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1 PRESENTATI ON BY LECG ON BEHALF OF NGC, POWERCO & VECTOR
2

3 CHAIR Ckay, I'd like to reconvene this session of the
4 Conference on the Conm ssion's Draft Gas Pipelines Inquiry
5 report, and we are going to continue now -- | guess it's
6 not just Powerco, but NGC and Vector, and Powerco are
7 presenting this material and we have LECG here to present
8 on your behal f.

9 So, I'd ask you to make any introductory comments that
10 you m ght have. | mght just say that the aimis to break
11 at around 3.15; we might go a bit longer if we need to for
12 afternoon tea. So, wth that, pl ease wth your
13 i ntroducti on whenever you're ready.

14 DR HODGSON: Hello. |I'm Paul Hodgson from NGC, ny role here is
15 sinmply to introduce Professors Tony van Zijl and den
16 Boyl e from LECG who have prepared a WACC report on behal f
17 of ourselves, Powerco and Vector, and I'll pass over to
18 them |'msure they are known to the Conm ssion.

19 CHAIR  Thank you.
20 PROF VAN ZIJL: Thank you. At the outset, thank you for the

21 opportunity to conme here on behalf of the three conpanies
22 to hopefully anplify the paper that was presented to the
23 Commi ssion and answer any questions that nenbers of the
24 Conmi ssi on and staff may have.

25 What we propose to do is to start off with a brief
26 introduction and then use the balance of the tine for
27 guestions. |'Ill start the ball rolling with 10 m nutes or
28 so on the issue of WACC itself in terns of the estimation
29 problens, and then den wll follow on with a simlar
30 i ntroduction on the issue of the margin over WACC.

31 We' ve distributed hard copies of our overheads, so --
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CHAIR Yes, we've got them thank you.
PROF VAN Z| JL: Firstly on the issue of the nodel: The

wei ght ed average cost of capital can of course be defined
in a nunber of ways depending on the definition of
cashflows, and the definition that the Conmm ssion has
adopted is one that we agree wth.

The capital asset pricing nodel also comes in a nunber
of different versions and the nodel adopted by the
Conmi ssion is the post-tax form of the CAPM and we agree
wi th that choice but as a starting point.

If we take the two statenents together, the definition
of the weighted average cost of capital and the security
market |ine equation provided by the post-tax form of the
CAPM then those two statenents together inply a third
statenment for the weighted average cost of capital, which
is quite a useful way of restating the initial statenent
in the sense that it makes clear just what is at stake in
determ ni ng the wei ghted average cost of capital.

If we look along the third equation, we'll see the
various paraneters, the risk-free rate, the corporate tax
rate and asset beta, the tax adjusted market risk prem um
the debt margin, D, again the corporate tax rate, and
finally leverage, the proportion of debt in the capita
structure.

Vell, in that list there are six paraneters and none
of those is not in any serious dispute, nanely the
corporate tax rate, but on each of the other paraneters we
take a view different from the view taken by the
Conmi ssi on. What | propose to do now is just to nmke
brief comrents on each of those five paraneters where the

views do differ
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First of all on asset beta, and the sequence in which
"Il deal with these is the sequence in which we discuss
the paraneters in our paper.

Asset beta is very very difficult to estinmate.
Qoviously, if we had a significant nunber of relevant
conpanies listed in New Zealand we could do appropriate
regressions and hence form estimtes of the asset beta
but we don't have that sort of data available. Ve
therefore need to look at other countries in terns of
giving us sone guidance as to what that mght be, but
what ever nunber we come up with, one kind of sanity check
on it all is to say, does this actually nmake any sense in
relation to the average asset beta for all conpanies?

Well, beta of course by definition is such that the
average across all conpanies is 1 for equity beta. If we
use the transformation formula applicable to the post-tax
form of the CAPM that inplies an average asset beta of
around 0.7 to 0.8 depending on one's estimte of the
degree of leverage, and 0.8 is the nunber that you end up
with if you use an estimate of |everage of around 20%
0.7 is the nunber you end up with if you assune that
| everage is around 30%

Well, that of itself is by no neans settled, just what
is the average leverage in the market, but we end up with

an asset beta of around 0.7 to O. 8.

Well, if that's the average asset beta in the econony,
then we can then from there on sort of say, well, the
conpanies we're looking at, is our subjective estimte

that these conpanies are riskier or less risky in a
systematic risk sense. Vell, | think npost would agree
that conpani es such as those we're focussing on here are
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less risky in a systematic risk sense, so the asset beta
is probably a kind of ceiling, but just where you end up
below that, there is great room for debate, and | guess
our overall position is that the sort of nunber that the
Conmi ssion cane up with is not far away from the sort of
nunber that we would regard as appropriate. In ternms of
the point estimates, there's a difference of only 0.05
between the Commission's estimate and the estimate
provi ded by LECG but what we do provide at sonme length is
a comentary describing a nunber of technical reasons as
to why we in fact should feel a |low degree of confidence
in those point estimates.

Now, | should nention in passing that yesterday the
Commi ssion distributed a paper by Professor Lally to do
with the data that was used in the estimation of asset
beta, specifically the data provided by prove Aswath
Danodaran fromthe Stern School of Business in New York on
his website, and |'ve reworked the nunbers and ny estimte
of the nunbers is that the original estimate is in fact
still quite close to the estimate inplied by the nunbers
that are currently on the website.

Now, |I've at lunchtinme informally discussed this with
Professor Lally and that caused him to rush back to his
office and check out his own calculations, and it seens
that between the time that he did his revised figuring and
| ast night when | did nmy check on his nunbers, it seens
that the website has changed, and so, it's possible that
the discrepancy that Professor Lally discovered between
his original estimate and the subsequent estinate which
formed the basis for the paper distributed yesterday nay
in fact no |l onger be a substantive one. But we'll need to
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check that out |ater.

CHAIR  Ckay, thank you.
PROF VAN ZIJL: And |I've probably already gone for 15 m nutes.
CHAIR They m ght change the website again by the tine you go

back to check it. I'mglad to hear we're not the only one
that occasionally has to update figures.

PROF VAN ZIJL: | guess, if anything, it sort of indicates the

sea of wuncertainty that you are dealing wth, because
clearly the base from which you estinmate these things is
not a constant one.

The tax adjusted market risk premium The Commi ssion
considers a nunber of different approaches. O those
approaches the one that we have preference for is one that
is based on a long series of relevant data, and while
there is a reasonable series of data available for
New Zeal and, our view is that the data from before the
md-80s is not really reflective of the sort of econony
that we currently inhabit and, therefore, if we want a
rel evant set of data we probably need to |ook toward the
US. On the basis of data for the US, in particular the
data that we describe in our paper, we end up with an
estimate for the tax adjusted nmarket risk prem um taking
into account the tax adjustment, slightly higher than the
Conmission's estimate with a range of around 8.5%to 9.5%

The risk-free rate we also differ on for a variety of
reasons, one of which is sinply that the practice is one
of matching financing wth the duration of assets.
Another is that, if we take the argunment presented by
Professor Lally, then one can |look at that and say, well,
really ultimately it boils down to this; if an entity
makes an investnent decision on the basis of a set of
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cashfl ows appearing over a long period, then essentially
should that risk-free rate inplicit in such an estinmate,
or assessnent rather, should that reflect a series of
estimtes based on short-term rates or long-term rates?
My own hunch is that, probably a series of long-termrates
is going to be a better estimator of that original
estimate of the required risk-free rate.

