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NO REQUESTS WERE ENTERED DURING THIS TECHNICAL CONFERENCE

Tuesday, September 19 2006

‑‑‑ Upon commencing at 8:58 a.m.

QUESTIONED BY THE BOARD:


MR. KAISER:  Good morning, Dr. Booth.


DR. BOOTH:  Good morning.


MR. KAISER:  Yesterday you heard that Mr. Carmichael

-- well, let me back up.  As I understand your commentary, I guess you would call it, having regard to the premiums that have been paid for these businesses, for these utilities in recent transactions, you conclude that the existing rate of return or the proposed rate of return by the Board is more than generous, and I think you said that you'd have to torture the data to get above 8 percent.  Is that essentially your position?


DR. BOOTH:  True.


MR. KAISER:  And, Mr. Carmichael, as I understand it, his main submission or argument, and I suppose Karen Taylor who hovers around these proceedings in some fashion, is that the LDCs in Ontario need to compete for capital in the North American market.  American rates are much higher, and, therefore, the Canadian rates of return have to be higher to allow them to attract capital.  


What's your position with respect to that argument?


DR. BOOTH:  Absolutely not true.  You're dealing with marginal rates of return versus average rates of return.  You're dealing with whether the pool of capital is available in the capital market.  So you may have some opportunity somewhere to earn a 20, 30, 40 percent rate of return, and obviously there will be capital flooding towards very high rates of return.  


But the question is:  The marginal rate of return in the capital market?  So that 40 percent rate of return project will be accepted, but also a 30 percent will, a 25 percent will, a 20 percent will, a 15 percent, a 10 percent will, all the way down to the cost of capital in the market, in the capital market, which is the opportunity cost of the marginal rate of return.  


As I mentioned yesterday, capital markets are flush with capital.  We've got the yield on the real return bond earning of 1.6 percent.  The investors are perfectly happy to invest in yield on the real return bond.


So there is a substantial amount of capital in the market.  The fact that some may be earning high rates of return that are offered in Ontario or elsewhere in Canada has got nothing to do with it.  They'll all be financed, but there's enough capital to finance all projects earning a fair rate of return.  


You don't have to offer an above average rate of return just because other people are offering it.  There's more than enough money in the capital market.


MR. KAISER:  Thank you.


QUESTIONED BY MR. SHEPHERD:


MR. SHEPHERD:  Is this on?  Jay Shepherd.  Sorry, I just have two questions.  The first has to do with the overall ROE that you end up thinking is the right one.  I heard you say that you can't figure out a way to get it above 7.75 percent.  That's the sort of range that you think was the maximum you can get it to without some pyrotechnics; right?


DR. BOOTH:  It's possible to sort of do things to get the data higher, but the Board will factually look at the capital market in terms of a 4 to 6 percent market risk premium, and the current rate of long Canada makes it difficult to get above 8-1/2 to 10 percent for the market return, so to get 11 percent or 11-1/2 percent for very low-risk‑regulated utilities.  You have to do things.


MR. SHEPHERD:  I'm actually going somewhere else.  I'm not so much concerned about the 11 percent.  I don't understand, I guess, why -- it sounded to me like you were agreeing with the recommendation of something like 8.3, 8.4, 8.5.


[Technical difficulties]


MR. KAISER:  If we can have your indulgence for ten minutes while the technicians go to work here.  Take a break.  Thanks.


‑‑‑ Recess taken at 9:06 a.m.


‑‑‑ On resuming at 9:14 a.m.


MR. KAISER:  All right.  I think we're ready to proceed.  We don't quite have it fixed, but we'll try our best.


MR. SHEPHERD:  Where was I?  Yes, what I am trying to understand, Dr. Booth, is the number you ‑‑ the sort of maximum you say makes sense is 8 percent.  You can't get it above 8 percent, is I think what you said.


DR. BOOTH:  You can.


MR. SHEPHERD:  Sorry?


DR. BOOTH:  You can get it above -- you do get it above 8 percent, but you have to do it without regard to some reasonable assumptions.  People get the big picture.  It’s clearly a lot less than that, or a little bit less than that.


DR. BOOTH:  You sound like one of my students.


MR. SHEPHERD:  So yet you're agreeing with ‑‑ I think, and maybe I misunderstood you, you're agreeing with Staff ‑‑ or you're agreeing with the Cannon methodology, I guess, a number that's in the eights somewhere, 8.3, 8.4, 8.5, and I don't understand that.  


DR. BOOTH:  Because there are two senses of what is fair.  As I said, if I was asked to present my own evidence, I'm sure that I would come in in the sevens somewhere, very similar to the estimates provided by Lazar and Prisman, very similar to the estimates that Michael Wilbur provided to the Union Gas a few months ago.  They were all estimates he provided, because that's what the data is, and it's difficult to get much different from those estimates.  So that's one judgment of fair.


The other point of being fair is:  What is being earned in all the other regulated utilities in Canada?  So we look at the adjustment mechanism that the National Energy Board uses, that the Régie uses, that the Public Utilities Board of Manitoba uses, that this Board uses for the Ontario gas LDCs, that the BCUC uses, the Alberta EUB uses.


These all come out with allowed rates of return higher than what I think is fair and what Board Staff clearly thinks is fair, and, you know, as I mentioned yesterday, you get an idea of whether it's fair by the prices these assets are being flipped for in the marketplace.


But on that basis of being fair, I don't see why the Ontario DISCOs should not be allowed the same sort of rates of return as by other regulated utilities in Canada, certainly failing a major hearing to actually look at the business risk and other factors that go into ROE.


Given the limited evidentiary basis before us, my starting point would be, give them the allowed ROE that the gas LDCs are getting.


MR. SHEPHERD:  Doesn't that create a sort of a  self‑fulfilling prophecy in which everybody follows everybody else and we all end up at the same place with no empirical basis?


DR. BOOTH:  Absolutely.  When we looked at the Alberta EUB decision, they came out with an ROE estimate looking at the data, and then they added 40 basis points, and people looked at it and said, Why do they have 40 basis points?


And one indication was that it gave an ROE very ‑‑ gas transmission very similar to what the TransCanada main line was getting.  So the argument in their decision, it seemed that they were going from a lower allowed ROE based upon the data, and then -- I mean, I don't know what was in their mind when they came up with that decision, but one interpretation could be that they were adding 40 basis point to get very similar to what TransCanada main line was getting, and NGTL was one of the biggest companies ever regulated.


MR. SHEPHERD:  Now, my second question relates to the 50 basis points flotation allowance.


DR. BOOTH:  Yes.


MR. SHEPHERD:  And that 50 basis point, that's a lot of money; right?  That's like $100 million a year in rates, something like that?


DR. BOOTH:  I'd have to go back and look at the amount of equity, but ‑‑  


MR. SHEPHERD:  Big number.

     DR. BOOTH:  Sure.

     MR. SHEPHERD:  And I understand that the reason for

that is that if the utility went out into the market, with

the private equity markets, it would cost that much on an

amortized basis to float that equity.

     DR. BOOTH:  No.  No.

     MR. SHEPHERD:  Okay.  What's the reason?

     DR. BOOTH:  The theoretical argument is simply that if

utilities are forced to sell equity below book value, then

there's dilution in terms of the equity.  So you basically

want them to be allowed to go out and sell equity and net

out the book value when they sell equity, which means that given the flotation costs, and given the actual costs of issuing equity, and given the possibility of market

movements, you want the market value of the equity to trade

slightly above the book value.  So Ms. McShane in previous

testimony before this Board has said, well, if we target a market book of 1.15, then you could work out how much extra you have to give in terms of the ROE to bump up the market prices above one.

      So the theoretical justification for those flotation costs is not just the out-of-pocket expenses because if you did that it wouldn't be anywhere close to 50 basis points.  It would be more like 10, 15 basis points, if that, because a lot of it’s tax deductible, so it's lower than 50 basis points.

      But the theoretical argument is simply to get the

market price above the book value by a sufficient amount that they can always net out the book value when they go out to sell equity.

      Now, the big question on that is why do you need

anything if the market price isn't twice the book value? 

     MR. SHEPHERD:  I wasn't going there but thank you very

much.

     DR. BOOTH:  I'll give you that because that was

something that we dealt with extensively.  Why do they need

an extra bonus when the stock is selling for twice the book

value when you’re actually targeting something like 15 percent above book value.

     MR. SHEPHERD:  But I have a different question about

this.  You're looking at it from the point of view of the

issuer and getting the issuer's position right?

     DR. BOOTH:  Sure.

     MR. SHEPHERD:  But isn't the effect of that that the

rate of return enjoyed by the shareholder is above market,

because you do a market calculation; the CAPM is intended to give the market, right?

     DR. BOOTH:  That's right.

     MR. SHEPHERD:  If you add 50 basis points, aren't you

giving a 50 basis point windfall to market?

     DR. BOOTH:  You're giving a higher rate of return than

the shareholders' required rate of return, so that the high

rate of return on a dollar gives you a lower rate of return

on, say, 1.15, on the basis that the shareholders are paying $1.15, and the company is only, on average, getting a dollar.

      So you have to offer them a little bit more on the 

lower amount of money they're going to net out when they

issue equity.

      But, as I said, that raises the question, if they're

actually paying $2 instead of $1.15, how much higher does it have to be?

     MR. SHEPHERD:  In the real world we're talking about

here, where we're really setting the ROE for the City of

Toronto, in their Toronto Hydro shares, right, the CAPM

would say that the number is 8 percent, let's say.  Let's

say that's the calculation.  And if we add 50 basis points

the City of Toronto is getting 50 basis points more than

market for their investment; isn't that right?

     DR. BOOTH:  Sure.  If you're bumping up the allowed ROE for the City of Toronto, if you wanted to, could sell Toronto Hydro for twice book value.

