
= Section 3 — examines the use by the AER of sure¢y t gauge th¥IRP,
= Section 4 — examines the use of volatility implgdoptions to predict thIRP.

Appendix A describes the data used in Sectionek#mine the behaviour of the Australian
market portfolio through time.

1.1 Statement of Credentials
This report has been jointly preparedSisnon WheatleyandBrendan Quach?

Simon Wheatleyis a Special Consultant with NERA, and was umitlently a Professor of
Finance at the University of Melbourne. Since 2@i&on has applied his finance expertise
in investment management and consulting outsidenihersity sector. Simon’s expertise is
in the areas of testing asset-pricing models, deteng the extent to which returns are
predictable and individual portfolio choice theorior to joining the University of
Melbourne, Simon taught finance at the UniversitiEBritish Columbia, Chicago, New
South Wales, Rochester and Washington.

Brendan Quachis a Senior Consultant at NERA with ten years egpee as an economist,
specialising in network economics and competitiohcy in Australia, New Zealand and
Asia Pacific. Since joining NERA in 2001, Brendaas advised a wide range of clients on

2 Ifrequested a complete curriculum vitae can toeiged for each of the authors.
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The Market Risk Premium Introduction

regulatory finance matters, including approachesstonating the cost of capital for
regulated infrastructure businesses.

We have read the Guidelines for Expert WitnesseBroteedings of the Federal Court of
Australia. A copy of these guidelines is attachednnexure C to this report. We confirm
that all inquiries that we believe are desirableehlbeen made and no matters of significance
which we regard as relevant have, to the best okoowledge, been withheld.

NERA Economic Consulting 2
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2 Estimating the MRP

The AER recognises that tMRP changes through time. This is clear because 09 2e
AER raised thvIRPfrom 6 to 6.5 per cent on account of the effetthe global financial
crisis. In its 2011 Draft Decisiohthe AER has stated that it now plans to loweiRP
from 6.5 per cent to 6 per cent. What is not saurcis the process that the AER is using to
determine when th®IRP should be changed and by how much it should beggthwhen it
is.

These concerns are also linked to the questiorhetiver the AER should be using an
estimate of th&MRP based in part on a very long time series of retwhen there is clear
evidence that indicates that the properties oftingtralian market portfolio have changed
substantially over time.

We start by examining the properties of the Augtraimarket portfolio over the last 128
years — the longest period that the AER and itssatdy examine.

2.1 The Changing Properties of the Market Portfolio
In arriving at an estimate of tihRP of 6 per cent the AER uses the following estimates

provided by Handley (2017%):

Table 5.4: Historical excess return estimates (assuming an imputation credit utilisation
rate of 0.65)

Historical excess returns 95% confidence interval
1883-2010 6.3% 3.4% - 9.2%
1937-2010 6.1% 1.5% —10.7%
1958-2010 6.6% 0.4% - 12.9%

Source: Handley, An estimate of the historical equity risk premium for the period 1883
to 2010, January 2011, p. 8.

As is evident from the table, the relatively lowiestes for the periods 1883-2010 and 1937-
2010 are produced by a low estimate for the petBRV-1957. A simple calculation
indicates that the mean excess return for thiofesias 4.8 per cent.

3 AER, Draft Decision. Envestra Ltd. Access Arrangenpenposal for the SA gas network, 1 July 2011 — 36R016

February 2011.
4 Handley, J.An estimate of the historical equity risk premiumnthe period 1883 to 20]10anuary 2011, page 8.
5 The meaMRPfrom 1937 through 1957 is:
6.1x(2010-1936)- 6.6%(2010-1957 _ Agpercent
(1957-1939
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The Market Risk Premium Estimating the MRP

The AER has acknowledged and Handley has beeruttwehake clear that the data from
before 1958 are of a quality that is inferior tattbf the data from 1958 through 2010. For
example, Handley states tifat:

‘there are sufficient question marks over the duaif data prior to 1958 to warrant
any estimates based thereon to be treated witioodut

Besides the issue of the quality of the data, thoiuigs also important to know whether the
properties of the data have changed. In particaiace it is almost uniformly agreed that
there should be a positive relation between rigkraturn, it is important to know whether
the risk of the market portfolio has changed throtighe. This is because if the risk of the
market portfolio computed from the earlier dataevier be higher than the risk calculated
from the later data, an estimate of MBP that ignored this change would overestimate the
currentMRP. Similarly, if the risk of the market portfolimmputed from the earlier data
were to be lower than the risk calculated froml#ter data, an estimate of thHRP that
ignored this change would underestimate the cuivigp.

It is well known that the risk of the US market fiolio in pre-war data substantially exceeds
the risk of the portfolio in post-war data. liéss well known that the risk of the Australian
market portfolio — at least the measured risk emo around 1970 is substantially lower than
the risk of the portfolio after 1970, as Kearns &agjan (1993) clearly documéntearns

and Pagan do not provide an explanation for thedehr but speculate that it may stem
from the Australian market’s relative dependence@mmodity prices, which the US market
does not share. Figugel below updates their Figure 1.

We follow Kearns and Pagan and for each half deaadanonthly without-dividend returns

to estimate the variance of the monthly returrhtoAustralian market portfolid.We use

their estimates for the five years ending in Decenil882 to the five years ending in
December 1987 and update the series using estic@tgsuted in an identical fashion for the
five years ending December 1992 through to theyears ending in December 2007.

Finally, we add an estimate of the monthly variac@eputed using the three years and three
months from January 2008 through March 2011 to detapthe series. The series that we
draw from Kearns and Pagan and our updates togbees appear in Tabkel in Appendix

A.

Figure2.1 makes clear that the earlier data have presattiat differ substantially from those
of the later data. As we note in SectihrMerton (1973) provides a model in continuous
time that under certain conditions implies thatNHP is proportional to the variance of the

Handley, J.An estimate of the historical equity risk premiunthe period 1883 to 2010anuary 2011, page 5.
" Kearns, P. and A. Pagan, Australian stock marditility: 1875-1987. Economic Record, 69, 1998ges 163-178.

Thus ifr, denotes the without-dividend return to the Ausamralinarket portfolio from the end of mortth to the end of
montht, the five-year variance at the end of monith

1 & 1
5—92(&.,.1_]' —r_)2 where T = %z M-
= '
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return to the market portfolid!® The same conditions guarantee that the CAPMhaili
instant by instant. While theory links tMRP to the variance of the return to the market
portfolio, though, it may be easier to view a @bthe annualised volatility of returns against
time. A plot of volatility against time appearskigure2.2 below.