The third point, and perhaps | think an extrenely
telling one, is that there needs to be consistency in
ternms of application of the nodels. The nodel has just
one risk-free rate in it, it doesn't have a nunber of
risk-free rates, and if one therefore uses the long-term
risk-free rate in estimation of the tax adjusted market
risk premum then consistency denmands that it should al so
be used at the front end of the security market |ine
equation, and that's just a straight out nmathematical
requirement.

The last two points are points of perhaps |ess
significance, nanely | everage and the debt premium \Wile
we have theories in finance dealing with optinmal capital
structure, those theories aren't developed to the point
where we can use those theories to determine in any
practical situation what the optinmal capital structure is,
and so, practice tends to be one of inferring optinmality
from observed choice, and in this case the Conm ssion has
suggested a |leverage level of around 40% For the
conmpani es concerned, it would seem nobre appropriate to
choose a | everage | evel of around 55 to 65%

In terms of the debt premium in ny view this is a
sinmple enpirical issue, that it either is a certain nunber
or it's not. The Comm ssion suggests 1.2% but in terns
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of the three conpani es again concerned, a nore appropriate
estimate seens to be 1. 7%

Now, | did say that both of these issues are of |ess
significance in the sense that, if you departed from the
two estimates made by the Comm ssion to the two estinmates
that we suggest, then there is really a difference of only
around 0.35% So, in nunerical terns it's not a big
i ssue, but of course when you translate that into nunbers
of dollars for the conpanies, of course, it's not an
i nsignificant issue.

There isn't the sanme sort of difficulty and
uncertainty in estimation of these paraneters as there is
in respect of the first three that we dealt wth.

Finally, in terms of what | wanted to nake reference
to, the issue of conpensation for uncertainty. A nunber
of tinmes in the Comrission's report there is reference to
uncertainty being conpensated for by the fact that the
Conmi ssi on uses a donestic version of the CAPMrather than
the international version of the CAPM Qur view is that
application of an international nodel has by no neans
certain and predictable outcones and, therefore, it's not
justified to say that, use of a donestic nodel provides
certain conpensation

So, over to d en.

PROF BOYLE: Thanks Tony. This is the first tinme |I've appeared

here since ny nove to Wellington a few nonths ago, and |
have to say, wal king along the Terrace today, | felt like
| was back in Dunedin. So, if |I can nmake a suggestion for
future hearings, it's that, possibly the weather is
sonmet hing that could well do with being regul ated.

Anyway, the use of cost of --
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CHAIR W mght have about the sanme degree of luck, | don't
know.
M5 BATES: O certainty.
CHAIR O certainty, yes.
PROF BOYLE: The degrees of wuncertainty concerning vital
paraneters are probably about the sane.

Cost of capital: The estimation of use of cost of
capital in the process that we're interested in. There's
three steps in the process that are outlined in Martin's
paper, Jerry tal ked about it this norning, and Tony's just
gone through sonme of them now. First step, estimate the
cost of equity capital using the capital asset pricing
nodel . Second step, observe a debt prem um or cost of
debt, conbine that with the cost of equity into sone
overal|l cost of capital, what we call the WACC. The third
step is, take that WACC and conpare it wth ex-post
realised returns to see if excess returns, excess profits
are being made. If they are, it's an indication of market
power .

I"'mgoing to comment on each of those three steps very

briefly | hope, because -- ['ll start my watch going --
because |I'm not going to say anything new, |'ve said it
all before, I'm just going to confirm what 1|'ve said
before and hopefully in parts clarify sonme of what |'ve

said before. [Pause].

So, the first step, estimate the cost of equity using
the CAPM I don't think | can find an academ c who
doesn't regard the CAPM now as anything other than a
parable. That is, in making very clear one very inportant
point, it overlooks a whole host of other inportant
points. Now, admttedly sonme of the rejection of the CAPM
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is philosophical in the sense that a nunber of people
sinply reject the underlying rational investor construct
that nmakes up the CAPM |'mnot one of those, and | don't
bel i eve nbst people are, nost academ cs are. | nstead, we
have conme to sort of have very doubtful feelings about the
CAPM si nply because it doesn't work.

The one risk factor in the CAPM beta, risk, sinply
seens unable to explain variation in average returns
across firms, but if it can't do that it's not really
doing very nuch at all. So, while the CAPM has proved
very val uabl e to fi nance academ cs and fi nance
practitioners in illustrating the difference between
systematic risks, price risks and other sorts of risks,
it's sinmply inconplete and it sinply proved unable to do
the job we asked of it. So for that reason, basically
nost, if not all academ cs, sinply don't believe in it any
nore, and if academ cs don't believe in it then one has to
ask, well, what value can it be in a process |ike this?

Now, the difficulty is, of course, that we don't have
a viable alternative. Alternative theoretical nodels that
have been devel oped seem to suffer from nmuch the sane
problens, they don't woirk very well either, while
enpirical nodels that do seemto work better do so w thout
having any theoretical basis, in other words, we don't
under stand why they work better.

So, it mght be said therefore, and | have sone
synmpathy for this view, that the CAPM is still the best
game in town in the sense that there's no obvious
alternative, but the point 1'd like to stress is that it
should really be considered solely as a starting point,
not an end point. That the degree of error contained in
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CAPM estimates is potentially very large indeed. So,
pl acing any great weight on a single point estimte, or
even a fairly narrow range of estimates, is brave.

Second point regarding step 2 of the process. Even if
the CAPM does work perfectly, great nodel for comng up
with expected returns, the use we then put it to,
cal culating the weighted average cost of capital, isn't a
conplete neasure of the true <cost of capital for
i nvest nent .

Basically what the WACC tries to do is apply the
insights of the CAPM that only market risk matters, to

physi cal investnents (building a new pipeline or
what ever) . The trouble with that 1is that physical
investnents aren't quite like -- aren't exactly the sane

as financial market investnents, and pretending that they
are, while it's fine and, for npbst purposes, can run into
difficulties. Because let's think about what can happen
when a firm makes some sort of physical investnent; things
can go well or things can go badly. Now, that's just the
ri sks of doing business, and to that extent, to the extent
that those risks inmpact sinply on that investnent,
investnent in the pipeline, that's captured within the
WACC. No problemthere at all.

The difficulty comes in, in that, if things go badly,
the adverse effects aren't confined necessarily to that
i nvest nent al one. What can al so happen, frequently does
happen, is that it adversely affects the firms other or
existing assets or projects as well. If a particular
i nvestnent does badly, and does badly enough, then the
firm suffers losses and finds itself in a weakened
financial position. What does that do? Well, that's
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going to raise its cost of future funding; as a result,
some of the firmls existing activities may have to be
curtailed or abandoned entirely because they're not
profitable any nore, the firm can't afford to undertake
them any nore. Once there's a snell of financial weakness
floating around, then firm stakehol ders, cust oners,
suppliers and the |ike can becone weary of dealing with
the firm that also has an adverse effect on the other
projects of the firmthat were already going.