     MR. SHEPHERD:  Thank you.  Those are my questions.

     MR. KAISER:  Who's next?

     QUESTIONED BY MR. RODGER:

     MR. RODGER:  I'm Mark Rodger for the CLD.  Dr. Booth,

yesterday in your testimony you spent a fair bit of time

talking about your concept of risks and [inaudible] risks, and your conclusion was that, in your words, it was incredibly difficult to find any Canadian utility that has suffered harm.  And you went on to say that what you meant by harm is that a utility would earn a rate of return less than that allowed by the regulator.  Is that a fair summary of your views yesterday?

     DR. BOOTH:  That's correct.  The only one that we could really point to is Pacific Oil and Gas.

     MR. RODGER:  Now, in preparing your paper for this

consultation, did you assess what Ontario LDCs' rates of

return have been since they've been restructured a few years ago?

     DR. BOOTH:  No, I don't think they're relevant.

     MR. RODGER:  Not relevant?

     DR. BOOTH:  No, because in doing a transition movement

from one form of regulation to another, and during that

period, it's a transition in the system and it doesn't

reflect the risk going forward.

     MR. RODGER:  So you are aware that originally the regulator had set a return of 9.88 percent, I take it?

     DR. BOOTH:  True.  And before that I am aware they were regulated by Hydro and they were regulated on cost, and they didn’t even earn that ratio. 

     MR. RODGER:  And you're aware that the Ontario

utilities didn't actually receive this 9.88 percent as

originally envisioned.

     DR. BOOTH:  That's correct.

     MR. RODGER:  It was to be phased in over three years.

     DR. BOOTH:  Correct.


MR. RODGER:  And you're aware of the rate

Freeze?

     DR. BOOTH:  Correct.

     MR. RODGER:  And you're aware that the Province of

Ontario threatened to pass legislation to render these corporations basically not-for-profit entities should the shareholders take any action?

     DR. BOOTH:  Correct.

     MR. RODGER:  So when you say that you find it

incredibly difficult to find any Canadian utility that

suffer harm, your view is that these events that we've

discussed, they're basically irrelevant to your views?

     DR. BOOTH:  Yes.  We're looking forward -- we're 

looking -- first of all, those comments were referring to

rate of return of regulated utilities where they're

basically regulated on a forward basis in terms of an 

allowed return and the actual rate of return that

they earn.  And as I mentioned, these utilities have been in a transitional system.  Ten years ago there were municipal electrical authorities, regulated under the Power Act, basically, to provide services at cost.  And now

they're moving towards a system where they're going to be

regulated as regular utilities.  So looking forward, I

would expect this Board in its regulation of the Ontario DISCOs to basically provide the same sort of consistent regulation as it does for the gas LDCs.  So risk is always future.  And you're referring to past risk.  So the transitional regulator system.

     MR. RODGER:  And in your view, Dr. Booth, these

examples of past risk, are they irrelevant to people like

credit-rating agencies and to longer debt issuers?

     DR. BOOTH:  No, I think whenever you look at the bond

rating agencies, they're going to assess what is the credit

risk involved in those bonds at that particular point in

time.  And clearly, three years ago, DBRS would look

at those bonds and say, well, if they're not going to get

the money that we anticipated, there's more credit risk

involved in these bonds at this point in time than we

anticipated.  But we are not looking back, we're looking

forward.

     MR. RODGER:  Do you think past history plays no role 

--

     DR. BOOTH:  No, I never said that.  The past history

informs our judgment about what's going to happen in future. And what we have here is an incident where we know we have a transitioning system.  And once we transition you’ve got to look forward and say, well, how is this regulation going to work on a forward-looking basis?  And on a forward-looking basis, as I said, that provides a lot of information that this Board has fairly regulated its existing utilities, and I would expect that to happen for the DISCOs.
MR. RODGER:  So looking today at the Ontario

electricity sector, LDCs in particular, what is it that you

point to that has given us comfort today, to debt issuers and rating agencies, that the kind of political interference we've seen in the past will never happen again in the future?  What can you point to?

     DR. BOOTH:  Well, you can't point to anything like 

that.  You could have the national energy plan coming back. 

And you could have some sort of government intervention in the oil patch that certainly makes TransCanada incredibly risky.  You could have the Government impose an export task on electricity, all sorts of things.

      I mean, when it comes down to it, a lot of the

uncertainty in the economic system is actually political 

uncertainty.  Some country goes and invades another country, or government changes and they change the regulation.  The economy itself is relatively stable.  So I can't promise that the political environment in Ontario won't change the past legislation and cause harm to the gas utilities or the electric utilities.  All I can say at this point is that I testified before this Board on Ontario Hydro, oh, 15, 20 years ago, when looking at the social discount rate and how to regulate Hydro.

      At that time it had to provide power at cost, and we

were actually hired, my colleague and I, because the rates

of return of Hydro was getting was significantly less than

what I was recommending.  And as you might guess, I recommend rates of return that are less than what companies normally ask for.

      So the regulatory system has changed dramatically. 

This Board has been trying to -- in my interpretation, this

Board has been trying to apply standard regulatory 

principles to Hydro and its subsidiaries for a long period

of time.

      We changed the method of structuring these 

subsidiaries to make them corporations.  We're now seeing

some of them being sold, and as soon as they start being

sold and they're in the hands of private investors, I think you find the possibility of political intervention gets

smaller and smaller because you start talking to private investors rather than municipalities which were a

creature of the province.

     MR. RODGER:  Let's explore the idea of future risk

under the current scenario, and that is where all but two LDCs are owned by municipal governments.  What you've heard 

yesterday and in the pre‑filings is that in the Province of Ontario we seem to be coming up against these possible infrastructure prices.  We've got major generation that needs re-investment, major transmission, LDCs infrastructure, schools, hospitals, and so on.  


For some of the LDCs, we heard Mr. Sardana yesterday saying Toronto Hydro alone over $1 billion over the next decade.  And guess what?  Looking at decreases across the Board, whether it is distribution, transmission, and generation.


The risk ‑‑ the future risk, I put to you, is that if Queen's Park decides that there is too much price increase in the electricity sector as a whole, it may once again look to the municipally-owned LDCs so say, Well, look, they can essentially be squeezed to help ease that burden.  


What's your response to that?


DR. BOOTH:  That's a possibility.  The same thing happened in the 1980s when the price of gas went up and the Liberal government imposed the national energy plan, so we would have a made in Canada price for gas.  And as a result, there was a significant shock to the gas industry.  So it's always possible that you can have political intervention.  I don't deny that. 


All I can say is having spent ten years transitioning to a system of bringing these DISCOs under standard rate of return, regulation, I find it extremely difficult that that ten-year history is something that should be thrown out when we revert to another system.


MR. RODGER:  And, Dr. Booth, you said it was possible.  My question then for you is:  How does this Board deal with that possibility in this process?


DR. BOOTH:  I don't think you should.  The language -- we looked at regulations.  Regulation is flexible.  In fact, as I think I mentioned yesterday, the standard model in a regulated utility is you regulate on the basis of a forward test year or what you think is going to happen, and then when unforeseen things come up, most of the time there's a special hearing to consider:  How do we deal with this special event?  


And flexible regulation basically means that a lot of the time those risks are shared between the ratepayers and the shareholders.  So what we can see are shareholder risks frequently end up as ratepayer risks.


MR. RODGER:  So just to confirm, your advice to this Board would be, in this cost of capital consultation, certainly ignore all past risks and those realities that LDCs face, and basically ignore all future potential regulatory and political risks?


DR. BOOTH:  No, I didn't say that.  What I said is this Board should look forward ‑‑ and, I mean, this Board knows better than I do what its mandate in terms of regulating these DISCOs are.  But it knows that it's sort of under a mandate to order a fair and just rate of return, similar to what's allowed for the gas LDCs, and it knows better than I do the possibility of political interference and whether this transition is a transition to a new regime similar to that for the gas LDCs or whether there is going to be significant political intervention in the future.  


My judgment on what I've seen here is that most of the risks that have been produced for the Ontario DISCOs is political risk, and my perception is most of that is past political risk, because we're transitioning into a new regime.  As the Alberta Board mentioned, the actual risks - business risks, financial risks, investment risks - of at least the Alberta DISCOs was less than the risk of the Alberta gas LDCs.


So what we're talking about here is political intervention, and my judgment as a cost of capital witness, knowing what -- the regulatory system goes only so far.  When we're talking about political interference, some of the people in this room, I would guess, are better connected to the political system than I am.


MR. RODGER:  Now, yesterday there was also discussion, particularly with Board Staff representatives, of the proxy group of companies that were used, given some of the issues we were talking about this morning and this week.  And would you agree with me, Dr. Booth, that if that proxy group of companies selected by Dr. Lazar and his colleague, if those companies earned rates of return that were basically consistent year in, year out, with what their regulator authorized in various parts of the country, they may not be a particularly appropriate group of comparators for Ontario LDCs if the history of Ontario LDCs is that they don't make consistent rates of returns?


DR. BOOTH:  Well, as I just mentioned, I don't think the past history of the transition to a regulated regime is a good indicator of the future for these utilities.  Risk is always forward, not backwards, so looking forward, I have to assume that the basis of this hearing and the movement toward standard regulatory and regulatory principles is going to result in the same sort of performance as other regulated utilities in Canada.  And we're back again to political inference.


MR. RODGER:  Now, at that generic hearing that you mentioned in Alberta, I believe your comments were to the tribunal what -- the numerous utilities across Canada as part of that review; is that --


DR. BOOTH:  Well, they're Alberta utilities.


MR. RODGER:  Alberta utilities.