Figure 2.1
Stock market variance by half decade

|
)
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Note: Variance is multiplied by 10 Data are from Kearns and Pagan (1993) before2188d are
computed from the All Ordinaries Price Index thdrea

The clear message from the two figures is thatd#ta from before 1958 have very different
properties to the data from after 1957. An estnwdithe variance of the monthly return to
the market computed by averaging the Kearns andrPiage-year estimates from 1887
through 1957 is?

The conditions are that either it is not posstblbedge against changes in the investment opptyset or that a
representative investor does not wish to do so.

10" Merton, Robert CAn intertemporal capital asset pricing modetonometrica, 1973, pages 867-887.
1 Handley (2011) uses data from 1883 (= 1887 -15t6 construct estimates of tMRP.

Handley, J.An estimate of the historical equity risk premiwmnthe period 1883 to 201January 2011.
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1§50 ,
154

where

Oy = the variance of the monthly return to the magatfolio estimated
over the five-year period ending in Decemberedrk.

Figure 2.2
Stock market volatility by half decade

. A
15 AR
A V
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Note: Volatility is in per cent per annum but issed on monthly data. Data are from Kearns and
Pagan (1993) before 1992 and are computed fromth@rdinaries Price Index thereafter.

The corresponding estimate computed using data #1862 through 2011 is:

1
10% (60-1) + (39-1)

10
(60-1))" Frogms ) + B9—1) G50, | = 188x107°
=

where

Oy = the variance of the monthly return to the mapatfolio estimated
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over the 39 months ending in March 2011.

Thus an estimate of the variance of the returinéontarket portfolio after 1957 is three times
an estimate of the variance of the return to theketgortfolio before 1958. We do not have
the complete time series of monthly returns usegkteerate Figur2.1 and Figur@.2, but,
nevertheless, we can construct a test of the pplbtinesis that the variance of the return to
the market portfolio after 1957 is equal to theiaace of the return to the market portfolio
before 1958. We show #ppendix B that if monthly returns to the markettpaio are
normally and independently distributed through tithen, under the null hypothesis, the
ratio:

10
{(60—1)26—12%%( jay + (89-1) 5—3011}/ [L0x (60-1) + 39-1)]
j=1

15
l: 60-1) z &12887+5( j-1) :l /[15X (60~ 1)]

=1

will be F distributed with 10 X60 — 1) + (39 — 1) = 628 and 1560 — 1) = 885 degrees of
freedom. The numerator is an estimate of the maeaf the return to the market portfolio
computed using the 628 monthly observations afé&7Jand the denominator is an estimate
computed using the 885 observations before 19% ratio is 1.88 + 0.62 = 3.00 and the
one per cent critical value for thg,g sgsdistribution is 1.19. So one can reject the atikll
conventional levels of significance. Thus thealiéince between the risks of the market
portfolio after 1957 and before 1958 is both ecoitwaity and statistically significant.

Since annualised volatilities can be easier to tstded, we also compute annualised
volatilities. After 1957, the annualised volatilivf the return to the market portfolio is:

100x x/lzx 188x10~ =15.01 per cent per annum

while before 1958 the annualised volatility of tieéurn to the market portfolio is:

100x+/12x 062x107 = 866 per cent per annum

As Davis (2011) makes cle&:

‘a higher level of market volatility is likely todbassociated with an increase in risk
which translates into a highBtRP

although he cautions that
‘the strength of the relationship is difficult tesess.’

This suggests that either:

12 Davis, K..,Cost of equity issues: A Report for the AB&uary 2011, page 20.
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= some upwards adjustment should be made to thdrdatal883 through 1957 to reflect
the lower risk of the Australian market portfoffoor

= if the strength of the relationship between valgtiind theMRP proves too difficult to
assess, the data from before 1958 should be destard

Either way it is likely that an estimate of thERP will be computed to be at least 6.5 per cent
per annum if not some way above. Again, the proble see with relying so heavily on
earlier data is that the evidence indicates thantharket portfolio was less risky before 1958
than it has been after 1957. Thus one would expetia representative investor would have
required a lower premium on stocks before 1958 #itar 1957. Including the earlier data
should, if there is a positive relation betweeratiity and theMRP, depress estimates
computed of thé/RP.

There is, of course, nothing magical about thes/@867 and 1958. We choose these years
because the estimates of tM&P that the AER reports use 1958 as a starting foirthe

most recent sub-period. One can, alternativelgywathe data to determine where changes in
the volatility of the market portfolio occur.

Further, we do not view the Australian economy @isdp entirely segmented from world
capital markets and we fully realize that the magaatfolio of stocks is only part of the
market portfolio of all risky assets. Thus the kearisk premium attached to a portfolio of
stocks will inevitably be determined not directly the volatility of the market portfolio of
stocks but by the covariance of the return to thfplio with the return to some other
portfolio that will likely include foreign assets@ assets other than stocks. Changes in the
volatility of the market portfolio of stocks, tholgwill very likely be positively correlated
with changes in this covariance.

2.2 Current Conditions

The AER recognises that tMRP changes through time. However, while the AER ases
relatively clear process to determine how the fisk-rate should be computed, it does not
provide a clear process to determine howNtiP should be computed.

There are a range of indicators that have beerdftmforecast th&#/RP. Among them are:

= the spread between the yields on BBB and AAA boadd; as we discuss later in
Section4; and

= the volatility of the return to the market portfimplied by option prices.
Since we discuss the behaviour of implied volatiliter in the report, we focus here on the

behaviour of the default spread, that is, the spledween the yields on BBB and AAA
bonds.

Keim and Stambaugh (1986) and Fama and French Y fia8xhat default spreads are
positively related to thMRP.** Similarly, Davis (2011) notes th&t:

13 Unless one provide reliable evidence that thesime to risk of a representative investor hasfall

NERA Economic Consulting 8
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‘a higher spread is likely to be consistent withigherMRP
although he points out that:
‘the strength of the relationship in times of @afiicial crisis is difficult to assess.’

Figure2.3 below reproduces a figure provided by SFG phats the spread between BBB
and AAA yields from 2000 to 2011 using data fromtdzareant?

Figure 2.3
BBB-AAA yield spread

Spread (% p.a.)
[¥8)

0 T T T T T T T T T T
12/00 12/01 12/02 12/03 12/04 12/05 12f06 12/07 12/08 12/09 12/10

Date

As can be seen from the figure, while the defguiead has fallen from its peak during the
worst of the Global Financial Crisis (GFC), it hrast fallen back to anywhere near its pre-

14 Keim, D. And R. StambaugPredicting returns in the stock and bond markéturnal of Financial Economics, 1986,
pages 357-390.