The net effect of all of that is to | ower the expected
cashfl ows, expected profits of those other projects, and
that of course lowers their value now This is an exanple

of what | call an indirect cost of investnent, but there
are other types as well. Wen a firm nmakes a particul ar
investnent, it wuses up sone of its resources, human

capital and the |like; those then aren't available to use
in the future on other projects. In other words, firns
gi ves up sone of its growth options.

Also, if a firm makes a particular investnent now,
then it can't turn around and nmeke that sanme investnent
again in the future, if it turns out that it would have
been better to have weighted and make it in the future
That's an exanple of the timng option, what we call the
timng option. Both of those are also exanples of
i ndi rect costs.

That changes the vital calculation of what nakes an
i nvestnment conmercially viable. | promse, this is the
one equation in ny talk. For those of you who can't see
the board, this is the equation in the mddle of the Fact
2 slide.

So, the first termon the |left-hand side, this is what

Gas Pipelines Inquiry: Draft Report 22 July 2004



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

= LECG - NGC/ Power co/ Vect or
we're concerned with when a firm nmakes an investnent, the
change in the value of the firm the difference between
after and before. That's going to be equal to the sum of
two things. The first term here, V project is the value
of the investnent's expected future cashflows discounted
at the WACC. So, this term here is what we call the NPV
of the project. The second term here are the indirect
costs I've just been talking about; the difference before
and after in the value of the firms existing assets or
proj ects.

The Commi ssion's approach to assessing what makes an
investnment commercially viable seens to focus solely on
this term here [indicates], the net present value. In
ot her words, the second term These indirect costs seem
largely to be ignored, and yet as | explained, these
indirect costs are pervasive because the things that give
rise to them market frictions and growh options, are
pervasive in investnents. So, it's rather hard to see how
they can just be assuned away.

If I understand the Commi ssion's argunents correctly -

- and perhaps |I'm just being dense, and if | am | know
Martin wll soon tell me -- there seens to be two
argunents here. In the case of sonme of these indirect

costs the Conm ssion says, yes, these exist but vyou
haven't quantified them so we're going to set them equal
to zero. Well, zero is a nunber, but it's pretty clearly
a | ower bound as well.

The second argunent which | really don't understand
says that, no, these indirect costs don't exist at all for
the purposes of identifying excess profits, because
they're not injections of capital, they're not injections

Gas Pipelines Inquiry: Draft Report 22 July 2004



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

12 LECG - NGC/ Power co/ Vect or
of new capital. Now, | find this really puzzling, and
perhaps |'m just not understanding the point that's being
made, but | think of it this way: Suppose |I'm an apartnent
owner, | have two apartnents that | rent out, sit right
next to each other, they're both two bedroom apartnents,
and | realise that | could get nore noney out of one of
them by turning one of them into a three bedroom
apartnment. So, | figure out, well, is this worth it? |
find out the cost of adding this extra bedroom on one of
the apartnents is $50,000, but in doing so | block off the
sun to the second apartment, or perhaps there's sonme other
nodi fication to the second apartnent that | can now no
| onger make as a result of putting on this third bedroom
on the first apartnment, and | work out that the present
value of not being able to do either of those things is
$40, 000.

If | understand the Conm ssion's argunment correctly,
it seens to be saying that the only relevant cost that |
shoul d consider in determ ning whether to go ahead or not
with this renovation is the $50, 000 direct costs; that is,
the cheque that | actually wite out, but not the $40, 000
indirect costs, even though that's comng out of ny
pocket, it wll reduce the anobunt of rent that | can

extract on the second apartnent.

Wll, that's one view, but I'"m not too sure that many
DY renovators would share that view That's my 10
mnutes, | better hurry up and finish.

So, indirect <costs, they don't involve the firm

witing out a cheque, but they never conme out of
sharehol ders' pockets and are, therefore, a real cost of

i nvest ment .
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Very quickly, even if the CAPM is a perfectly good
nodel of expected returns and indirect costs are zero so
that the WACC accurately neasures the total expected
return on any physical investnment, there is still mgjor
difficulties when it cones to using it for the purposes of
identifying excess profits in returns, and this sinply
cones about from the obvious observation that the WACC is
an expected rate of return, whereas all we can observe are
actual rates of return. At any point in tine actual rates
of return can be above what was expected or bel ow what was
expected, and so therefore it's very difficult to try and
i nfer anything about excess returns froma snmall nunber of
observations on actual returns.

In a paper that G aham Guthrie and | have witten
specifically on this topic, we point out that the noise
associated with any estimate of excess returns from act ual
returns is likely to be very high indeed. So that, in
other words, in order to be able to say that a particul ar
return or returns over a series of years is excessive, it
would need to be a |ong way above WACC, not just a little
bit, but a |ong way.

kay, so just to finish up: These three, what | called
"facts" together seem to inply, to nme anyway, that in
terms of trying to identify excess profits we need to
allow for a considerable margin over and above the best
estimate of WACC that we can conme up wth.

Now it's true, |I'm afraid, that we can't tell you
exactly what this margin should be. W do have sone work
ongoing on this, but as |I'm sure you can appreciate, it's
a devilishly conplicated job, and what we have avail able -
- what we've done so far isn't yet fit for public
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consunpti on. What we do know, however, is that this
margin isn't zero. Don't know what it is, but it isn't
zero.

Now, in that respect | think the use of the 75th

percentile certainly is a step in the right direction, and
| synpat hise with your explanation of how that was arrived
at this norning, Paula, | couldn't cone up with any better
way of doing it nyself, so that sounds perfectly
reasonable to ne.

The one thing I'd say though is that, as Jerry pointed
out this norning, it's arguable whether that fairly snal
step would even conpensate for just the uncertainty about
the CAPM paraneters, and if that's true, it's certainly

not conpensating for these other issues that |'ve raised
as wel .
So, as | say, | think it's a step in the right

direction. Wat |I'm not convinced of though is that it's
got all the way there.

CHAI R: Thank you for both presentations, and |I'Il |eave the

technical issues to other experts, but | -- and | know
|"ve put this to both of you before, but as a regul ator
when | look around the world and | see every other
regulator in the world dealing wiwth these sane issues, |
just don't see them picking them up, and yet they are
being advised, as we are, and still stand back and ask
nysel f, why is that?

Wiy is it, when we | ook at what we decide and we | ook
at what other reqgulators decide, we look |like we have
wi der ranges and we settle on a higher part of the range
and we generally -- and so, | just stand back fromit and
I say, if these things are so obvious and so
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strai ghtforward, why does this Comm ssion not seem to be
nore out of line, or out of line at all, or out of line in
a different direction than what we tend to seemto be out
of line with, which we seem to be nore conservative, |
woul d  suggest, in favour of conpanies than other
regul ators.

So, |'m always puzzled by this, and as academcs -- |
nmean, you mnust see this, you | ook at what happens in other
jurisdictions as well, and | just don't see sonme of these
points being picked up, and |'m just curious about your
t houghts on that.