DR. BOOTH:  They looked at a main line transmission company, Nova Gas transmission.  They looked at transmission assets presumably in AltaLink, a former TransAlta asset.  They looked at distribution assets in terms of electricity, in terms of gas, and they looked at a small pipeline in terms of ATCO pipe.  


So they looked at a full range of utilities that fell under the regulatory authority of the Alberta Board.


So I think where the Alberta generic is useful is that unlike the National Energy Board generic, which only dealt basically with pipelines, this one dealt with a whole range of utilities.


MR. RODGER:  And in that hearing, did they explore what was happening with any utilities in the Province of Ontario?


DR. BOOTH:  Oh, that's a way broad question.  I would have had to sat in on all of the hearings to be able to sort of answer that question.  I'm sure something cropped up, but, I mean, I wasn't there to sort of listen to all of the testimony throughout the hearing.


MR. RODGER:  You can't tell us whether, specifically, the experience of Ontario LDCs came into play in that hearing since the time --


DR. BOOTH:  No, it wasn't something that I was involved with.


MR. RODGER:  Finally, Dr. Booth, you mentioned yesterday that, in your view, natural gas prices have been much more volatile than electricity prices; is that correct?


DR. BOOTH:  That's correct.


MR. RODGER:  Have you got any evidence that illustrates that with respect to Ontario natural gas prices versus electricity prices since the time of --


DR. BOOTH:  No, I was just thinking ‑‑ sorry.  I was just think of the Union Gas hearing that we just had that was settled, where Union Gas entered as evidence just after the Hurricane Katrina when the price of natural gas was incredibly high, and then by the time of the hearing, the price of gas had dropped almost 50 percent.  And the Terasen Gas hearing was basically the same sort of evidence, and Terasen Gas was saying, Look at the high price of natural gas.  Customs will drop off the system.  We're uncompetitive.  This is a huge increase in risk.


So I think in the case of natural gas that's primarily used for heating, where you do have alternative fuels, the price and volatility does have an impact on electricity, where frequently there is no alternative use.  Such volatility there is doesn't have such a big impact.


Then of course the question is:  Is it just getting passed through as a commodity charge, anyway?


Those comments were not made on the basis of the fluctuation of price of electricity or gas within the Province of Ontario.


MR. RODGER:  Thank you, sir.  Those are my questions.


QUESTIONED BY MR. KALYANRAMAN:

MR. KALYANRAMAN:  Guru Kalyanraman from the EDA.  Dr. Booth, you mentioned in your paper about the assessment of risk.  One of the criteria used is the comparison of actual ROEs, earned ROEs and the allowed ROEs.  Is there any reason ‑‑ have you looked at the evidence of allowed and actual ROEs for Ontario LDCs?


DR. BOOTH:  I just answered that question.  The answer is, no, because I don't think that's relevant because we're looking into a transition in the regulatory system, and I don't think that information is useful on a going‑forward basis.


MR. KALYANRAMAN:  And the second thing is, yesterday, when you presented yesterday, you talked about a size-related premium and you believe that the size-related premium has disappeared from the markets.


DR. BOOTH:  That's been a controversial issue.  When it was discovered about 20 years ago that small firms earned higher rates of return, and also the firms with very low market-to-book ratios earned higher rates of return, there in fact were a lot of neutral firms were set up to invest, and guess what?  Firms with low market-to-book ratios and small firms.  


So we have seen a big flow of capital going into mutual funds and hedge funds invested in precisely those sorts of firms that historically earned high rates of return.  So there's been some preliminary evidence that the so‑called size effect in the market-to-book effect has disappeared in the capital markets.


MR. KALYANRAMAN:  Is there any study or research that provides fairly clear evidence that small‑cap stocks demand a premium in the market anymore?


DR. BOOTH:  Well, I have to tell you that in academia there's always been -- sorry, there's fairly clear evidence, and the truth is academics get their credibility by putting controversial issues in academic journals that provoke argument.  So for every paper that sort of found a small firm effect 20 years ago or found that the CAPM worked or found that all sorts of other things worked, you will find papers that say exactly the opposite.

      So, as I said, there's preliminary evidence that the

small firm effect that did exist possibly doesn't exist. 

And as I mentioned yesterday, you have to work back on what

is the small firm effect.  And the small effect -- small firm effect is generally justified based on asymmetric information based on a very small firm where the manager knows what's going on and the investors don't know what is  going on because the stock isn’t covered by security analysts and there’s very little information in the public domain.  A lot of these firms are not continuous reporters.  So we don't know a lot about them.

      That doesn't apply to the same extent for rate of

return regulated utilities, even if they're small, because

there's not a lot of informational asymmetry.  These

are really basically low-risk businesses, and we know

exactly what's going on in them.

      So even if there's a small firm effect, I don't think

it's immediately obvious that it applied to nontrading equity in rate of return regulated utilities.

     MR. KALYANRAMAN:  Just one last.  Going back to my first question, you mentioned that the comparison between the actual and allowed ROEs does not make sense when we're in a transitory regulated environment.  So would you discount any difference that could occur between actual and allowed ROEs going forward because it's going to take three or four years before the regulatory environment begins to stabilize.  Would you agree with that.

     DR. BOOTH:  It could be.  It could be that we're still

Transitioning forward because it’s the phasing in or regulations, but when you value shares you’re concerned with discounting stream of cash flows over a long period of time.  So there may be some transition elements that generate some uncertainty because you're moving to a new regime.  But if you're going to be setting allowed rates of return and capital structure, basically not quite cementing them but putting them in place for long periods of time, I doubt it makes a lot of senses to base those decisions on transition elements because they become very difficult to change over a period of time.

      We have anomalies in regulated firms where, for

Example, the oil pipelines earn 45 percent common equity ratios.  Nobody can actually justify why they have such large common equity ratios but they've had them for a long period of time, and it's incredibly difficult to change them once they have them.  So I would caution this Board that if they feel there is some political risk in a transitioning environment that does add an element of risk to the Ontario DISCOs, that it put in place some sort of premium on the ROEs, for example, the OEB adjustment formula for premiums say, for a three-year period to take into account transition elements.

      I would not suggest that they put that in on a

permanent basis because I don't think it's a permanent risk.

     MR. KALYANRAMAN:  Thank you.

     MR. KAISER:  Thank you.  Ms. McShane.


QUESTIONED BY MS. McSHANE:

     MS. McSHANE:  Kathy McShane for Hydro One Networks.

     Dr. Booth, could you provide your views on the

proposal to substitute forward rates for the consensus

forecast?

     DR. BOOTH:  Yeah, I don't think it makes any sense.

     MS. McSHANE:  Could you explain why?

     DR. BOOTH:  First of all, we're trying to come up with a discount rate that reflects what the investor uses to

discount a series of cash flows into the future.  And those

cash flows include cash flows next year, year 2, 3, 4, 5,

all the way up to infinity.  So that discount rate is

basically a weighted average -- it's a cash flow weighted

average of all those interest rates.

     The long Canada bond, the yield on the long Canada

bond, is exactly the same.  It's a coupon weighted or a cash flow weighted yield over those future investments.

     A zero coupon, by definition, is the yield of a bond

that doesn't pay any coupons.  So even if you look in a 15-

or a 20-year strip, you're not looking at anything that's

discounting cash flows.  So I can see no theoretical reason

to use a forward rate in the first place.

     Secondly, as I've said repeatedly, I see, actually, no reason why this Board should use one method for calculating the ROE for electirc DISCOs and another one for gas LDCs; it just doesn't seem to make any sense.

     I personally think that the method pioneered by the BCUC and the National Energy Board, where they use a forecast over ten and has generated high rates of return, because for a long time forecasts have been predicting increases in interest rates that have not materialized.  But failing that, I think everyone else is using the same formula of methods of calculating the risk-free rate, and I don't see any justification for departing from that conventional practice.

MS. McSHANE:  Thank you.  Yesterday, at page 205 of the transcript, you said:  "You cannot rely on recent estimates of beta."  Could you explain that a little bit further, please?

     DR. BOOTH:  The beta is just a statistical estimate, based upon the co-variance or the movement of the securities rate of return within the perature.  It's like measuring the temperature outside.  If you measure the temperature outside based upon the last week, you can't say anything about the average temperature in Toronto.  I mean, you can come up with a good estimate over the last week's temperature in Toronto but it's not a good estimate of the temperature over the last year.

      You have to cover a database, a period of time where it covers enough information to provide an estimate of temperature which at minimum means 365 days to calculate the average temperature for the year, and then you need to go back over a longer time period of time to take into account annual fluctuations over the year of the temperature.  Exactly the same with betas.  You can’t use a one-year beta based upon weekly data because all you are

doing is capturing whatever happened in that one year of data.  And if you look at even a five-year period, the last five years capture the end of the Nortel stock market bust, and basically depressed the stock market up to the last year.  So I've repeatedly said that you have to look at a long time span of beta estimates to capture different stock market behaviours in the economy, and you need judgment to interpret beta coefficients.

      Just estimating beta is something that any

undergraduate student can do.  Interpreting that and

understanding it as a forward risk element is something completely different.

     MS. McSHANE:  Thank you.  My third question is, could you provide your views on using either five- or 10-year market returns to specify the market risk premium?

     DR. BOOTH:  Ms. McShane, it seems we agree on a lot of things, and one of them is you cannot possibly use five or ten years worth of data of the market return.  The stock market return, the annual fluctuation or the standard deviation is about 20 percent so on an annual basis what we earn in the stock market is extremely variable.  You

cannot use a five-year period to estimate the market risk on a going forward basis.  I don't even think you can use ten years.  The annual fluctuation is simply so large that any estimate based on a small number of years is highly unreliable.  

By and large, the error attached to estimating the return on the market risk premium is the standard deviation divided by the square root of the number of observations.  The use of a very small number of observations, the standard error attached to that is very, very high.  By and large, we use the longest period available, and then look at the economy to try and assess what's happened over that period to make adjustments to that estimate over a long period of time.  I generally use from 19, 24 and then make judgments based upon what's happened to the economy since then.