Fama, E. And K. FrenclBusiness conditions and expected returns on sttdondsJournal of Financial
Economics, 1989, pages 23-50.

15 Davis, K..,Cost of equity issues: A Report for the AB&uary 2011, page 20.
16 SFG,Issues affecting the estimation of MR&port for EnvestraMarch 2011, page 12.
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GFC levels. Thus it is not clear why the AER has/ed theMRP back to its pre-GFC
levels. The justifications that the AER provides dloing so are that:

‘the International Monetary Fund (IMF), the Orgaatien for Economic Co-
operation and Development (OECD) and the Resermi& BBAustralia (RBA) ...
indicate that the economic outlook for Australia raproved considerably’

and

‘recent survey based estimates of MieP from Fernandez and Del Campo in May
2009 and May 2010 suggest that market views oMR® did not significantly
differ from those expressed prior to the onsehefGFC.’

While business conditions will surely have an impattheMRP, it may not be business
conditions in Australia that matter because Augtnala small open economy andM&P

will surely be determined in large part by businesssditions worldwide. Business
conditions in many other countries have not impdbteethe extent that Australian conditions
have improved. Thus it is not clear to what exeantmprovement in business conditions in
Australia will have affected theIRPin Australia.

It is also worth noting that Kearns and Pagan (199t out that*®

‘From the 60s onward high volatility is apparenidinstralian data largely
independent of recessions, banking crises and .s®erhaps, as is suggested
above, this is attributable to the Australian méskeelative dependence on
commodity prices, which the more diversified US ke&rdoes not share.’

This suggests that the link between Australianrmss conditions and the AustralisiiRP
may not be as close as the link between businestitams and thtMRPin other countries.

The other rationale that the AER provides for lamgtheMRP is that surveys by Fernandez
and Del Campo suggest that &P has returned to pre-GFC levels. We examine these
surveys in detail in the next section.

17 AER,Envestra Ltd Access arrangement proposal for thiegals network, 1 July 2011 — 30 June 2016: DraftiSien
February 2011, pages 81-85.

8 Kearns, P. And A. Pagan, Australian stock mavkédtility:1987-1987, Economic Record, page 177.
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3 Survey Evidence

The AER argues that the evidence from surveys atedby Fernandez (2009) and
Fernandez and del Campo (2010) indicates tha¥ifRBis 6 per cent per annum when it is
adjusted for franking credits distributét Fernandez surveys academics while Fernandez
and del Campo survey practitioners about their siew a value for th®IRP. The surveys
they conduct are of individuals and institutionsnany different countries and so the
estimates they elicit are not about a sinfgRP but are instead about the expected excess
returns associated with a large number of diffenedices, associated with countries whose
capital markets may or may not be fully integrateth one another, denominated in a large
number of different currencies.

In this section we examine the AER’s argumentpadrticular, we examine the argument that
the evidence indicates that the responders toutvegs adjust for credits distributed. To
begin with, though, we discuss the merits of sumagdence.

3.1 Merits of Survey Evidence
Some well-known problems with surveys are that:

= while the recipients may be randomly selected @csed using some scheme that targets
particular individuals or institutions, respondeedf select — in particular responders can
be individuals who place a lower value on theirdithan non-responders;

= jtis difficult to provide recipients with an apgmoate incentive to respond accurately and
in an unbiased manner; and.

= the responses elicited can depend on how the sgvestions are phrased.

Fernandez (2009) reports that of 7,500 recipiehkssosurvey of academics, 1,309
responded?® Thus 83 per cent of academic recipients did espond. Fernandez and del
Campo (2010) report that of 8,500 recipients ofduis/ey of practitioners, 2,460
responded’ Thus 71 per cent of practitioner recipients ditirespond. A concern with the
large number of non-respondents is that the respadadnay differ in some systematic way
from the non-respondents.

Fernandez (2009) reports that 23 Australian acackeresponded to his survey while
Fernandez and del Campo (2010) report that 7 Aliestranalysts responded to their

19 Fernandez PMarket risk premium used by professors in 2008urvey with 1400 answertESE Business School

Working Paper, WP-796, May 2009.

Fernandez, P. and J. Del Camptarket risk premium used in 2010 by analysts andmanies: A survey with 2400
answers |IESE Business School, May 21 2010.

20 Fernandez, PMarket risk premium used by professors in 2008udyey with 1400 answertESE Business School

Working Paper, WP-796, May 2009, page 2.

2l Fernandez, P. and J. Del Camiayrket risk premium used in 2010 by analysts andmanies: A survey with 2400

answers |IESE Business School, May 21 2010, page 2.
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survey?? Thus the sample of Australian academics and atsabn which the two authors
rely are small.

Since none of the academic responders are pldoangdareers on the line, it is difficult to
know how seriously to take the responses. If @dawic uses aMRP that is too high or too
low to illustrate to a class how the CAPM works,dneshe will bear essentially no cost. This
is because even if the academic is using a cadg stand many academics do not use case
studies — he or she will not face a cost if, formple, he or she accepts a negative-NPV
project. Many academics will see their role asigeo teach students how the CAPM works
and not to tell students precisely what inputsde. u

The evidence that Fernandez (2009) provides sugjtfest many academic responders take as
an estimate of th®IRP a figure drawn from one of a small number of textks. Thus the
survey responses may be far from independent oinather. It is also not clear when
academic responders cite a text as a referencéhthahave examined whether td&P

figure provided by the text is reasonable. It megyl be that they have not considered the
appropriateness of thdRP figure in depth but they like the text for otheasons and so are
happy to use the particular value that the texvipes.

Similarly, none of the practitioner respondersg@eeing their careers on the line, so it is also
difficult to know how seriously to take their resges. The practitioner responders will bear
no cost if they provide responses that are eith@high or too low.

The evidence that Fernandez and del Campo (2000)derindicates that one of the seven
Australian analysts who were kind enough to resgortteir survey stated that:

‘In Australia, there are a significant number ajukatory decisions, which use the
CAPM framework and go through a public consultafioocess. There are a
significant number of submissions made on CAPM weipert opinions provided.’

Thus it is not clear that much is to be learnt frainteast one of the seven Australian analysts
who responded to the survey. This is becausenibti€lear whether the analyst thought
carefully about whether the public consultationgass has in the past arrived at a reasonable
figure for theMRP or whether the consultation process provided tfadyat with a number

that could be plugged quickly into a response sto atear his or her email inbox and prevent
the analyst from receiving further unsolicited elsai

22 Fernandez, P. and J. Del Camiayrket risk premium used in 2010 by analysts andmanies: A survey with 2400
answers IESE Business School, May 21 2010, page 14.