PROF VAN ZI JL: I nmentioned that in the case of optinal

capital structure, the best one can do is to probably
infer optimality from observed practice. That's an
anal ogy that we shouldn't apply to regul ation.

I don't know what the explanation 1is for the
difference that you are referring to. It could well be
that it's sinply to do with the fact that regulation of
the kind that's being entertained now is still sonething
relatively new to New Zeal and, whereas it's been going on
in the United States for exanple for many many years and
started off in an environment of a lot |ess know edge of
finance than is currently the case, and institutionally

t hese things becone pretty sticky in terns of shifting it.

CHAI R But, | nean, even in those contexts, presumably they

rely on expert academ c advice, and yet we don't see -- we
haven't seen significant shifts in the attitude towards
sone of these issues.

So, | find it puzzling, and of course we have to wei gh
it up, and New Zeal and certainly never hesitated to go in
a different direction if we thought that was appropriate,
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but it does nake me a little curious why it is.

I nean, | can listen, you know, |ook at the formula
and see what you're saying about where we put our focus
and what we haven't directly addressed, and it seens
reasonabl e; but then | still stand back and | think, well,
how far do you take it in making adjustnments, and why do
we seem to always make nore adjustnents than anyone el se
when they presumably know a |lot nore about it because
t hey' ve been doing it for a ot longer? | always find it
a little bit perplexing, but I'lIl leave that for now and

just ask Conm ssioner Stevens if you have questions? [No

questi ons]

We'll open the questions for Professor Lally, and
while | said at the beginning of the session today we
don't allow questions comng back the other way, | wll

tolerate a certain amount of it just for the sake of
di scussion and debate, because | don't think Professor
Lally particularly mnds, and it would be quite useful for
the Conmi ssion, but if | need to intervene, I wll, which
| have had to do in the past. W'l keep an eye on how

this goes, thank you. Professor Lally.

DR LALLY: den, Tony, since the precedent of informality over

names and titles has been established by you, | probably
sound a bit nore stuffy if | reverted to the earlier
nodel, so we'll stay with our given nanes.

Firstly, let me start with the subject of asset betas,
and you have in the LECG submssion referred to the
Canmpbel | paper, which I've read with sonme interest. I'"'m
left at the end of the Canpbell paper wondering about how
much error there was in the estimates that they wound up
with in respect of what was driving betas, how much of it
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was coming out of the cashflows and how much of it was
com ng out of stochastic changes in discount rates. It
seens to me that there would be an enornous anmount of
estimation error involved there. The paper presents the
results from things that go into a black box, but one
can't really see what's going on inside the black box.

But, | don't really want to focus on that, | just want
to see, in so far as one put a great deal of weight on the
Campbel | paper, what the practical inplications would be.

At the nonment what's been done in trying to estimte
the asset betas of these gas pipeline businesses is to
look to other firms in the sanme industry, or a simlar
industry, and to mneke sone allowances for regulatory
differences. In ny own paper they are the two key things
that are driving the beta estimte.

I"'m wondering, if you place any great weight on the
Campbel | paper, whether you would diverge from that
process? Even the Canpbell paper seens to nmeke it clear
that there are big differences in betas across industries,
so you'd want to look at the industry, and | presunme you
woul d both agree that regulation matters.

So, in practical ternms, what does the Canpbell paper
suggest we should do differently to what we're doing at

t he nonent ?

PROF VAN ZI JL: One of the interesting things | think about

that line of research, and it's still a relatively new
line of research in the sense that there's been very
little built on the original paper by Canpbell in My, but
the interesting there | think there is too, to take the
key focus away from is looking at sinple correlations of
cashflows to saying that in actual fact sonme of the
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variation could also be due to changes in expected
returns.

I think in that regard a very interesting paper is the
paper by Cornell where he uses the exanple of conpanies
engaged in research and developnent with fairly [|ong
duration of the investnents concerned, and that, while one
m ght observe a very | ow degree of correlation in terns of
cashfl ows, nevertheless such investnents do tend to have
hi gh betas, and the betas are not easily explained on the
basi s of cashfl ows.

So, it provides a kind of interesting |ine of research
in terms of trying to explain such anomalies. The role of
reference to that in our paper is really just to
illustrate that the sort of things that we've tended to
|l ook at, nanely the correlations only, is perhaps only
part of the total picture and that now, here is just
anot her source of wuncertainty in ternms of what sorts of
nunbers we ought to hang on our estimtes of beta.

DR LALLY: Thanks for that.
PROF BOYLE: Very briefly, the point being, Martin, that we

didn't nmake any adjustnment ourselves for that. It was
nmore sinply a matter of pointing out that, well, if you
start with an asset beta estimated in a particular way and
t hen nmake sone adjustnments for other factors, then if that
list of other factors is inconplete because it ignores
sonme of the determi nants of asset betas, then that to us
sinmply expands the confidence intervals associated wth
our estimtes of asset betas. Not necessarily that the
estimate any one of us came up with was wong, sinply
that, by ignoring certain things it must add to the
uncertainty concerning the precision of that estinate.
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1 That's the point, | think, is the only point we were
2 trying to nmake.

3 DR LALLY: Ckay, that's fine, thanks for that clarification

4 Turning to the market risk prem um | have included
5 | ong-run historical data from New Zeal and in the data that
6 | draw upon to try and estimate the MRP, and you're not
7 synpathetic to that dataset because prior to 1985 the
8 risk-free rates were not narket-determ ned, they were
9 restrained by regul ati on.

10 VWat 1'd like to put to you is that, if those
11 regul atory constraints were not present, the risk-free
12 rate woul d presumably have been higher and, therefore, the
13 estimate of the MRP from the historical data would
14 presumably have been lower. So, the nunbers that Al astair
15 Mar sden and | are generating through this technol ogy could
16 be seen to be biased upwards as a result of this concern
17 you' re raising?

18 PROF BOYLE: One thing |I'd say to that is that, on the face of
19 it that sounds plausible, but I think if you have -- even
20 if it's just one in this case, the short-term interest
21 rate portion of the financial sector regulated, that's
22 going to have consequence in other markets as well, i.e.
23 The stock market.

24 So, | don't think you can assunme that the average
25 return on the stock market woul d have been the same in the
26 absence of that regulation either. So, it's not sinply a
27 matter of saying, well, the interest rate would have been
28 hi gher and, therefore, the prem um | ower.

29 PROF VAN ZIJL: | think you also have the issue, Martin, that
30 it's not necessarily the case that the risk-free rate
31 woul d have been higher than. It was set by regulation,
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many of the large financial institutions were forced to
put a certain proportion of their assets into Governnent
stock. You know, it had very little to do with supply and
demand in the market.

DR LALLY: Yes, but insofar as the regulations were not
present, the risk-free rate would presumably have been
hi gher ?

PROF VAN ZI JL: Who knows, in the sense that, you know, it
depends on the proportion of the market that m ght have
even wanted to invest in such a security.

PROF BOYLE: You nean, given the intent of the regulation was
to keep interest rates low, and so therefore it was a
| ower bound in that sense? Wll, yeah, you would hope
t hat was what happened if that was the intent, but as Tony
points out, it may not have been.