     MS. McSHANE:  Thank you.  On page 16 of your paper you made the comment:

           "In terms of the ROE I will not comment in

           detail on how LP arrived at their estimates

           but will point out that their estimates have

           not been tested through information requests

           or cross-examination.  Further, they are not

           standard estimation techniques."

With respect to the last part of that sentence, is there anything other than the elements that I've just covered that you would say are not standard estimation techniques?

     DR. BOOTH:  My pagination is a little different from yours, so can you --

     MS. McSHANE:  Sorry.  It's in the section number 3, Allowed Return on Equity.  And it is the last sentence of the second full paragraph.

     DR. BOOTH:  Well, the three basic elements to the CAPM estimate of the fair return is the risk-free rate, the market risk premium, and the beta coefficient.  And I would not have used forward rates in the way they estimated it for the risk-free rate.  I would not have used a five- to ten-year horizon for the market risk premium.  And I certainly wouldn't have used one-year estimates for the beta coefficients.  So in my judgment they can get estimates that are reasonable, but there's a high amount of estimation here attached to each of the three components used by Board Staff's witnesses.


Those are the three major ones, and I was not asked to critique all of their evidence, but the three basic building blocks were the CAPM.


I would say there's a high amount of estimation there attached to the way they estimated it.


MS. McSHANE:  Thank you.  This is page 21 of your paper, and it's still in the same section, but it's well into the section, and it's the paragraph that starts: 

"Another important point is that at the NEB's 1994 hearing ..."


I have the bottom half of page 21.


DR. BOOTH:  I mean, the ‑‑


MS. McSHANE:  I haven't asked the question. 


[Laughter]


DR. BOOTH:  I know exactly where you're going.


MS. McSHANE:  My first question is with respect to your views, in principle, on the inclusion of income trusts in a capital asset pricing model context for utilities.  When I say "in principle", I'm thinking if they were utility income trusts.


DR. BOOTH:  In principle, there's no problem whatsoever.  You can think, for example, of Alliance Pipeline, where 50 percent is owned by Fort Chicago Energy Partners, so Fort Chicago's investment characteristics are basically those of a regulated pipeline.  It's got gas liquids operation Chicago that sometimes affects it.  It is overwhelmingly a natural gas pipeline.


So you can calculate their coefficients for, say, Fort Chicago or Gaz Métropolitan or some of the income trusts, and I think that information is useful in assessing how the stock markets use that risk.  The only difference on income trusts is simply that the structure, with a high amount of debt, the income tax burden, and then pay out as much as possible.


But then regular utilities have very high dividend payoffs, anyway, so I don't see anything special in including or excluding income trusts.  They're an important part of the Canadian capital market, and their behaviour in terms of betas informs our judgment of the investment risks of utilities.


MS. McSHANE:  So there's nothing unique about the income trusts that would lead you to believe that behaviour of the prices would be -- relative to the market as a whole, would be different than a conventional equity?


DR. BOOTH:  I think the basic investment characteristics are the same.  The only problem I would have is that the income trust market is still relatively new, and it's maturing.  It's now included in the S&P indexes.  It's now ‑‑ big institutions are allowed to buy them, but it's still a relatively new instrument in terms of the history of prices of utilities.  So there may be some sort of transitioning attached to estimating the betas for ‑‑ and the risk characteristics for income trusts.


MS. McSHANE:  So if I look at this paragraph that I had referred you to in your paper, where you said: 

"Many of the utilities that were used to estimate the fair return have disappeared, either due to consolidation or a change in 
the nature of their business.  This has made it increasingly difficult to derive a reasonable sample of Canadian utilities to use as proxies for beta estimates, as well as DcF estimates." 


And my question is:  Who would you include in a sample of comparables?  And the second part of the question is:  Would there be any particular companies in the Staff sample that you would view as problematic?


DR. BOOTH:  First of all, I would say that when I started out doing this, we had the telcos that were rate-of return regulated and we had companies like Island Tel and Newfoundland Tel, and we had lost the small utilities like Maritime Electric that were pure utilities.  They've all disappeared.  In Montreal, the only one that hasn't disappeared is PMG.  That almost disappeared a couple of years ago.


So estimating rates of return is considerably more subjective now than it was 15 or 20 years ago.  So that's all I'm saying here.  It's why, in terms of the rate of return, I'm saying, Don't rely so heavily upon estimates of beta and all of these other things.  Just use the adjustment formula, because we know the bylaws.  The adjustment formula used by the National Energy Board, the OEB and other boards has basically worked.  It has given the right direction.


In terms of which companies to include and which companies to exclude, I honestly don't want to get involved in that.  I haven't looked extensively at what the Board Staff has done.  I will say that I've looked at a lot of the tables that have been produced and I've scratched my head; didn't pull any hair out, but I scratched my head and looked at the some of the companies and said, Why have they been included?  


Some of them have no revenue.  Some of them are very recent firms.  Some of them have clearly nothing to do with LDCs.  And I can understand the concern to get a sample of firms to reduce estimation error, but you don't reduce estimation error by including firms that aren't relevant.


So even when you look at the big utilities, the TransCanadas, the Enbridges, the Fortis, the Emeras, these amount to diversified conglomerates that have got different risks than pure utilities.


I think those companies are reduced primarily because they're most utility‑like, but some of these smaller companies, I don't see any reason to look at them.


MS. McSHANE:  Thank you.  My last question is with respect to capital structure.


My understanding is that your recommendation is that 36 percent common equity be used for all of the LDCs; is that right?


DR. BOOTH:  That's correct.  So that means that Hydro, Toronto Hydro, would get a little bump from 35 to 36, and some of the others would get a little bit less equity.


So I think that ‑‑ I mean, my personal recommendation is that it be 35 percent.  I've been recommending 35 percent for the gas LDCs and the electric DISCOs for the last five years, at least, but Board Staff's recommending 36 percent plus a 0 to 4 percent preferred share component.  I think that's within a reasonable range.  It's 1 percent less than the Alberta Board recommended; 1 percent more than nine.  One percent is within a reasonable range.


So 36 percent, I think, is reasonable.


MS. McSHANE:  So if you take a company like Hydro One Networks that actually does have preferred shares, what would your recommendation be to the Board, as far as the treatment of those preferred shares?


DR. BOOTH:  The preferred shares, you have to look at the characteristics of the preferred shares to understand exactly what they are, but I would basically recommend, on the basis of regulating the allowed common equity ratio, if they want to substitute preferred shares or subordinated debentures, then, basically, they should come before the Board and justify their cost as a form of debt.  And if they wanted to issue preferred shares and it was cost efficient, then fine.  


For preferred shares, they're just in between senior debt and common equity.  They're there basically to provide a little bit of a cushion to increase ratios to make the debt sell easier.  They do very little for the common equity unless there's a bankruptcy or real [inaudible], which I don't think is a probability for any of these utilities.


MS. McSHANE:  Thank you.  Those are all my questions.


MR. KAISER:  Thank you.  Mr. Stephenson?


MR. STEPHENSON:  No.


QUESTIONED BY MS. SMART:

MS. SMART:  Good morning, Michele Smart from Energy and Environmental Economics on behalf of Newmarket Hydro.  I had just one question.


In your testimony yesterday, you gave several examples of companies that changed hands for high multiples relative to book value.  It's been my experience that companies that are acquired have a high or an adequate return versus the purchase price that's paid for those.  


And I was just curious whether you think that ‑‑ it seems to me there's a lot of LDCs that have not changed hands, and is it possible that those LDCs have not been acquired because, relative to book value, the price that an acquirer would have to pay would not sustain an adequate return?


DR. BOOTH:  Well, first of all, I don't ‑‑ I mean, if you talk about the Ontario DISCOs, I think we're only in the game to seek consolidation and acquisition.  So the fact that none of those have been ‑‑ changed hands, I don't think indicates anything at the moment.


In terms of the broader regulated sector, these assets have been flipped and sold constantly.  As I mentioned, I can think of a large number of companies that have disappeared, and they've disappeared because they've become part of major corporations, partly for the reasons that Mr. Carmichael said, that you do get a little bit more visibility.  You can sell to bigger institutions and develop a larger market cap.


But my view has always been that you lose a lot of information attached to seeing how the stock market values the regulated utilities.  And I would refer to it as looking through a dirty window.  My personal opinion is, a lot of utility managers make their windows as dirty as

possible so that regulators can't see what's going on, can’t see how the market is valuing utilities.


And I think in particular of Consumers Gas, when originally there was a requirement for a public float of 15 percent.  And the first thing Enbridge did was get rid of

the public float.  Why did they do that?  In my judgment, it was at least partly because we could see exactly how the stock market was valuing one of the biggest regulated utilities in Canada.

     So I think there's a big vested interest in forming

large corporations with regulated utilities as base because

it generates cash flow, and then basically removing the

information that's valuable in terms of assessing how the

stock market values these financial parameters.

     So I think the comments about M & A activity outside

of the Ontario DISCOs -- we've seen a lot of it -- the

Ontario DISCOs are just too early in the game.

     MS. SMART:  And to the best of your knowledge, are there distributors out there that have not been M & A partners, even outside of Ontario?

     DR. BOOTH:  Well, I think in Alberta, where, I 

mean, TransAlta sold off its distributors and just converted to being a power producer –- 


MS. SMART:  I asked about distributors that have not been acquired.  Are there some out there?  

     DR. BOOTH:  I'm sure there must be.  I can't think of

any.  I can think of most of Alberta that's been 

reorganized.  Terasen Gas has basically acquired almost all

of the gas distribution assets in B.C.  Beck Hydro sold off its --

     MS. SMART:  I'm asking about distributors that have not been acquired.