2 Fernandez PMarket risk premium used by professors in 2008uvay with 1400 answertESE Business School
Working Paper, WP-796, May 2009, page 5.

Fernandez, P. and J. Del Camptarket risk premium used in 2010 by analysts andmanies: A survey with 2400
answers |IESE Business School, May 21 2010, page 4.
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3.2 Importance of Franking Credits

The AER assumes that the market value of a onardwidit distributed is 65 cents,
although it is far from clear that this figure i at the evidence on the value of credits
distributed implie$* The current yield on the ASX 200 is around 4 gant while the
corporate tax rate is 30 per cent. So if we folBrailsford, Handley and Maheswaran
(2008) and assume that 75 per cent of dividendslulited are franked, the value to the
market of credits distributed, with these figunesist be®®

030 1)

065x% Q.75x x4 =084
3C

Thus, with these figures, an adjustment for credigtributed is of the order of 84 basis
points, which, relative to aMRP of 6 per cent, is a significant number. For exinipis
almost twice as large as the upward revision oMR from 6 to 6.5 per cent per annum
that the AER provided in 2008 and the downwardsiewvi from 6.5 to 6 per cent per annum
that the AER has recommended in 2011.

3.3 Surveys and Imputation

The survey question that Fernandez (2009) posetiosmo mention of franking or
imputation credits or of taxes. Similarly, theay question that Fernandez and del Campo
(2010) posed contains no mention of franking orutagon credits or of taxes. The two
survey questions are shown below in FigBreand Figurg.2.%°

To examine whether the surveys carried out by Fete# (2009) and Ferndndez and del
Campo (2010) provide estimates of MBP for Australia that either take into account
franking credits or do not take into account fraugkcredits, we conducted a search of the
two papers using a number of keywords.

First, we conducted a search of the two papergubmkeyword: imputation. A search of
Fernandez (2009) provided no hits but a searcleof&hdez and del Campo (2010) provided
the following passage from an analyst resporfder:

‘Possibly an area where a practitioner like me \ddagnefit is whether it makes
sense to use differeMRP estimates as economic conditions change and/arsthe
of ranges for cost of capital estimates for vatuedi capital budgeting/
performance measurement etc. The long run hisiagicerage seems almost

2 AER,Envestra Ltd Access arrangement proposal for thiedals network, 1 July 2011 — 30 June 2016: DraftiSien
February 2011, page 104.

25 PBrailsford, T., J. Handley and K. MaheswarRe;examination of the historical equity risk premiin Australia

Accounting and Finance 48, 2008, page 85.

% Fernandez PMarket risk premium used by professors in 2008uvay with 1400 answertESE Business School

Working Paper, WP-796, May 2009, page 12.
Fernandez, P. and J. Del Camptarket risk premium used in 2010 by analysts andmanies: A survey with 2400

answers |IESE Business School, May 21 2010, page 11.

27 Fernandez, P. and J. Del Camiayrket risk premium used in 2010 by analysts andmanies: A survey with 2400

answers|IESE Business School, May 21 2010, page 13.
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meaningless when one looks at both the standawd @rthe estimate (7.5%
imputation adjusted average with a[n] SE of 23%g) anthe ranges/volatility of
annual estimates.’

Figure 3.1
Survey question posed by Fernandez (2009)

EXHIBIT 1. Mail sent on January 2009

I am doing a survey about the Market Risk Premium that we, professors, use to calculate the required
return to equity.

I will be very grateful to you if you kindly reply to the following 3 questions.

Of course, no individuals or schools will be identified and only aggregate data will be made public.

Best regards and thanks,
Pablo Fernandez. IESE Business School. Spain

3 questions:

1. The Market Risk Premium that | used in 2008 was D %
2. | justify this number: | do not justify the number
Reference to books or articles
Which ones?:

year premium

3. In previous years, | used different premia 2007 |
| ¢
|

Comments

Interestingly, this analyst responder providesigndn her comment an imputation-adjusted
estimate of th&MRP of 7.5 per cent while Table 4 of Fernandez and3#hpo (2010)
reports that the maximuMRP reported by Australian respondents is 6 per éBrithis
implies that, for at least this responder, his@ritesponse of, presumably 6 per cent, was
imputation credit unadjusted.

Second, we conducted a search of the two paperg tie keyword: franking. No matches
were found in either paper.

Third, we conducted a search of the two papergusie keyword: credit. This turned up a
single reference in Fernandez (2009) citing cregiieads as a guide to thi&RP: >

2 Fernandez, P. and J. Del Camiayrket risk premium used in 2010 by analysts andmanies: A survey with 2400

answers |IESE Business School, May 21 2010, page 4.

2 Fernandez PMarket risk premium used by professors in 2008uvay with 1400 answertESE Business School

Working Paper, WP-796, May 2009, page 20.
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‘France. TheVIRPis as volatile as the market. There are othercesunf measures
for risk aversion such as credit spreads.”’

We conclude that there is no evidence that thenastis of théVIRP for Australia tabulated
by Fernandez (2009) and Fernandez and del Cam@@)20e imputation-adjusted. Instead,
a single piece of evidence suggests thaMR® estimates are not adjusted.

Figure 3.2
Survey question posed by Fernandez and del Campo (2  010)

EXHIBIT 1. Mail sent on April and May 2010

I am doing a survey about the Market Risk Premium (MRP) that companies, analysts and professors use
to calculate the required return to equity in different countries.

I will be very grateful to you if you kindly reply to the following 3 questions.

Of course, no individuals, universities or companies will be identified and only aggregate data will be
made public.

Best regards and thanks,
Pablo Fernandez
Professor of Finance. IESE Business School. Spain

3 questions:
1. The Market Risk Premium that | am using in 2010 is: %

2. Bocks or articles that | use to support this number:

3. Last year, | used a different MRP: %

Comments

Under the assumption that the survey data aremmitation adjusted, the presumed
unadjusted mean estimate of 5.9 per cent repostéteinandez (2009) from 23 Australian
academics corresponds to an imputation-adjustéuast of 6.7 per cent® Under the
assumption that the survey data are not imputatitnsted, the presumed unadjusted mean
estimate of 5.4 per cent reported by Fernandezlah@ampo (2010) from seven Australian
analysts corresponds to an imputation-adjustechasi of 6.2 per cent- A responder-
weighted average of these imputation-adjusted astisndrawn from the two papers is:

23 67+ x62=66 percent (2)
23+7 23+7

%0 Fernandez PMarket risk premium used by professors in 2008uvay with 1400 answertESE Business School

Working Paper, WP-796, May 2009, page 2.