DR LALLY: GCkay. Turning to how you night estinate the market
ri sk prem um

A en, you' ve suggested as far as equations 8 and 9 in
your subnission are concerned, that -- and | quote from
page 11 of your paper that:

"Any sensible application of the CAPM should use a
value for the market risk premium that is explicitly
consistent with the CAPM pricing process."

So, that's page 11, end of the second paragraph.

PROF BOYLE: Yep.

DR LALLY: And that inplies that one should be using either
equation 8 or 9 or possibly both. But, by contrast, the
MRP estimates that you do favour are not in fact drawn
from equations 8 and 9, they are in fact drawn from
hi storical averaging of the I|bbotson kind across a |arge
nunmber of nmarkets.
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PROF BOYLE: Quite right. | didn't say we did it. | said
that, if one were going to try and apply the CAPM
sensi bly, then you should use equations 8 or 9. But the
trouble is, what that illustrates again is a the huge
uncertainty surrounding the CAPM esti mates because, if you
do use either of those equations -- as | think | pointed
out last tinme -- you get either very small nunbers or very
| arge nunbers, and that's the difficulty you run into.

So, as soon as you start trying to do it properly,
then you get nunbers that don't seem to nake any sense.
On the other hand, if you undertake an ad hoc process,
then you do seem to get nunmbers that -- well, nmaybe we
just got used to them but they do seemto sort of not be
conpletely out of kilter.

DR LALLY: Gkay. You have presented equations 8 and 9, and ny
earlier response was to say that these two equations are
not consistent, you can't have both of them sinultaneously
operating, and your response is to say, Yyes, Yyou can
provi ding aggregate consunption equals the stock nmarket
return plus a constant.

| take it you' d agree that aggregate consunption is
not related to stock market returns in that fashion?

PROF BOYLE: That's consunption growth, incidentally.

DR LALLY: Sure.

PROF BOYLE: Umm would | accept that? Hwm | don't know.

DR LALLY: Well, the wvolatility in aggregate consunption
growh is considerably larger than the volatility in stock
mar ket returns.

PROF BOYLE: Onh, sure, but you can add in an extra error term
under that linear specification that's uncorrelated wth
the return on the market and that could match up the
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1 vari ances. So, | don't see that that's necessarily a
2 problemat all.

3 In any event, the only point | was trying to get

4 across was that 8 and 9 are not mutually exclusive. In
5 fact, one is nested within the other.

6 DR LALLY: That's an issue we'll cone back to if we have tine.

7 Turning to the risk-free rate, so this is page 12.

8 The way that 1've formally approached this is to try and
9 denmonstrate that, if you use a risk-free rate that differs
10 fromthe regulatory cycle, then the present value of the
11 cashflows that arise wll not match the initial

12 i nvest nent . But | also presented a sinple exanple in
13 which, if you used an interest rate different from that

14 mat chi ng the regulatory cycle, you could get, as |I put it,

15 "doubl e- counti ng".

16 You' ve chosen to respond to that sinple exanple rather

17 than to the nore formal present value analysis, and in
18 responding to that sinple exanple in the second
19 bul | et poi nt on page 12 you say:

20 "Over tinme on average there will be as many upside as
21 downsi de periods, unless of course the expectation is that

22 interest rates will continue to rise in future or wll

23 remain constant after an initial period of rising."

24 Now, given those sort of caveats that you are
25 mentioning there, and the second one is by no neans an
26 i nconcei vabl e possibility, why on earth would you want to
27 continue using a risk-free rate that exposes you to that

28 sort of problenf Wiy not elimnate the problem all

29 together of these overs and unders by using a risk-free
30 rate that matches the regulatory cycle?

31 PROF VAN ZI JL: I think fundanentally, Martin, the problem
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that we have here is that, your argument for using the
rate based on the regulatory period nakes a certai n nunber
of assunptions, and in particular in terns of expectations
bei ng net.

Now, nmy view I think, and it's not necessarily den's
view, is that when making a long-term investnent you meke
certain estimates of future values for the relevant
vari ables, and one of those would be a rate of return of
whi ch part is going to be the risk-free rate.

Now, if you do what you suggest, then we would have a
succession of short-term rates proxying for that expected
rate that the investor would have | ooked towards in terns
of making the original investnent decision. If, on the
other hand, you do what has traditionally been done in
regulation, which is to reset the rates at whatever the
regul atory period is, but then they're always long-term
rates. Well, the difference between what you're proposing
and what has traditionally been done really is averaging a
succession of short-term rates versus averaging a
succession of long-term rates, and given that you are in
fact |ooking towards achievenent of a long-term rate in
ternms of the initial decision, what seens to me to be nore
appropriate on an intuitive basis is to |ook towards the
averagi ng of the long-termrates.

O her than that, you' ve got this mathematical problem
that we are actually dealing with a nodel, and there are
difficulties in estimating the nodel, but at the very
| east we shoul d demand consi st ency.

DR LALLY: I'Il come to that, if we can just |eave that aside

for the nmoment.
But, com ng back to ny question, |I'maquoting fromthis
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LECG report which acknowl edges that there are overs and

unders and says that, on average it wll wash out
unl ess”, and then nentions these caveats which are not
i nconcei vabl e.

G ven that those caveats are not inconceivable and you
have an overs and unders problem why would you want to
use a risk-free rate that exposes you to these very
probl ens you concede exist?

PROF VAN ZIJL: | think the specific response was nore to your
exanpl e which suggested that, indeed, you were going to
get double-counting, but you were going to get that
consi stently, whereas the response given is saying, well,
in actual fact it may be lower, in which case you're not
going to get the doubl e-counti ng.

DR LALLY: I don't doubt that, but if there are sonetines
overs and sonetines unders and they may not wash out, as
stated by you, why would you want to use a methodol ogy
t hat produces overs or unders and they may not wash out?

PROF VAN ZIJL: But that goes back to the starting point that,
is in fact your argunent for a short-termrate in fact a
valid one? Because, you ultimately run into the problem
that you have this inconsistency if you accept that
ar gunent .

DR LALLY: But your use of the words "under-recovery", and
they are your own words, inplies there's something wong
with your nmethod. They're your words, under-recovery, not
m ne.

PROF VAN ZIJL: Yeah, | think we've just got different
under st andi ngs about that.

DR LALLY: kay, |I'mhappy to leave it there and nove on

The debt prem um You favour a figure of 1.7 rather
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than the 1.2. | get the 1.2 by actually citing sone
mar ket data trades. You don't seemto ne to be citing any
mar ket data to support 1.7.

PROF VAN ZIJL: Qur basis for the 1.7 is information provided
to us by the three conpanies.

DR LALLY: And is this traded data?

PROF VAN ZIJL: Not all of it, no.

DR LALLY: And you woul d accept that the conpanies have an
incentive to -- how do | put this gently -- talk the
nunber up?

PROF VAN ZI JL: One could assune that was the case, but
nevertheless, if the conpanies are prepared to state this
in public, then | would have to assune that they have a
proper basis for making such a statenent.

DR LALLY: Then, what's wong with the market data |'ve
presented, which is yielding nuch | ower nunbers?

Is there something wwong with it?