     DR. BOOTH:  Okay.  Well, I'm -- yes, like I say, you have information on the things that we have no information on.

     MS. SMART:  Well, can I infer that you haven't analyzed distributors that have not been acquired to see whether their book equity value could sustain an acquisition?

     DR. BOOTH:  That's correct.  I mean, you look at the

things that you can see in the stock market.  I can't think

of many assets, major assets, that have not been involved in M & A activity over the last 15, 20 years.  There may be

some that I'm not aware of.

     MS. SMART:  So it's probably that the assets that you

decided all have high returns relative to their book value

and that the ones that have not sold off, including the LDCs in Ontario, do not?

     DR. BOOTH:  No, I don't think --

     MS. SMART:  It's possible?

     DR. BOOTH:  Well, it may be possible.  I think it's

highly unlikely, because you're looking at a basic 

economic -- or basic information in terms of do they earn their allowed rate of return, and that sort of is pretty common to all the utilities.  So I can't see that something that I’m not aware of that hasn't sold has, in theory, an ability to earn its allowed rate of return.  I don't think that's very likely.  And it is interesting that the only utility that has had problems in earning its allowed rate of return is Pacific Oil & Gas.  And PNG is the only utility that hasn't been taken over by somebody else.

     MR. KAISER:  Thank you.  Board Staff?

     MR. FOGWILL:  Mr. Ritchie is going to ask a few questions, and then Dr. Lazar is going to ask questions as well.


QUESTION BY MR. RITCHIE:

     MR. RITCHIE:  Dr. Booth, Keith Ritchie for Board Staff. 


Dr. Booth, you have been consistent throughout your

submission in expressing a preference for approaches that

adhere to core principles of economics and finance.  Yet,

with respect to the riskless rate you reject the method

that Board Staff's consultants have suggested.

     Unless you have some reservation about the way that

the Bank of Canada derived the zero coupon yield curves,

would you not agree that these represent the best available

estimate of what the markets reveal about the riskless time

value of income?

     DR. BOOTH:  Yes, but that's not what we need.  What we

need is a discount rate that reflects the -- the discount

rate that investors use to discount a series of cash flows. 

That is not the best estimate of, say, a risk-free rate for

a particular core period of time.

     What we need is a cash flow rated discount rate.  And

of course that's what we're doing.  We're discounting the

stream of cash flows.  That's exactly what the 30-year Canada long bond does, because we have a series of coupons and we’re discounting the series of coupons.  It's exactly what an investor does when they buy shares in a utility.  They discount a stream of dividends or a stream of cash flows. 


So we need a cash flow weighted discount rate.  That's what the 30-year long Canada bond is.  I see no reason to calculate some sort of zero-coupon yield.

     MR. RITCHIE:  Thank you, Dr. Booth.


QUESTIONED BY DR. LAZAR:

     DR. LAZAR:  Fred Lazar.  Good morning, Dr. Booth.  I

missed your presentation but I'm familiar with your work. 

The question I'd have is more general.

     There was an example that was presented yesterday,

where Fortis acquired some western-based utilities, and the

argument that was put forth that they did this to

diversify the regulatory risk.

     Now, in the finance literature, does it state that it

makes good sense from the point of view of investors for

companies to make acquisitions for diversification purposes, whether it's to respond to business risk, regulatory risks, or should investors diversify their portfolios rather than the companies?

     DR. BOOTH:  Okay, there's two points there.

     First of all, pure diversification can be done more

reasonably by the investor than it can be done by the

corporation.  So nothing changes whatsoever.  I can hold a

portfolio of stocks just as easily as the holding company

owning the portfolio of stocks.

     The only qualification to that is that a diversified

company may lower the unsystematic business risk that

they're faced with, and as a result they can carry more 

debt.

     So what we could see with Fortis, they devised

a whole bunch of regulated assets, in some sense it may lower its business risk and allow the parent corporation, the holding company, to carry some debt.

     The second part of that was Mr. Carmichael did say 

that Fortis as a result could use a lower discount

rate in valuing these assets.

     So another way of saying Fortis is using a low

discount rate when valuing these assets is that Fortis has a lower required rate of return or a lower fair rate of return or a lower opportunity cost.  So Mr. Carmichael was admitting that, in fact, Fortis is using a lower rate of return to buy these assets, and the allowed rate of return was higher than what they actually required to make those investments.

     DR. LAZAR:  But that is reflected in the fact that they’re paying a higher premium for the assets.

     DR. BOOTH:  Sure, that's exactly the same thing.  You

pay more, you get a lower required rate of return.  They're just two sides of the same coin.  But I thought it was interesting that even Mr. Carmichael would say that Fortis was using a lower discount rate.

     DR. LAZAR:  It's always been suggested and been

practiced across various regulatory bodies in Canada to use a mix of methodologies for coming up with a return on equity.  CAPM, comparable earning, discounted cash flow.

     In the academic literature, or anything else you might be familiar with, is there any objective criteria for

determining the weights to be assigned to these different

methodologies, or is it just arbitrary?

     DR. BOOTH:  There is one number out there which is the

investor-required rate of return.  There are two essentially correct methods for estimating that: The risk premium base models and discounted cash flow base models.  You should come up with exactly the same numbers.  So that, unless you're looking at a particular corporation, for example, growth stock.  Growth stock is incredibly different in estimating required rates of return.  


So if I was estimating a growth stock, I'd probably put 80 percent, 90 percent weight on CAPM, 10, 20 percent on discounted cash flow.  On the other hand, with a traded public utility, with a high dividend component and a high cash flow component with very limited growth, I'd probably place 50/50 on DCF versus CAPM.

     DR. LAZAR:  [inaudible] negative weights.


DR. BOOTH:  There can't be.  You have to look at the

underlying characteristics of the company and work out the

present value of the existing growth opportunities and the

investment characteristics.  And then that tells you whether DCF is more highly -- is more likely to be accurate than the CAPM.

     DR. LAZAR:  So at the end of the day it's basically

arbitrary?

     DR. BOOTH:  Arbitrary is judgment.  I mean, what it is

is that we can give our students a whole bunch of tools and

equations, but without any judgment in using those, it's 

useless.

     DR. LAZAR:  Then with risk-free rate, there are

different methodologies for determining a risk-free date. 

We've had -- I could also look at the real rate of return and add some estimate for the rate of inflation over a given time period and some other risk premium for some longer-term bonds or shorter-term bonds.  


Would there be significant differences in the results produced using these different methodologies for a risk‑free rate, a going forward risk‑free rate?  Are we talking about trivial differences in five, ten basis points at the end of the day?


DR. BOOTH:  This is the first time I've heard anyone argue or debate the choice of the risk‑free rate.  Normally it's a trivial exercise.  Heavens above, we can all pick up the Financial Post and look at the yield over long Canada bond, so I don't know what it is today, but it's probably around 4.3 percent, so arguing about it doesn't amount to much.  


So we're then sort of talking about:  What's the basis for the CAPM, and should we use some sort of estimate of a forecast yield for next year versus estimates?


To be absolutely frank, I would just use the long Canada bond yield at the time that the ROE is set.  I think all of this forecasting based upon a forecast ten year, and then adding the spread to 30 doesn't make a whole lot of sense.


DR. LAZAR:  But you're picking that basically for simplicity.  It's one number --


DR. BOOTH:  No, you're not picking it for simplicity.  You're picking it, because you're trying to discount cash flows over a long period of time, which is what you do with the equity discount rate.  There is no time horizon for equity.  The longest risk‑free rate is that on the 30-year Canada bond, so it discounts cash flows over a 30-year time period, so that's closest to the required rate of return that investor wants on the longest horizon close to that when investing in equities.


DR. LAZAR:  Investors have a 30-year time horizon, which I don't think empirical evidence supports that.


Nevertheless, my question was:  Given these different methodologies, and given the fact that these various interest rates - whether zero coupon, whether they're the real return bonds, whether they're 10‑year bonds, 30‑year bonds - are all going to move in a similar direction.  


Are there going to be substantive differences in the resulting risk‑free rate regardless of the methodology used?


DR. BOOTH:  I don't think so.  As I said before, they all give you numbers that are very close, and I've never heard ‑‑ I have never been in a hearing where people have really discussed this, because the estimates are so close.  So if they're so close, why depart from what everybody else is doing in Canada?


DR. LAZAR:  Okay.  Then you said longer time frame for estimating the beta.  Whatever time frame you pick - and, again, it gets to the sample of companies - and whatever sample of companies you pick, end of the day, will this produce substantive differences?  Are you going to produce betas that are going to be 0.1 or 1, regardless of the time frame in a sample, or are they generally going to produce betas in the same order of magnitude?


DR. BOOTH:  You can get huge differences.  The Canadian stock market was dominated by the Nortel/JDS Uniphase phase in the late 1990s.  And at one point those two stocks comprised 35 percent of the Canadian capital market.  


I was interested in Mr. Carmichael saying that currently the market is dominated by financial institutions and mutual stocks, and, as a result, it's not diversified, but just five or six years ago, we were all out about being dominated by IT stocks.  Investors get carried away in certain sectors and the composition of the portfolio changes.


But the fact is, if you look at the subindexes on the TSX, you will see in the late nineties IT dominated market portfolios.  Those stocks went up.  IT had very high betas.  The collapse of those stocks triggered the collapse in the stock market.  


So if you look at all of the subindexes, you've got the IT subindex going very, very high betas.  The average over the whole stock market is one, and the betas and all other subindexes collapsed.  In fact, the betas on the utilities were negative, because intuitively, the stock market collapsed because of information technology.  Interest rates went down, because the Fed and the government and the Bank of Canada wanted to basically offset the lock effect of the collapsing stock market, and interest rates went down.  And utilities are interest sensitive; utilities went up.  So you have negative betas on utility stocks.