81 Fernandez, P. and J. Del Camiayrket risk premium used in 2010 by analysts andmanies: A survey with 2400
answers |IESE Business School, May 21 2010, page 4.
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4 Implied Volatility as a Predictor of the MRP

In this section we evaluate the argument that Bisdred Officer (2010) make that implied
volatility tracks theMRP and the counter argument that the AER makesthét:

‘the significant variability in the short terMRP derived from implied volatility
measures makes such estimates an unreliable sufuggiElence when setting a
MRP for a 10-year investment horizon.’

4.1. Theory

Intuition suggests that risk and return must bateel not just across assets but also across
time. Merton (1973) shows that the conditions Wwhatlow the CAPM to hold instant by
instant are also the conditions which guaranteealsample relation exists between M&P
and the volatility of the return to the market fpolio.** *> From equation (19) of his paper:

MRP=Ro?2, 3)
where
R = relative risk aversion, a measure of the avarsiaisk of a
representative investor; and
o2 = the variance of the return to the market podfdhat is, the square

of the volatility of the return.

This simple relation states that thi&RP will be higher the more averse to risk is a
representative investor and the more volatile ésréiurn to the market portfolio. Moreover,
the relation guarantees that &P can never be negative. This is because a repatisen
investor is averse to risk and the variance ofétern to the market portfolio can never be
negative. In contrast, forecasts generated by otioglels can generate forecasts of NP
that are negative if not constrained.

The link provided by equation (3) suggests that simauld find:

= a positive relation between forecast volatility autbsequent returns; and

* anegative contemporaneous relation between infom&in volatility and returns.

32 Bishop S. And R. OfficetMarket risk premium, Comments on the AER draftibision determination for Victorian

electricity distribution network service providedily 2010.

%3 AER,Envestra Ltd Access arrangement proposal for thedaks network, 1 July 2011 — 30 June 2016: DraftiSien
February 2011, page 263.

34 The conditions are that either it is not posstblaedge against changes in the investment opgityriset or that a

representative investor does not wish to do so.

%5 Merton, Robert CAn intertemporal capital asset pricing modEtonometrica, 1973, pages 867-887.
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The second of these predictions arises becauseexpected increase in volatility will raise
theMRP and so depress equity prices. An innovation @xpected change in volatility is
defined to be the difference between realized anechst volatility. Testing for these links
faces the problem that the return to the markefgar is unobservable. However, the
problem will be surmountable if:

= the risk of the market portfolio of equities is po®ly correlated through time with the
risk of the entire market portfolio; and

= no theoretical restriction is placed on the valtithe relative risk aversion of a
representative investor.

Two methods have been employed to forecast vdiatikirst, forecasts have been generated
using time series of returns. Second, forecasts haen backed out of option prices.

French, Schwert and Stambaugh (1987) are theafitstors to examine the relation between
theMRP and forecasts of volatility generated using tirages of returns® They summarize
their results in the following way:

‘We find evidence that the expected market riskipuen (the expected return on a
stock portfolio minus the Treasury bill yield) iegitively related to the predictable
volatility of stock returns. There is also evidenhbat unexpected stock market
returns are negatively related to the unexpectadgd in the volatility of stock
returns.’

Other authors have found a weaker relation betwleeMRP and forecast volatility but the
negative contemporaneous relation between unexpehtanges in volatility and returns
appears to be robust to the use of different dadadéfferent estimation methods.

A natural alternative to generating forecasts détiitty from time series of returns is to back
out forward looking forecasts of volatility from tign prices. These measures are called
implied volatilities. They are typically generatesing a version of the Black-Scholes option
pricing model and at-the-money (ATM) calls or puts.

4.2. Link Between Implied Volatility and Realised V  olatility

The AER in its Draft Decision suggests that imphexdiatility is not useful for forecasting
future volatility. For example, it states tHat:

‘Chernov studied the role of risk premia in voli#yiforecasting and
explained why at-the-money option implied volailis a biased and
inefficient forecast of future realised volatility.

% French, K., G.W. Schwert and R. Stambaugh, Exggestock returns and volatility, Journal of Finah&conomics,
1987, pages 3-29.

Unexpected changes in volatility are often meadwising time series models pioneered by NobekRvianer Robert
Engle. Among these models are the Autoregressivaiflonal Heteroscedasticity (ARCH) and Generalise
Autoregressive Conditional Heteroscedasticity (GAR@odels.

%  AER,Envestra Ltd Access arrangement proposal for thedak network, 1 July 2011 — 30 June 2016: DraftiSien,
February 2011, page 262.

37
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What Chernov (2007) actually said was that fromey of the literaturé®

‘A number of robust conclusions have emerged: ATiydlied volatility is
(1) informative about future volatility, (2) superito other measures of volatility,
and (3) an upward-biased predictor.’

In other words, Chernov summarized the evidendedisating that there is a positive
relation between implied volatility and future volidy and that implied volatility better
forec(z)ists future volatility than other measuresnil&rly, Blair, Poon and Taylor (2001) find
that?

‘The in-sample estimates show that nearly all r@hdwnformation is
provided by the VIX index and hence there is notmimcremental
information in high-frequency index returns. Fot-of-sample forecasting,
the VIX index provides the most accurate forecmstall forecast horizons
and performance measures considered.’

The VIX is the ticker symbol for the Chicago Bo&@gtions Exchange Market Volatility
Index, a measure of the implied volatility of th&3 500 index.

Guo and Whitelaw (2006) also report the same dagtsults** They conclude thd?

‘it is clear that implied variance is the best $ngredictor [of realized volatility]
and that little is lost by excluding the other extory variables. Consequently,
we select the implied variance as the single exghtag variable in the variance
equation.’

The fact that implied volatility provides an upwhrtliased forecast of future volatility,
while of interest, need not generate a signifigaoblem for forecasting if forecasts of future
volatility can be adjusted for the bias. Guo ankitdlaw (2006), for example, adjust for the
bias. They state th&t:

‘If implied variance is a conditionally unbiasededictor of future variance, then in
Table | the intercept in the last regression shbel@qual to zero and the
coefficient on implied variance should be equadite. However, an extensive
literature documents positive intercepts and sldgesthan unity in similar
regressions ... Table | shows that while the estdthaoefficient is positive, it is
significantly less than one, and the interceptgaificantly positive, although it is
small. Thus, while implied volatility may be infoationally efficient relative to
other variables it is not conditionally unbiased. &result, we use the fitted value

3% Chernov, M.On the role of risk premia in volatility forecagginJournal of Business and Economic Statistics, 2007

page 411.

40 Blair, B., Poon, S.-H., and Taylor, S. (2001)pf&casting S&P 500 Volatility: The Incremental Infmtion Content of
Implied Volatilities and High-Frequency Index Retsj” Journal of Econometrigsl05, 5-26.