PROF VAN ZIJL: Al | can say to that, Martin, is nmaybe your
data conmes froma different period or is not relevant to
the circunstances of the conpanies. This is what the
conpani es say are their actual costs at the current tine.

CHAIR Can | just clarify: Has the Conmi ssion had access to
that data and what the source of it was?

MR HODSON: In the case of NGC, we supplied that with our
subm ssion; there's a cost of debt neno which is based on
our historic data and how we derived that, and it's all
public domain and is also in a form which we believe can
be recreated by the Comm ssion.

DR LALLY: Yes, but are these market trades?

MR HODSON: This |ooks at the cost of debt for NGC from 1992

through to the present day. | nmean, that's a cost of debt
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1 for this conpany.

2 DR LALLY: Ckay.

3 Lastly, if 1 can turn to this timng option issue.
4 You have presented an exanple relating to apartnents, and
5 it wasn't clear to nme whether that exanple was neant to
6 relate to market frictions or to the timng issue. |If the
7 apartment exanple was nmeant to relate to market frictions,
8 then your exanple is perfectly reasonable and | have no
9 difficulty with it.

10 In ternms of the timng option issue, ny response to
11 your earlier line of argument was to say, well, let's take
12 an exanple and let's see howthis timng issue would work,
13 and that exanple appears on the top of page 63 of ny
14 paper . What | was hoping was that, if there's something
15 wong with ny reasoning in that exanple, you would tear it
16 apart, but you haven't in the |atest subm ssions responded
17 to that exanple beyond nerely meking the general comrent
18 that | nmake no allowance for existing capital. The
19 exanpl e, of course, is of a newy created firmto try and
20 extract out any other conplication to focus on purely the
21 timng option.

22 Now, having | ooked at ny exanple, what do you think is
23 wong withit, if anything?

24 PROF BOYLE: Good question. What | wote down at the tinme was

25 "sinply ignores the option value". Let nme see. So, |
26 think what you're saying is, that there's direct costs of
27 $10 million and a timng option worth $10 million, and
28 taking the timng option into account, the firmwould only
29 invest at a hurdle rate of 20% rather than the WACC of
30 10% and then you say finally, "if the firm invests at
31 this point the excess profits would be $1 mllion per
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year."

And what |I'm saying is, that is sinply not an excess
profit. Because, the $10 million -- extra $10 mllion
that's been given up in order to take this investnent is a
cost of investnent. It's true, it's not a direct capital
injection, it's not sonmething that the firmhas witten a
cheque for, but nevertheless it's come out of the pockets
of the security holders of that firm and so, it is a cost

of i nvestnent.

So, I'm not sure whether that really -- so, | guess
what |'m saying is, | think your exanple sinply overl ooks
the point. It assunes away the whol e issue.

DR LALLY: Right, so you're saying --
PROF BOYLE: So, | disagree with the last sentence, in other
wor ds.

DR LALLY: Ckay. So, you're happy with everything up to the
| ast sentence, but it's the last sentence, in particular
the words "the excess profits would be $1 nmillion per
year"?

PROF BOYLE: That's right, whereas |I would say, those profits
are sinply conpensation for the capital that's been given
up to take on that investnent.

DR LALLY: Ckay. So, if you had $10 million to invest, in
this hypothetical situation, and you held off investing
unt i | the net cashflow was $2 nmillion per Vyear,
perpetuity, 20% rate of return, you're saying that that
20% rate of return would be just fair conpensation for
what had been put in or given up?

PROF BOYLE: Yes, because |I'd be giving up $10 mllion of
something that 1'd already paid for, so the true cost
woul d be $20 nmillion, not $10 mllion.
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I would agree with you if -- well, in this case we're
tal king about timng, flexibility, but flexibility of any
kind was synonynmous with or equivalent to narket power,
but that's sinply not the case.

It's true that in the literature there have been cases
identified where timng flexibility is significantly
reduced by conpetition, but equally there are plenty of
other cases where that's sinply not the case at all, that
conpetitive firms -- sorry, flexibility is just as
val uable for conpetitive firns as it is for firnmse wth
mar ket power. In fact, it my be even nore valuable
because after all, conpetitive firms are floating nuch
nore on a thin margin, so flexibility and the ability to
time things right, exactly right, are even nore inportant
for conpetitive firnms than they are for firms with market
power .

So, that's really why | don't agree with you, Martin
There seens to be sonme underlying presunption that timng
flexibility equates to market power, but | sinply don't
believe that's the case.

LALLY: kay, so just to push this exanple a little
further. Were you put in $10 mllion, you hold off until
the net cashflows are $2 mllion a year, and then you junp
in. That if a regulator -- you're saying there's no
excess profits here, so if a regulator were to cone in and
take the $2 nmllion a year you're earning and subtract $2
out of it, that would renpbve any incentive for sonmeone to
enter into this kind of a situation; to put up $10 nmillion
and subsequently earn $2 mllion a year mnus $2?
$2 mllion is the bare mininmum that you'd be prepared to
accept to justify putting your $10 mllion in in the first
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pl ace?
PROF BOYLE: |"ve sort of lost track of the nunbers a bit
here, but | think | get the general picture.

What we're tal king about here is the situation where
the firm holds the rights to a project, and as a result
that flexibility nmeans it has a sort of insurance claimon
the project. In other words, by waiting it can avoid
potentially bad outconmes, and that insurance is val uable.

Once you actually go ahead and invest in the project,
you don't have that insurance any nore, it's gone, and if
that insurance is sonething that the firmls providers of
capital have paid for, and it disappears, then that's a
cost of investnent.

And so, in terns of that question you asked ne, the

answer is, yes.

DR LALLY: Ckay. I"m not sure | can pursue it any further
and | realise that we've reached our tinme limt, so thanks
very nuch.

CHAI R: If there are further questions, we'll take the tineg,
Martin.

M5 BEGG Can | ask a variant of the same question, because

this timng options thing puzzles ne a bit too.

The question | have is along the lines of, if you
undertake an investnment, and sure you may use up an option
by doing that, but surely investnent itself creates a
whole |lot of options for the future as well, and should
they not also be taken into account in this assessnent,
your equation that you have there?

Just to give you an exanple; suppose you're a gas
exploration conpany and you decide to obtain an
exploration permt and to explore. You use up an option
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by choosing to go ahead and get that permt, but having
done the exploration you now have a whole Ilot of
informati on about where it mght be useful to drill and
you can -- you have tim ng options about when you do that.
Surely then, that that investnment not only used up a
timng option, but it created a whole lot of new ones
whi ch have created val ue for your conpany.

If you say that you should take account of the using
up of these options in assessing your investnment, as you
do there, surely the creation of these options should al so
be taken into account, and given that these conpani es have
val ue above the cash that's been put in by investors, it
woul d suggest that on bal ance investnents create options
rather than destroying them which leads ne to suggest
that you shoul d have a negative margin on WACC rat her than
a positive one, if you want to do it through WACC or the
adj ustnent coul d be through your cashfl ows.

| nmust be m ssing sonething, but...

PROF BOYLE: Two questions there, if | get you right, Sue
First, are there other options that are created as opposed
to destroyed by the active investnent?

M5 BEGG  Yep.