So during that period, you had negative betas.  If somebody had estimated a one-year or five-year estimate for utilities and said, They've got a negative beta; therefore, you get less than the risk‑free rate, I would have said that's totally silly, because what you're doing is looking at one economic scenario, one impact of the Nortel bubble, and saying, I think that's going to continue into the future.  


I mean, that's exactly like saying, because we've had this regulatory risk in the past, that's going to continue into the future.  You have to look at the past and interpret it.  And if you can interpret it and understand what's happened in the past, then you can make estimates on the future.  


So I would not use one-year base, five-year base.  I routinely calculate betas going back over the last 30 years.  I then look at what has happened to them and make an assessment about what happened to the economy and what happened to the financial system.  How can I understand this? 


And once you get an understanding, you can make an informed judgment.


DR. LAZAR:  But let's say you estimated over a 30-year time frame and you expanded it beyond the Canadian market to the US market, European markets, whatever the sample was determined to be.  At the end of the day, do you think the results you would get would be significantly different from the results that ‑‑


DR. BOOTH:  Yes.


DR. LAZAR:  Elie and I got?


DR. BOOTH:  I think your estimates, 0.3 to 0.5, are very close to what I've been recommending for public utilities, so I have no problem with the overall results, but just the techniques you've used.  I don't think they're what I would use and what most people would use, but I think the overall estimates make sense.  It's just that I personally wouldn't place that sort of reliance upon such short-run estimates.  They're too volatile.


DR. LAZAR:  Now, for the market rate of return, you said use a longer time frame.  You've gone back to 1924.  I guess two question I have here.  One, would you use the arithmetic averages over this period or the geometric?


DR. BOOTH:  Arithmetic.  You have to use arithmetic, because you're looking at the discount rate based upon short-term holding periods.  They're only one year, because you're discounting one-year cash flows.  


Compound rates of return, geometric, assume that the intervening uncertainty doesn't over time periods.


DR. LAZAR:  Well, isn't that inconsistent with what you said before, that to get the discount rate you have a long time frame, and now all of a sudden it's sort of a one-year time frame?


DR. BOOTH:  No, it's not inconsistent at all.  You go back over long periods of time to estimate the rates of return, but you do it over one-year holding periods, because generally when you value a corporation, you discount the cash flows over one-year time periods.  So if I'm going to, say, value - I don't know - Toronto Hydro, because TransCanada may decide to make an offer to the City of Toronto to buy Toronto Hydro.  


What I would do is estimate their cash flows over one year, two years, three years, four years, five years.  So I've got a one-year holding -- the discount rates based upon a one-year compound infrequency, which is the arithmetic return. 


So if I were to come out with an estimate for the discount rate, I'd then have to go back over long periods of time to work out, What's the return-generating process that gives me a one-year rate of return, which is the arithmetic return using one-year holding period. 


I would not use a compound rate of return.  That's useful only for personal investment decisions where you say, Well, I want to investment for 30 years for retirement purposes, and you're not discounting the intervening cash flows.


DR. LAZAR:  The next question:  When the market, in general, tries to determine the value of any company's equity and it's all forward looking, they take into account a number of possible variables that could possibly affect or impact performance on that company, and then the market generates a probability of distribution around what the probable outcomes might be for each variable.  


It gets built in, and you get the result from that.  And of course every investor has his or her own probability history, so you're getting some type of average of all of this.


DR. BOOTH:  Can you do that?


DR. LAZAR:  That's the theory.  Now, the question here, and then ‑‑ but we live in a 0/1 world, so we may have a probability of distribution for outcomes, but the reality is it either occurs or it doesn't occur.  It's a negative surprise.  The stock price drops.  With a positive surprise, the stock price rises, more or less.


DR. BOOTH:  Sure.


DR. LAZAR:  What are the key variables?  Monetary policy and the interest rates that affect the perception or sort of the investor's evaluation of risk and valuation of companies, and investors are trying to always second‑guess central bank policies.


Now, central bank, whether it's Bank of Canada, Federal Reserve, European Central Bank, if they make an announcement with regards to interest rates, where the market assign a little probability that this might happen, so they sharply increase rates.  The market had expected maybe a 5 percent probability that might happen.  That would have a significant negative impact on equity prices?


DR. BOOTH:  Yes, some equity prices, yes.  The really sensitive ones, yes.  


DR. LAZAR:  It would have a significantly negative impact.  Would you argue, then, that that policy of the central bank is confiscatory to shareholders?  

     DR. BOOTH:  I can argue it, but it's not the job of the Bank of Canada to take equity prices into account, except to the extent that they think, like the Federal Reserve did six, seven years ago, that if the equity prices were so high that if they collapsed they’d cause a [inaudible] effect or loss of confidence and a serious economic recession. 


So unless you get to those extremes, the job of the Bank of Canada is basically to control the financial system and maintain the integrity of the financial system, interest rates, to keep the economy humming along.  No, to basically support equity prices.

     DR. LAZAR:  But they can sometimes surprise the market

and cause either stock prices to rise sharply for a day or two, or to drop sharply.

     DR. BOOTH:  In fact, they try very hard not to surprise anybody, because they know exactly what’s going to happen.  They go out of their way to leak information to let people know exactly where they’re going.

     DR. LAZAR:  Now, the trouble with publicly regulated

utilities, there is always a regulatory risk, and that will

be embedded in the stock price? 

     DR. BOOTH:  True, but if they're on an adjustment

mechanism with a fixed common equity ratio the amount of risk attached to public utilities is dramatically reduced.


DR. LAZAR:  However, there's always a likelihood that the regulatory environment could change and there will be probabilities assigned, just like they would if the market knows there are going to be periodic regulatory hearings and 

methodologies could change.  Or the Board or the various

provincial boards could go one way or the other.  Again, the market does try to factor in these probabilities,

assign probabilities, and build this into the stock price.

     DR. BOOTH:  True.

     DR. LAZAR:  Now, we live in a 0/1 world, so if a

regulatory board decides to implement a new approach to

which the market assigned low probability, this could have,

depending on the approach, either a positive impact or a

negative impact on the equity prices?

     DR. BOOTH:  That's correct. 


DR. LAZAR:  Assuming it has a negative impact.  Does that constitute -- confiscatory, is that any different than the Bank of Canada conducting its monetary policy?

     DR. BOOTH:  No, not at all.  We run into this all the

time.  I remember where I testified before this Board and

Stephen Sherwin was a prominent witness at the time -- I can't remember whether he was Consumers Gas, Central Gas, Ontario or Union Gas –- he said, basically, well if you’ve got Dr. Booth’s recommendations, the stock prices would fall.  This is a confiscation of property.  This is against the constitution -- he thought he was in the US -- but he said this was against constitution, and somehow this was totally unfair.  That's absolutely nonsense.  


The job of the Board is to act and set fair and reasonable rates and equity prices go wherever they go.  You can't rubber stamp equity prices; otherwise you get into a situation where, with regulatory lag and a drop in the January fair rate of return, and prices go up, you can have a drop in the allowed rate of return because you're basically taking money away from the stakeholders. 


It's the job of the Board to act under its mandate, its legal mandate, to offer fair and reasonable rates.

     DR. LAZAR:  I have another question.  I've also heard

discussions that if a low rate of return on equity is put

forth by the Board and implemented, that this will have a

negative impact on the equity holders of the LDCs, and all

but two are owned by the municipalities.

     I'm having difficulty understanding, if in fact that

is the case, who's losing here since –- aren’t the equity 

holders the same as the people that are paying the rates, by and large?

     DR. BOOTH:  Okay.  That's a very deep question.  I

mean, a deeper question is, when we look at TransAlta or

TransCanada, we estimate the cost of equity capital, we're

estimating what rate of return do the investors in that

equity require on their investment.

      So the deeper question is what rate of return do the

citizens in a municipality that owns an electric DISCO, what rate of return do they require on their investment in that DISCO?

     And that's not necessarily the estimate we see for

public shareholder investing in TransCanada, or Gaz

Metropolitan.  So that is conceptually what we're estimating.  We're estimating a required rate of return.

     So the question is, do the citizens of Ontario, who directly own Toronto Hydro, require an 8.8 percent rate

of return?  And that gets back into the whole question of

the social discount rate and whether the social discount

rate is equivalent to the required rates of return in the

private sector.

     Now, we could have long academic arguments about that

but my interpretation is, when the province said establish

a proper corporation, roll all of these assets into DISCOs,

it was basically moving to a private sector valuation, and

that's what the purpose of this hearing is, to work out

what a private investor is required to make those

investments and ignore the fact that you and I make those

investments.  I don't require an 8.8 percent return on my

investment in Toronto Hydro, regardless of what Toronto

Hydro might say.

     DR. LAZAR:  And my last question, and this is really

asking you to speculate, assuming the market is opened

up, that the Ontario at some point decides, let's allow for

the potential to complete privatization of these LDCs, get

rid of any impediments such as transfer tax, and allow

the private sector to come in and acquire these assets.

     The question I have is, assuming this happens -- it

may or may not but let's assume it does at some point – are these assets more likely to end up as companies that will

then be loaded with traditional equity or are

they more likely to end up as income trusts?

     DR. BOOTH:  They're more likely to end up with Ontario

Teachers, the pension funds, because when you look at the major investors since the last 15 to 20 years, where basically the Government said, okay, all of these pension funds, instead of buying provincial bonds, you're mandated to go out and have proper portfolios, the cuckoo in the nest is Ontario Teachers.  They lost so much money -- and the Canada Pension plan and Quebec pension plan – they’ve got so much money they have trouble investing it. 