4l Guo, H. And R. Whitelaw, Uncovering the risk-netuelation in the stock market, Journal of FinarR@06, pages
1433-1463.

42 Guo, H. And R. Whitelaw, Uncovering the risk-netuelation in the stock market, Journal of Finar2#06, page 1446.
4 Guo, H. And R. Whitelaw, Uncovering the risk-netuelation in the stock market, Journal of Finark@06, page 1446.
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from this estimation as our proxy for conditionariance in the estimation of the
full model.’

4.3. Implied Volatility and the MRP

Tests for a relation between implied volatility athé MRP find a positive relation between
the two. Guo and Whitelaw (2006), for examplengghe VIX as a measure of risk, and
data from 1984 through 2001 summarize their resuitse following way**

‘Model 1 is the standard risk-return model estirdatemuch of the literature, that
is, a regression of returns on a measure of thditamal variance. However, in
contrast to many existing results, we find a caoédfit that is positive, albeit
statistically insignificant, and reasonable in niagge. If the hedge component is
unimportant or orthogonal to the risk componerg,¢hefficient value of 2.5
represents an estimate of the coefficient of nadatisk aversion of the
representative agent; however, this estimate majdsed downwards slightly due
to measurement error in the conditional variance.’

Further tests that they conduct reveal that othesisures of risk help to explain the time
series behaviour of returns. In other words, ikany others, Guo and Whitelaw find
evidence against the CAPM.

Banerjee, Doran and Peterson (2007), on the ot husing data from 1987 through 2005
find a significant positive relation between theX\dnd future S & P 500 returns in excess of
the risk-free raté®> They state thaf®

‘Before testing the characteristic portfolios, waamine if VIX levels and
innovations predict future market excess returestebt this hypothesis, and
confirm the results iiot (2005) the 30-day and 60-day excess returns on the
S&P 500 are regressed on the VIX varialdlB3.he regressions are identical to
those in Egs(17a) and (17h)except the dependent variable is the return en th
S&P 500. The results are reportedimble 1land show significantly positive
coefficients on the VIX level at the 5% level. Thee not surprising and
consistent with prior findings related to VIX andure returns.’

The difference between the results of Guo and Wavit¢2006) and Banerjee, Doran and
Peterson (2007) must stem from their use of diffetiene periods because there is little
difference in the specifications that they use sjite the difference between the results, the
two pieces of evidence, particularly the secondeiaf evidence, suggest that there is some
support for a link between tiMRP and a measure of implied volatility.

4 Guo, H. And R. Whitelaw, Uncovering the risk-netwelation in the stock market, Journal of Finar#06, page 1448.

4 Doran, J., P. Banerjee and D. Peterson, Impliaitility and future portfolio returns, Journal Banking and Finance,
2007, pages 3183-3199.

46 Doran, J., P. Banerjee and D. Peterson, Impliatiity and future portfolio returns, Journal B&anking and Finance,
2007, page 3190.
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4.4. Current Market Conditions

Figure4.1 below plots the volatility implied by a threesnth call option on the ASX 200
index against time. The volatility is from Citigrp and is the volatility implied by a three-
month call option on the ASX 200. An examinatidrhe figure shows that this measure of
implied volatility, while well below its peak reaeti during the midst of the Global Financial
Crisis (GFC), is nevertheless at a level that iséwhe value at which it sat during the period
from 2004 through 2006. This suggests that whigdMRP may be below the level it
reached during the worst of the GFC, it is aboelével at which it sat during much of the
last decade.

Figure 4.1
Volatility implied by a three-month call option on the ASX 200
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Note: Data is sourced from Bloomberg under the dOJAVIX.
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Interestingly, the figure provides dramatic evidemagainst the AER'’s proposition that in
47
general:

‘the significant variability in the short terMRP derived from implied volatility
measures makes such estimates an unreliable sefugeElence when setting a
MRP for a 10-year investment horizon.’

The figure shows that there are prolonged swingserimplied volatility series away from
its mean. The figure also shows, of course, thairidex is mean reverting. Thus swings
away from the mean tend to be reversed over time.

45. Other Models

Finally, the ability of implied volatility to foreast theMRP does not rule out the existence of
alternative methods of extracting information froption prices in order to forecast thERP.
Nor does the existence of alternative methods theting information from option prices in
order to forecast thRIRP imply that one cannot use implied volatility taodoast theMRP.

As the AER notes, Santa-Clara and Yan (2010) fisthg data from 1996 through 2002, that
a measure of theIRP extracted from option prices under the assumpghanstock prices
experience jumps — something that the Black-Schuolegel rules out — is useful for
predicting theMRP. *® Their evidence, though, does not rule out theofiseplied volatility

to forecasMRP. It may, though, indicate that there are bettayswof extracting information
from option prices.

47 AER,Envestra Ltd Access arrangement proposal for thedaks network, 1 July 2011 — 30 June 2016: DraftiSien
February 2011, page 263.

48 AER,Envestra Ltd Access arrangement proposal for thedaks network, 1 July 2011 — 30 June 2016: DraftiSien,
February 2011, page 262.

Santa-Clara, P. and S. Ya&rashes, volatility, and the equity premium lessioos S&P optionsReview of
Economics and Statistics, 2010, pages 435-451.
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5 Conclusions

This report has been prepared for Multinet Gas@dusNet by NERA Economic
Consulting (NERA). Multinet Gas and SP AusNet hasked NERA to examine a number
of issues that arise from the recently publisBegiestra Ltd Access arrangement proposal
for the SA gas network, 1 July 2011 — 30 June 2018éft Decisionprovided by the
Australian Energy Regulator (AER).

In particular, Multinet Gas and SP AusNet have d9KERA to assess:

= whether the historical evidence indicates thatng{term average market risk premium
(MRP) of 6 per cent per annum inclusive of the valuengjutation credits is appropriate;

= whether current conditions warrant BiiRP at its long-term average or above its long-
term average;

= whether the survey papers of Fernandez (2009) enthRdez and del Campo (2010) to
which the AER refers provide support forlbiRP of 6 per cent per annum inclusive of
the value of imputation credits; and

= whether the volatility of the return to the markettfolio implied by option prices can
provide a guide as to tiMRP.