PROF BOYLE: Secondly, should those not be incorporated in the
sort of indirect cost adjustnment that |'ve been talking
about ?

M5 BEGG  Yes.

PROF BOYLE: Very quickly, ny answers are "nmaybe", and "yes"

That is, sure, if there are such growmh options
created by the active investnent, then absolutely they
shoul d be incorporated; they would lower the hurdle for
i nvest nent . It's not clear to nme though that there are
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any in this case. |"ve done a bit of questioning of two
gas firms, NGC and Powerco, and we haven't been able to
identify anything obvious from this. For those sort of
options, you do have to be able to identify them The
thing about the timng option, that alnost always exist;
that's pervasive. Wher eas, other expansion options or
abandonnment or sonething like that, those are project-
specific options and so they need to be explicitly
identified, but if they can be, then yes, you're right.

M5 BEGG It seens to ne that the options that the conpanies
hold at the noment nust have been created through
investnent. To a |large extent they have invested in sonme
assets and now they have options to go ahead and do
further investnent.

PROF BOYLE: That doesn't nean that, while their past
investnents nay have created options, it doesn' t
necessarily follow that future ones --

M5 BEGG  That future ones will.

PROF BOYLE: -- will have the sanme effect.

M5 BEGG But generally, | would have thought that anything
that you change, changes your options and nmay well create
opti ons.

Anyway, you are suggesting that it woul d  be
consi stent, and these things should be taken into account?

PROF BOYLE: Yes.

M5 BEGG | had anot her question which was on the tine period
for the risk-free rate, which is suggested here that --
you state in this report that:

"Standard finance practices to nmatch as closely as
possible with duration of the risk-free rate to the life-

span of an investnment".
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1 It seenms to ne -- | have never fully understood why a
2 conpany woul d choose to be exposed to a 10 year interest
3 rate when it can -- you know, it may have a nunber of
4 reasons why its cashflows are affected by real interest
5 rate shocks, it may prefer to adjust its exposure for
6 those sorts of things. NGC itself produced a useful note
7 which was referred to earlier [indicates] about the
8 approach it takes, and it says it manages liquidity and
9 refinancing risk separate fromits interest rate exposure.

10 CHAIR This isn't confidential, is it?
11 M5 BEGG No, this was the note that was rel eased.

12 The comment there is that -- NGC coments that -- |
13 can understand why, for refinancing you mght want a | ong-
14 term because your assets are long-term but the thing I
15 don't follow is why you would want the exposure to the
16 long-terminterest rate.

17 I found that interesting because NGC says, although
18 they have long-term rates, they use swaps to target a
19 duration of wup to 5 years for interest rate hedging
20 purposes, and say that that's typical for other energy
21 sector conpanies.

22 | take from that, that they are targeting a 5 year
23 exposure, and | just wondered -- it says up to, and later
24 says they're targeting a 5 year, so I'm not quite clear
25 which of those it is, but is that consistent with your
26 suggestion that the longest termrate you can find is the
27 one that you should be using?

28 MR HODSON: If | could just make a conment with regard to that

29 meno; that was prepared by our current Treasury staff and
30 that practice has been in place for the l|ast couple of
31 years. If you look at the historic information for us,
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1 before we were actually floated we put in 10 year
2 financing in terns of debt, so | guess it's one of these
3 things that, currently the conpany operates that way, but
4 historically we haven't, so I'll then let the experts get
5 back to it.

6 M5 BEGG | had an additional -- | just note on your historic
7 debt profile that sone of the nunbers that relate there
8 were for capital notes and the like, but did have sone
9 equity type characteristics, and so your margins nay be
10 hi gh because of that, so I'mnot sure that the nunbers are
11 necessarily a good representation of the margin we should
12 be applying to the risk-free rate. So, that's another
13 poi nt .

14 MR HODSON: Yes, sonme of the historic ones do, but | think
15 that's -- you know, | guess there nmay be a correction for
16 that, but whether that's a correction all the way to 1.2
17 i s anot her questi on.

18 M5 BEGG Looki ng at your recent nunbers, they're |ess than
19 1% the margins are drastically different if you take
20 those nunbers out. It may be sonething to | ook at.

21 CHAIR  Can we cone back, Sue, to the question you put, which

22 | think you put to the professors, whether know ng what
23 you now know about what the current NGC practice is, does
24 it have any inpact on the view you took with respect to
25 what was the relevant tinmeframe?

26 PROF VAN ZIJL: The statenent nade in the paper just reflects

27 the sort of conventional w sdom of matching the term of
28 financing with the termof investnment, and of course there
29 are many horror stories of firms that were doing very well
30 but decided to invest |ong and borrow short, and of course
31 it leaves you very exposed; if there are changes in
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markets that you hadn't anticipated, in particular in
terns of the ability to refinance, when in fact, you know,
you're conmitted to the assets that you ve got, difficulty
in terns of quitting those assets.

M5 BEGG But NGC s [inaudible] in having the, say, 10 year

financing and using swaps to get the different exposures.

PROF VAN Z| JL: Well, New Zeal and, of course, is an unusua

market too in the sense of the term of the financing, it
tends to be shorter than you find in nore mature markets
in terns of the availability of securities. But, | don't
know what the underlying notivation is for NGC s current
practice, but it could just be that it reflects their
perception of odd quirks in the yield curve; | don't know.

DR LALLY: The timng option question, in principle, in your

earlier submssions was simlar to the issue of firm
resource constraints, and you argue for a margin being
added to WACC in that situation as well.

As in the timng option case, | presented a trivial
exanpl e, and again, you haven't in your |atest submn ssions
given any direct response to that trivial exanple, so |
wonder if | could just take you to it on page 65, second
paragraph. It says there, a firms just been established,
and it's confronted by two desirable projects, both cost
$10 million to undertake -- the direct costs as you put
it. Both have a traditionally defined WACC of 10% and
both are expected to generate net cashflows of $3 million
per year forever; the classic perpetuity. And, of course,
the present value of each project is $30 million. You put
in $10 mllion, the present value of either project wll
be $30 million, but you can't undertake both projects,
it's one or the other.
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|'"ve suggested there that in each case whichever
project you wll undertake you wll be not only
sacrificing the $20 million on the other project, NPV, but
that $20 million NPV is the present value of excess
profits.
Are you saying, in that trivial exanple, that there
are no excess profits here?

PROF BOYLE: No, |I'm not saying that at all because you've
defined them as such. You have set up two projects in
this exanple where you say $20 mllion is the value of
each project, is "excess profits”, quote unquote, so you
have set the exanple up with excess profits.

DR LALLY: No, no, let ne go back a bit. The example is set
up by saying, each project involves a direct investnent of
$10 mllion and each project wll generate expected
cashflows of $3 mllion per year indefinitely, and the
traditionally defined WACC is 10% So, do you agree that
the present value of the cashflow is $30 nmillion in each
case?

PROF BOYLE: Un-huh, yep

DR LALLY: So, how would you describe that difference between
the $30 mllion present value of future cashflows and the
$10 mllion put up?

PROF BOYLE: If this is ex ante, that's a return in excess of
the cost of capital; that's an excess profit, but that's
got nothing to do with nmy argunent. Wy don't you change
the net cashflows to $1 million per year?