They're flush with capital and they've gone into infrastructure in a really significant way. TransAlta’s transmission assets were sold to Altalink, and Ontario Teachers was a major player in that.  So my guess is that if we do see M & A activity a couple of things are going to happen.  


First of all, if you allow higher rates of return

and more equity for these smaller DISCOs, they’re the ones that someone like Teachers are going to buy.  They’re not going to want to buy Hydro to the same extent.  They’re going to want to buy the ones with the higher rate of return or the bigger equity component.  And what you would probably see is some sort of rollup of all of these DISCOs into some sort of private equity buyout firm that then sells shares on to the capital market.  Either that or you see Teachers or owners or the CPP directly buying those infrastructure assets, just like Highway 407 and all of

the other infrastructure assets.  Infrastructure assets are

incredibly low risk.  They’re good investments for private equity funds.

     DR. LAZAR:  Thank you.

     MR. KAISER:  Thank you.  We will take the morning break at this point and come back in 15 minutes.

     --- Recess taken at 10:27 a.m.


‑‑‑ On resuming at 10:44 a.m.


MR. KAISER:  All right.  I think we're ready to proceed.  Is the reporter ready?


PRESENTATION BY MR. WARRINGTON AND MS. SMART:


MR. WARRINGTON:  This is Ron Warrington.  I'm with Energy and Environmental Economics on behalf of Newmarket Hydro.


And I'd just like to introduce myself just briefly here.  We ‑‑ seems like it's been a little bit formal.  We were thinking this might be a little bit more informal in nature, so we're going to be a little bit more open in our dialogue.  


We think it's not particularly adjudicative and we are going to be, I think, open in the spirit of providing information here.


Our discussion is going to address two things:  One, our identification of what we think is an inconsistency in the calculation the return on equity; and we would like to respond to the questions that were asked by the Staff.  


So we'll just try to provide information, if we can.  It is a Technical Conference, so there may be some technical discussions.  I want to warn you in advance that it might get a little into the math, but I see it as [inaudible], but [inaudible], but we're going to try and stay general enough for everybody.  


And on top of that, we're somewhat agnostic as to the approach that we take.  I mean, we have taken the approach that's been presented by Staff and by Lazar and Prisman as, you know, reasonable.  We don't have a significant problem with it.  We might have some conceptual differences here and there, but we've sort of taken it and the whole process as more informative and collegial in nature.  So we're going to try to provide our testimony, I assume, from that perspective.


Michele and I are applied experts.  We're not technical experts in the witness sense.  And our firm, we do have a highly qualified technical expert, so if we were going to be in a cross‑examination, or such, we would have prepared ourselves differently.  So that's why I make those statements early on.


Michele has eight years of experience in project finance for Calpine and Energen.  That includes international project finance in very large projects, so she has worked with and applied capital asset pricing model and valuation techniques rather extensively over the course of her career.  


She has an undergraduate degree from the University of Berkeley in mathematics and a graduate degree from the University of Chicago, finance, which, for those of you who don't know, is a very strong university in finance.


My own experience is sort of practical in nature, too.  I have spent the last five -- nine years in the energy industry, quite a bit of it up here in Ontario, and some of it, actually, you know, working in sort of market seminars on market openings and the experience that we've had in the United States and how they might apply to Ontario.


In addition, over the last five years I've looked a number of valuations here and applied some of these same techniques in my approach.


My background is, also, I'm a Cal grad, University of Berkeley, so we have that in common, and my graduate degree is in business from Harvard Business School.  


Michele, being our mathematics major, is going to spend a little bit of time going through what we perceive as the calculation issues, and so she's going to walk you through that, and then take you through our presentation materials, and we're both going to be available for questions at the end.


MS. SMART:  Thank you.  As Ron stated, we're here because we believe that the Board should be working off of accurate application when you're considering your ROE alternatives, and, to date, the return on equity has not been calculated correctly.


The first time, in Lazar and Prisman's report, June 14th, Lazar and Prisman calculated asset returns.  Asset returns are the same as the weighted average cost of capital.  They are not equity returns.


So the asset returns of 5.78 to 7.02 percent, when you relever them, the 7.02 percent asset return yields an 11.8 percent return on equity with a 60/40 capital structure, and a 6 percent debt interest rate.


In the second Staff report, dated July 25th, a shortcut formula was applied to turn the asset beta into a levered equity beta, and the return on equity that was calculated on the high end was 7.87 percent.  Implicit in that equity return was a debt interest rate of 8.65 percent.  


Now, if you think about that, normally a debt interest rate is lower than the equity return, and that's because there's less risk associated with debt, as Jay Shepherd actually mentioned yesterday.


Debt holders get paid out before equity holders.  So normally you would see a debt interest rate that's lower than an equity return.


And when you correctly calculate the return on equity in this case, you end up with a 10.4 percent return on equity, and I'm going to walk you through that.


So what I'm going to do today is first talk about the asset return and how to calculate the asset return or the asset return's relevance, and then I'm going to describe how to calculate the equity return.  And I'm going to describe two formulas, the basic formulas that you use to do this.  You can switch the slide over.


So, yesterday, in Lazar and Prisman's presentation, they described equity returns of 6.18 to 8.52 percent.  And I want you all to think about that for a minute, because the 6.18 percent equity return is almost identical to the debt return that's being proposed.  We're talking about reimbursing distributors 6 percent for debt, and this is suggesting, on the low end, a 6 percent equity return.


Now, that result seemed unusual to me because, intuitively, I would have anticipated an equity return of 8 percent, 4 percent higher than the debt return.  And I've had this issue all along, and this is actually what made me dig into the formulas and the application of the formulas that were used to calculate these equity returns, because they're logically inconsistent with the numbers that are being proposed here.


So a 6.47 percent asset return, there's one formula that we used to calculate that.  It's the return on assets, which is exactly the same as the weighted average cost of capital, is the risk‑free rate plus the unlevered after‑tax asset beta, times the market return less the risk premium.


MR. WARRINGTON:  For those of you who can't see the up there, it's the return on assets, the risk-free rate plus the beta on assets, times the return on market minus the risk‑free rate.


MS. SMART:  So it's a very easy thing to do to calculate this.  I've presented the numbers here, but the asset beta is 0.29.  This is per ‑‑ this is per Staff's numbers.


Now, I wanted to pick a numerical example to demonstrate for you, and in appendix A of Staff's July 25th report, there are four scenarios presented.  I'm presenting data from the 60‑month beta example, with the market return of 10.06 percent, and I'm using the all‑rate‑regulated asset beta comparable companies.


Now, I've selected that example for two reasons.  One is because we think that the all‑rate‑regulated companies are a better representation of LDC risks than the electric companies that were presented here; and, secondly, because we believe that you need to have a long‑term view of the market beta, as Dr. Booth presented this morning.


So that's why I've selected this example, but the numbers work for any of the examples that you're using.


So if you take the unlevered after‑tax asset beta, it's 0.29, and you add ‑‑ you multiply that by the market risk premium, which is 10.06 percent, less the risk‑free rate of 5.01 percent, and you add to that the risk‑free rate, you end up with an asset return of 6.47 percent.

     Now, that number is the after-tax weighted average

cost of capital; it's the after-tax return that distributors should be receiving, well, for any ...

     Now, I note that Lazar and Prisman and the Staff did

not calculate asset returns in their report.  Lazar and

Prisman in their presentation did it, and Staff did.  As you can see, it's a very, very easy exercise to do, and I don't know why they didn't do it.

     The asset return is intended to provide companies with an adequate return, or appropriate compensation for their risks.  And the reason why the comparable companies are important is because they are intended to be a pool of

companies that is of similar risk to your firm.

     So if you have a pool of companies that have lower

risks, you would expect to see a lower asset return, and if

you have a company pool with higher risks, you would expect

to see a higher asset return.

     But that's what that number represents.

     Now, we believe that 6.47 percent is an appropriate asset return, and in a following slide we'll show you that the Cannon methodology that you're currently using yields asset returns of between 5 and a half and 6 and a half percent.

     So this is on the higher end of the returns

that you're currently paying, but it's in the ballpark. 

And so we believe it's a valid asset return.

     Now, this is the asset return, this is your weighted

average cost of capital.  And that number, as I'm sure

almost all of you in this room know, is typically calculated as the percent of debt in your capital structure times the debt interest rate, and then this is after-tax, so times 1, minus the tax rate plus the percentage of equity in your capital structure times your equity term.  That's what this number is.

     So in order to calculate your return on equity from

this asset return, you need to have three things.  You need

to have the asset return.  You need to have an assumed

capital structure.  And then in our case, we're talking

about a 40 percent equity and 60 percent debt, per Staff's

proposal, and you have to know the debt interest rate that

you're using.

     In the previous -- sorry, in Staff's first proposal

they proposed a debt interest rate of 6.01 percent.  I

recall that was 5.01 percent for the base rate and then an

adder of about 1 percent for the A/BBB spread.  I'm just

going to use that loosely as 6 percent.

     That is the interest rate that you need to use in the

weighted average cost of capital calculation.  It's the

interest rate that the distributors will be reimbursed at

for their affiliate debt.

     If you use a higher debt interest rate in your 

weighted average cost of capital calculation, you 

necessarily have to have a lower equity return because

together those have to get you back to a weighted average

cost of capital of 6.47 percent.  If you use a lower debt

interest rate, you have to have a higher equity return.  But you're always balancing to get back to the weighted average cost of capital.

     So if you assume Staff's 60/40 debt/equity structure,

and you assume the 6.01 percent debt interest rate, you do the math, 10.4 percent is the correct amount.


Going back to what I said earlier, if you looked at the 7.87 percent return on equity that was calculated in the July 25th staff report in appendix A, you need to have an 8.65 percent debt interest rate with

that 7.87 equity return in order to get back to -- in

that case it's a 6.47 percent lag.