We document that:

= the historical evidence indicates that the Austraiharket portfolio was substantially less
risky in the later part of the f&entury and the earlier part of thé™@ntury than in the
later part of the 2Dcentury and the start of theS2dentury. The variance of the return to
the Australian market portfolio has betnee timesas high in the later period than in the
earlier period. This empirical result casts coesathle doubt on the wisdom of the AER’s
decision to combine, without any adjustment fofadt#nces in risk, data from the earlier
period with data from the later period in ordeettimate thé/IRP. Either adjusting the
earlier data or throwing out the earlier data Vaéd to arMRP of at least 6.5 per cent per
annum;

= current conditions suggest that &P is above its long-term average. The spread
between BBB bond yields and AAA bond yields, whdeer than during the worst of the
Global Financial Crisis, is stilWell aboveits long-run average. Also the volatility of the
return to the Australian market portfolio implieg dption prices suggests that the risk of
the market sits at a level that is above wheratifar much of the last decade;

= the survey papers of Fernandez (2009) and Fernardedel Campo (2010) provide
little information about whether responders are sneag the AustraliaMRP inclusive
or exclusive of imputation credits. The only piefevidence pertaining to the issue in
the papers indicates that responders are measheMRP exclusiveof imputation
credits. A weighted average of the Australian oeses adjusted for the value of
imputation credits indicates that inclusive of ttadue of imputation credits tHdRPis at
least 6.5 per cent per annum;

= there is evidence in the literature that the vbiatof the return to the market portfolio
implied by option pricesan provide a guide as to ttRP. In addition, the implied
volatility of stock market returns, inferred fromtn prices, is a reasonable predictor of
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future volatility. The AER has misinterpreted tiesults of a study by Chernov (2007)
which actually suggests that there is informatibaud future volatility contained in
implied volatility:** and

= the literature also documents, consistent withetkistence of a positive link between
expected volatility and theIRP, that there is a negative relation between undrgec
changes in volatility and the return to the map@tfolio.

49 Chernov, M.On the role of risk premia in volatility forecasginJournal of Business and Economic Statistics, 2007

page 411.
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Appendix A. Data

This appendix provides the data used to constrigetr€2.1 and Figur®.2 that appear in
Section 2.

Table A.1
Volatility data
Half decade ending Variance x 10° Volatility
1882 0.904 10.414
1887 0.664 8.924
1892 0.866 10.196
1897 0.539 8.043
1902 0.301 6.007
1907 0.368 6.643
1912 0.296 5.964
1917 0.898 10.379
1922 0.347 6.450
1927 0.181 4.654
1932 2.656 17.854
1937 0.316 6.157
1942 0.756 9.523
1947 0.192 4.805
1952 0.686 9.071
1957 0.310 6.094
1962 0.620 8.628
1967 0.629 8.686
1972 2.174 16.153
1977 3.090 19.257
1982 2.201 16.251
1987 4.041 22.022
1992 1.942 15.266
1997 1.649 14.067
2002 1.098 11.479
2007 0.622 8.639
2011 2.980 18.910

Notes: The variance of monthly returns has beeriptied by 1§ while the volatility is in
per cent has been annualised by multiplying/bg. Data from before 1992 are from Kearns
and Pagan (1993). Data from after 1987 are comghuiging the All Ordinaries Price Index.
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Appendix B. F-test

This appendix shows that if monthly returns tomerket portfolio are normally and
independently distributed through time, then, urttbernull hypothesis that the variance of
the return to the market portfolio after 1957 isi@do the variance of the return to the
market portfolio before 1958, the ratio:

10
{(60‘1)25129625( - T @91 522011:|/[10X (60-1)+ 39-1)]
=1

15
{@O—DEZ&éWﬂjﬂﬂlh5x@O—n]
j=1
will be F distributed with 10 X60 — 1) + (39 — 1) = 628 and 1560 — 1) = 885 degrees of
freedom.

Let r denote the without-dividend return to the Australmaarket portfolio from the end of
montht-1 to the end of monthand let

re ~ N(¢4,07)
before 1958 and
e ~ N(1,07%)

after 1957. Thel!

A2
—(6001? T - X %60—1)
before 1958 and
60-1o¢ _ .
o2 (60-1)
after 1957, where, again,
&E = the variance of the monthly return to the magatfolio estimated

over the five-year period ending in Decemberedrk.

Similarly,

%0 Freund, J.EMathematical statistigsPrentice-Hall, 1972, page 214.
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B9-DG5; o
— 2 "X
2

where, again,

Oy = the variance of the monthly return to the magatfolio estimated
over the 39 months ending in March 2011.

The sum of a random variable that is chi-squarkibliged withn; degrees of freedom and an
independent random variable that is chi-squareiiged withn, degrees of freedom must
be chi-square distributed with + n, degrees of freedomt- So it follows that

15
(60 - 1) Z a12887+5( i-1)

j=1 2
2 AXsss
0,

and

10
|:(60_1)Za-12962+5( j-1) +@39-1) 5:22011:|
j=1

2
2 Xe2s
O3

The ratio of a random variable that is chi-squasgritbuted withn; degrees of freedom,
divided by its degrees of freedam to an independent random variable that is chasgu
distributed withn, degrees of freedom, divided by its degrees oftdiveen,, is F distributed
with n; andn, degrees of freedor®? Thus

10

(60-1) > Ffosa j-1) + (39-1) 522011}/[10" (60-1)+ 39-1)]
=1

o

It follows that under the null hypothesis that ttagiance of the return to the market portfolio
after 1957 is equal to the variance of the retartheé market portfolio before 1958, the ratio:

15 - F628,885
{(60—1)26—38%5( ,--1)} /[15x (60-1)]
j=1

51 Freund, J.EMathematical statisticsPrentice-Hall, 1972, page 213.
52 Freund, J.EMathematical statistigsPrentice-Hall, 1972, page 219.
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10
l:(60_1)zalzgeaa - T B9-1) 522011:|/[10X (60-1) + 39-1)]
=1

15
{(60—1)26128%5( ,--1)}/[15>< (60-1)]
=1

will be F distributed with 10 X60 — 1) + (39 — 1) = 628 and 1560 — 1) = 885 degrees of
freedom.
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Appendix C. Expert Witness Guidelines

Guidelines for Expert Witnesses in Proceedings irhe

Federal Court of Australia

Practice Direction

This replaces the Practice Direction on Guideliioe€Expert Witnesses in Proceedings in the
Federal Court of Australia issued on 6 June 2007.

Practitioners should give a copy of the followingadglines to any witness they propose to
retain for the purpose of preparing a report oimgj\evidence in a proceeding as to an
opinion held by the witness that is wholly or salsially based on the specialised
knowledge of the witness (se®art 3.3 - Opinionof theEvidence Act 1998Cth)).