DR LALLY: Right, the reason why |'ve constructed this exanple
i s because you have said, whenever a firmis faced with a
foregone opportunity it has to be conpensated for that
t hrough WACC by a regulator, and in this trivial exanple
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1 where there are two projects the firmcan only take one of
2 them and if it does undertake one project it sacrifices
3 $20 million NPV from the other one. That seens to ne to
4 be a foregone opportunity, and it seens to nme your general
5 argunent is, foregone opportunities nust be conpensated
6 for by regul ators through WACC

7 PROF BOYLE: Yes, this cones back to the point | was naking
8 earlier, that you seem to be associating timng options
9 and growh options with market power, as in this exanple
10 where there's $20 mllion of excess profits. That's not
11 the point I'm making at all. The point |I'm making is
12 that, there are -- what am | trying to say here -- there
13 are foregone opportunities that can occur regardless of
14 whether the firmis conpetitive or has market power.

15 Now, in this particular exanple you' ve constructed, it
16 has market power, that's absolutely right, but we could
17 tweak the exanple very easily, as | suggested, whereby the
18 projects would not have any excess profits and then your
19 exanple would be quite right, it would be illustrating
20 exactly what |'ve been saying.
21 DR LALLY: Okay. Well then, 1 nust be m sunderstandi ng what
22 you were sayi ng. | understood your argunent to be that,
23 if afirmhad a |limtation such as managerial talent that
24 prevented it from undertaking all of the prospectively
25 desirable projects, then the WACC applied by a regul ator
26 had to make sonme allowance for that fact; that the
27 managerial talent could only be applied to some, but not
28 all, of the prospective projects open to the firm
29 PROF BOYLE: No, what | said was that a conpetitive firm if
30 in the act of investing, has to sacrifice sonme growh
31 opti ons. Then, in order to nmake that active investnent,
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1 it wll require conpensation for those foregone growh
2 opti ons.
3 DR LALLY: Okay, so the key words are "a conpetitive firm'?
4 PRCF BOYLE: Absolutely.
5 DR LALLY: And, if it isn't conpetitive, then there wouldn't
6 be any justification for adding on a margin?
7 PROF BOYLE: Not a nonconpetitive margin, no.

8 The point is, is that even a conpetitive firm can
9 require an expected return in excess of the cost of
10 capital. Now, obviously it's true that that wll also
11 apply to nonconpetitive firms, but that's not the point
12 I"'m making. Wat |I'm saying is that you can't sinply say
13 that the required hurdle rate for a conpetitive firmis
14 WACC. VWhat |'m saying is that, there are these other
15 factors, foregone options, market frictions etc, that
16 cause the required rate of return, the hurdle rate for
17 even a conpetitive firmto exceed WACC

18 Now, constructing an exanple whereby a firm has market
19 power by construction doesn't change that story.

20 DR LALLY: Ckay. | understand your position better now, but
21 as a suggestion it would have been better in your | atest
22 responses if you had responded to those particular
23 exanpl es and said, "These exanples are wong because they
24 are assum ng da-da-da da-da". That's good, we've got sone
25 clarification there.

26 Can | just finally take you back to equations 8 and 9.
27 You said to ne, in response to ny comment that the only
28 ci rcunmst ance question equations 8 and 9 will reconcile is
29 when consunption equals a constant plus stock nmarket
30 return, and you said, no, just adding on an error term on
31 the end can equalise the variances.
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So, you're saying now that, in order for equations 8

and 9 to be consistent, the relationship between

consunption growth and stock market return has to be a
constant plus market return plus a nean zero error ternf

PROF BOYLE: That's right, and in fact that is the inplicit,
al though really made explicit, assunption of the standard
CAPM that consunption growth is a linear function of the
returns on the market.

DR LALLY: Ri ght . Wll, I'm glad you wused the word
"inplicit". If one pulls out any of the papers that are
all eged to be single period CAPMs, such statenents do not
general |y appear there. But the consequence is that, if
you regressed consunption growth on stock market returns,
the slope coefficient would be 1 in this structure,
wouldn't it?

PROF BOYLE: The way |'ve witten it, yes.

DR LALLY: Do you think, if you went out and ran the
regression, that would be the case?

PROF BOYLE: ["mjust trying to think -- and |I'm not getting
very far on thinking, so | won't say "yes" or "no" to
that, but...

DR LALLY: That's fine, but if --

PROF BOYLE: VWhat | wll say though is that | don't think
that's hel ping your case very much, Mrtin, because the
nore general nodel is equation 9, and what |I'm saying is,
in fact one can justify the nore restrictive standard CAPM
on the basis of that nore general nodel if, and probably
only if, consunption growh is a linear function of market
returns.

DR LALLY: kay, that's fine, but you could also justify the
single period CAPM by saying that i nvestors act
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1 myopically, they act as if -- when the end of the period
2 is realised, they're going to act as if they sell up and
3 spend it all; there's no re-investnent, they act
4 nyopi cal | y.

5 PROF BOYLE: Wll, yes, but that's really the sane thing
6 That's like saying that all consunption -- sorry, al
7 wealth 1is consuned. In other words, the return on
8 everything you get back is a return you i medi ately spend,
9 which is just the linear specification that |1've outlined
10 there, so that's just another way of saying the sane
11 t hi ng. It sounds different, but it's the sane thing.
12 That's why | say, you can get to 8 and 9 if, and only if,
13 that |inear specification holds.

14 DR LALLY: Okay. Thanks very mnuch.

15 CHAIR Okay, | think | anticipated that we mght go over on
16 that session. 1'lIl just nmake sure no-one has any further
17 guestions. [No questions].

18 I'd like to now thank the three conpanies, NGCC
19 Powerco and Vector for naking this evidence and subm ssion
20 available to us, and thank both professors for being
21 avail able. | know that you've appeared before us a nunber
22 of times and | think the Commission is really pleased to
23 have your expertise on these matters.

24 | did want to say to you, | noted also with Professor
25 Bowran that sone of the material wasn't gone over that
26 we' ve discussed in past subm ssions, but whatever is in
27 the draft at this stage, the Comm ssion has an open m nd
28 to all of the subm ssions that are nmade.

29 So, |I've seen in the past on occasions where people
30 t hi nk, because they see sonething in draft they don't
31 pursue it in cross-submssions if they feel strongly about
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it; I would just like to encourage you to continue to do
t hat because the Comm ssion will consider all subm ssions
and drafts that, they're drafts, and we can see in nany
decisions large shifts between tine. So, | just make that
poi nt now because of a comment that Professor Bowran nade,
but | think it's relevant to all participants to keep in
mnd that the draft shouldn't be taken as a foregone
concl usi on about what the final position will be.

So, we are very grateful to you for the expertise that
you bring to the issue and the subm ssions that you have
made, so thank you once agai n.

W're going to break now and we'll reconvene at 3.45
with Contact Energy who | believe is here in the back.
Yes, okay, thank you. It |looks likely that we'll be going
till 5 o' clock today, so if anyone needs to know that to
nmake arrangenents, we'll plan on that at this point. So,

t hank you once agai n.

Adj our nment taken from 3.25 pmto 3.48 pm

* % %
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