M.E.J. BLACK

Chief Justice

5 May 2008

Explanatory Memorandum

The guidelines are not intended to address allcsé an expert withess’s duties, but are
intended to facilitate the admission of opinionderice (footnote #1), and to assist experts to
understand in general terms what the Court exddteem. Additionally, it is hoped that the
guidelines will assist individual expert witnesseswvoid the criticism that is sometimes
made (whether rightly or wrongly) that expert wises lack objectivity, or have coloured
their evidence in favour of the party calling them.

Ways by which an expert witness giving opinion evide may avoid criticism of partiality
include ensuring that the report, or other statéroéavidence:

(@) is clearly expressed and not argumentativerie;t

(b) is centrally concerned to express an opini@onua clearly defined question or
guestions, based on the expert’'s specialised kruigele

(c) identifies with precision the factual premisg®n which the opinion is based;

(d) explains the process of reasoning by whichettpeert reached the opinion expressed in
the report;

(e) is confined to the area or areas of the exgpepécialised knowledge; and
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(N identifies any pre-existing relationship (suehthat of treating medical practitioner or a
firm’s accountant) between the author of the repmrhis or her firm, company etc,
and a party to the litigation.

An expert is not disqualified from giving evidenog reason only of a pre-existing
relationship with the party that proffers the exger a witness, but the nature of the pre-
existing relationship should be disclosed.

The expert should make it clear whether, and tot\ehgent, the opinion is based on the
personal knowledge of the expert (the factual basig/hich might be required to be
established by admissible evidence of the expeaihother witness) derived from the
ongoing relationship rather than on factual presimeassumptions provided to the expert by
way of instructions.

All experts need to be aware that if they partiteda a significant degree in the process of
formulating and preparing the case of a party, thay find it difficult to maintain
objectivity.

An expert withess does not compromise objectivitylefending, forcefully if necessary, an
opinion based on the expert’s specialised knowledgeh is genuinely held but may do so if
the expert is, for example, unwilling to give catesiation to alternative factual premises or is
unwilling, where appropriate, to acknowledge regsga differences of opinion or approach
between experts in the relevant discipline.

Some expert evidence is necessarily evaluativhanacter and, to an extent, argumentative.
Some evidence by economists about the definitidch@felevant market in competition law
cases and evidence by anthropologists about timgifidation of a traditional society for the
purposes of native title applications may be ohsacharacter. The Court has a discretion to
treat essentially argumentative evidence as submissee Order 10 paragraph 1(2)(j).

The guidelines are, as their title indicates, noartban guidelines. Attempts to apply them
literally in every case may prove unhelpful. Imsoareas of specialised knowledge and in
some circumstances (eg some aspects of econordieneé in competition law cases) their
literal interpretation may prove unworkable.

The Court expects legal practitioners and expertgdrk together to ensure that the
guidelines are implemented in a practically seesitdy which ensures that they achieve
their intended purpose.

Nothing in the guidelines is intended to require tk retention of more than one expert on
the same subject matter — one to assist and onegive evidence. In most cases this
would be wasteful. It is not required by the Guidénes. Expert assistance may be
required in the early identification of the real issues in dispute.

Guidelines
1. General Duty to the Court(footnote #2)

1.1 An expert witness has an overriding duty tasasise Court on matters relevant to
the expert's area of expertise.
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1.2 An expert witness is not an advocate for aypawen when giving testimony that
is necessarily evaluative rather than inferenf@bthote #3).

1.3 An expert witness’s paramount duty is to thei€and not to the person
retaining the expert.

2.  The Form of the Expert Evidence(footnote #4)

2.1 An expert’s written report must give detaildlué expert’s qualifications and of
the literature or other material used in makingréqsort.

2.2 All assumptions of fact made by the expert &hbe clearly and fully stated.

2.3 The report should identify and state the qgicalifons of each person who carried
out any tests or experiments upon which the expéed in compiling the report.

2.4 Where several opinions are provided in thentepiee expert should summarise
them.

2.5 The expert should give the reasons for eaahianpi

2.6 At the end of the report the expert shouldalecthat “[the expert] harade all
the inquiries thafthe expertpelieves are desirable and appropriate and that no
matters of significance thftthe expertfegards as relevant have, filne expert’s]
knowledge, been withheld from the Cdurt

2.7 There should be included in or attached taepert; (i) a statement of the
guestions or issues that the expert was askediress] (ii) the factual premises
upon which the report proceeds; and (iii) the doents and other materials that
the expert has been instructed to consider.

2.8 If, after exchange of reports or at any otl@ge, an expert witness changes a
material opinion, having read another expert’s repofor any other reason, the
change should be communicated in a timely manheogh legal
representatives) to each party to whom the expiémess’s report has been
provided and, when appropriate, to the Court (fotar#5).

2.9 If an expert’s opinion is not fully researchmxtause the expert considers that
insufficient data are available, or for any othegison, this must be stated with an
indication that the opinion is no more than a ps@mnal one. Where an expert
witness who has prepared a report believes timaayt be incomplete or
inaccurate without some qualification, that queéifion must be stated in the
report (footnote #5).

2.10 The expert should make it clear when a pdaiiquestion or issue falls outside
the relevant field of expertise.

2.11 Where an expert’s report refers to photograpllasis, calculations, analyses,

measurements, survey reports or other extrinsitemahese must be provided to
the opposite party at the same time as the exchaimgports (footnote #6).
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3. Experts’ Conference

3.1 If experts retained by the parties meet atlthextion of the Court, it would be
improper for an expert to be given, or to accaptructions not to reach
agreement. If, at a meeting directed by the Coletexperts cannot reach
agreement about matters of expert opinion, theulshgpecify their reasons for
being unable to do so.

footnote #1

As to the distinction between expert opinion evitkeand expert assistance &mns Deakin Pty Ltd v Sebel
Furniture Ltd[2003] FCA 171 per Allsop J at [676].

footnote #2

See rule 35.3 Civil Procedure Rules (UK); see atsm Woolf “Medics, Lawyers and the Courts” [19914
CJQ 302 at 313.

footnote #3

SeeSampi v State of Western AustrdR®05] FCA 777 at [792]-[793], anliCCC v Liquorland and
Woolworths[2006] FCA 826 at [836]-[842]

footnote #4

See rule 35.10 Civil Procedure Rules (UK) and Readirection 35 — Experts and Assessors (UHGE v the
Queen(1999) 197 CLR 414 per Gleeson CJ at [39]-[43ean Marine Mutual Insurance Association (Europe)
OV v Jetopay Pty Ltf2000] FCA 1463 (FC) at [17]-[23]

footnote #5

The“lkarian Reefer” [1993] 20 FSR 563 at 565

footnote #6

The“lkarian Reefer” [1993] 20 FSR 563 at 565-566. See also OrmBmientific Evidence in Court[1968]
Crim LR 240.
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