     As you can see there's a lot of -- depending on your

capital structure and depending on your assumptions for 

debt, you can calculate a wide range of equity returns.  And in this presentation I'm trying to shift the focus away from the equity return piece and kind of focus on the asset

return, because the asset return, to me, is the appropriate

metric, because it is the return that an unlevered company

with similar risks should be receiving.

     You can flip the slide over.

     This is just a summary of the formulas that we used. 

I've used two in this presentation.  I use number 2, which

is the formula for calculating the asset return in the

weighted average cost of capital.  And I also use

the formula for WACC, which is formula for –- these are 

really, really basic formulas.  There are nothing in somebody in an introductory finance class wouldn't see --

     You can advance the slide.

     So the second part of our presentation talks about

just some of the findings that we discussed in our expert

testimony paper.  I wanted to bring them up because they

bear out on our recommendations that we're going to present

later on.

     We believe that small utilities do have amplified

business risk.  They operate in a concentrated geographic

area.  They're impacted by the local economy and local grid

events.  They have a smaller asset base.  They have

fewer customers.  And the next slide I will show you will

show with a numerical example what can happen to a smaller

LDC with a reduced throughput.  


This last risk impacts all of the LDCs.  When you're operating in an evolving regulatory climate, you do have additional risks, and one of the questions that we understood staff was posing today was do we think that the small utility business risk is converging or diverging.  We think that only the improving regulatory climate or not improving regulatory climate will impact small business risks.

     You can advance the slide.

     This is a numerical example of the throughput impact

on small distributors, and this just shows what happens to

the rate of return if you have, say, one customer with 

10,000 annual kilowatt hours that's lost.  For a large LDC,

starting from a 10.5 percent equity return, you would end up with a 9.7 percent return, and for a smaller LDC you would end up with an 8.9 percent return.  So there's a

difference of .8 percent in the return for a small LDC for

losing a similar-sized customer.  So we believe from that example that small LDCs actually have significant risks

that's not captured by the large utilities.

     This next section summarizes our findings on cost of

capital.

     Again, on the asset return, it provides appropriate

compensation for companies that have similar risks.  One

asset return can support many potential equity returns,

depending on your debt interest rate assumption, your

capital structure assumption, and... yes, that's it.

     We present at the end of this presentation in an

appendix data from 2005 United States return on equity

decisions.  Those assets return 10.58 percent, so our calculated ROE of 10.4 percent, 10.9 percent with this 50 basis point adders we believe is validated by this US utility data from 2005, which was last year.

     The only point on this slide that I haven't covered is that if you have -- the asset return is intended to

reimburse you for similar risks.  So if you have a company

that's riskier, you need to have a higher asset return.  And usually that's incorporated in the observed equity betas of comparable firms.  I don't know the sizes of the firms that are listed here.  I assume that they're larger.  If they're smaller you would need to have an incremental return, because there are additional risks that are encountered by small businesses.


So this section here of our presentation discusses Staff's proposal to maintain Cannon's current methodology, which, as we understand it, is four capital structure tiers, four debt interest rates, and one return on equity.


We believe that maintaining this reimbursement cost of capital method will foster the perception of industry stability.  We like this proposal also because it maintains compensation based on the size risk of your companies, and that's due to the capital structure differentiation, and the higher deemed debt rate for distributors.


We also think that this current method is difficult to administer, because there's four deemed debt rates and there's four capital structure tiers, and that adds a lot of administrative complexity.  And we believe that the after‑tax asset returns that are associated with the debt and equity rates are actually too low.


This next slide slow shows the calculated after‑tax asset returns using the deemed debt rates for the four different capital structure tiers and the equity returns.  And you'll see, as I stated on ‑‑ at the beginning of the presentation, these range from 5.5 to 6.5 percent.


Now, we've calculated a 6.47 percent after‑tax asset return.  So you can see, in all of these cases except for one, the after‑tax asset return is actually lower than the 6.47 percent.


And the last case, for the smaller distributors that have the 50/50 capital structure, as we stated earlier, we believe that the smaller distributors should be receiving an incremental return.  So we believe that the 6.5 percent return that they're currently receiving is actually too low.


So, to summarize, we believe that the 6.5 percent asset return is appropriate for large utilities.  So if you assume a 60/40 capital structure, a 10.4 percent ROE is appropriate for large utilities.  It provides large utilities with an appropriate equity return.  We believe that small utilities must receive a higher return.


We believe that all of the ROE calculation methods should provide you with the same result, as long as they're applied correctly.  For CAPM, you have to select the right pool of comparable companies.  You have to use the appropriate term to determine the market return, and you have to apply the correct utility debt rate.


Once you figure out the asset return, you can apply many different capital structures and come up with many different equity returns, but the asset return is really the critical assumption.


Can LDCs rely solely on long‑term debt financing?  That question to me was:  Can an LDC 100 percent debt finance?  We don't believe so, because you have to have a certain amount of coverage ratio to sustain the debt, so there has to be some equity in the capital structure, and that coverage ratio will limit the amount of debt that a distributor can borrow.


Are incentives necessary?  No.  If the return on the equity and the asset return is sufficient, and it's reflective of the risk of the company, you absolutely do not need incentives for new investment.  


If for some reason the asset return is perceived as too low and investors required additional incentives, what would happen is the investors would require ‑‑ they receive those distributions, because they need to receive them to compensate them for additional risk.  So you couldn't restrict the dividends, and those additional incentives, by definition, would need to flow through to the investors.


We agree with Dr. Booth.  We see no indications of a liquidity crisis.  We believe available capital, and there's a lot of it, will flow to investment opportunities as long as the returns provided are commensurate with the risks.


So, yes, you could have a 1 percent return on your savings account, but you're absolutely going to get that money out, and if you invest in equities, you may or may not.  And that's why you get a higher return on equity.


So we took the next step and provided some ‑‑ a recommended proposal.  What we suggested was that we segment the distributors.  Less than 100 million would be considered small and larger than 100 million would be considered large, and that we would apply a 60/40 capital structure for the large utilities and a 50/50 capital structure for the small utilities.


This proposal would this shrink the number of tiers to two, so it would facilitate administration.


The same equity return would be applied to both tiers; again, that simplifies things.  It would provide the large utilities with the 6.47 percent asset return, and in a 50/50 capital structure it would provide the smaller utilities with an incremental return.  It would use the same debt rate for both tiers.


The benefits of this proposal, you would have two capital structure tiers, one equity return and one debt rate, which would greatly simplify OEB's administration.  The capital structure would be simplified based on Cannon's existing tiers, so that could be viewed as maintaining regulatory stability.  


The deemed debt rate is about 6 percent, which is in the range of Cannon's values, I believe.  It's about 5.5, or so, to 6.25 percent now.


The only caveat is that we believe that the debt interest rate needs to be based on a long‑term forecast.  It needs to reflect the term of ‑‑ or the useful life of the asset the debt supports, and we understand that's about 20 to 25 years.


So we believe that the debt interest rates needs to be reflective of a 20- to 25-year term.


Equity return of 10.4 percent allows distributors to attract the necessary capital.  Applying that to a 50/50 capital structure would allow small utilities any additional return that they need, and you could keep this capital structure and return program in place for several years.


And that concludes our presentation.


MR. KAISER:  Dr. Lazar, any questions?


QUESTIONED BY DR. LAZAR:


DR. LAZAR:  Fred Lazar.  When I read your case, I had to read it three times, because I initially was confused.  I said, here we estimated ROE, and then it sorts of plays around with a formula to come up with a different estimate of ROE.  I need to find out what I was missing here, but let me deal with it in the following way.


MS. SMART:  Right.


DR. LAZAR:  In that formula that you have here, if we substitute the equity for asset, the formula would be correct?


MS. SMART:  Yes, but you have to plug in the asset beta; correct.


DR. LAZAR:  No, no.  This return on equity, risk-free rate, plus the beta on equity times -- so that formula would be correct, and it would be a way of estimating the return on equity.


MS. SMART:  Mm‑hm.


DR. LAZAR:  Which is exactly what Elliott and I did, and we came up with that range of numbers.  So you're saying that formula, if you substitute B for A, would be the correct formula for estimating a return on equity?


MS. SMART:  Yes, that formula is correct.  However, the equity beta that you calculated is based on a shortcut formula that assumes that the debt beta is zero, and the debt beta is actually not zero.


So the value that you calculated for your equity beta is incorrect and that's why, when you apply it to that formula, you get the wrong answer.


DR. LAZAR:  Oh, let's work backwards.


Define "unlevered".


MS. SMART:  No debt.


DR. LAZAR:  No debt, zero percent debt, okay.  So when you have that formula ‑‑ when you played around, you came up with an asset beta, unlevered asset beta?


MS. SMART:  Correct.


DR. LAZAR:  And the resulting weighted cost of capital, the 6.4 percent number you came up with, that was predicated on zero debt?


MS. SMART:  Correct.


DR. LAZAR:  Correct?  Now, plug that into your formula, your weighted average cost of capital formula.  I forget what it was.  Number 2, I believe.  Plug into that formula.  Debt is zero.  Equity is one.  So your return on asset, with your beta, your unlevered beta, asset beta, is basically a

return on equity because it's 100 percent equity financed.

     MS. SMART:  Correct.

     DR. LAZAR:  Okay.  Now, you take that number, and all

of a sudden you say, well, that's the weighted average cost

of capital.  When we have zero debt, 100 percent equity, and then from that you recalculate, saying, well, here's the return on debt, here's the weighted average cost of

capital, with zero debt, and playing around with the 

formula, you now come up with a revised return on equity.

     It doesn't work.  You can't have a return on asset

based on zero debt and then recalculate a return on equity

assuming debt other than zero.

     MS. SMART:  You absolutely can.  That's the whole premise of the weighted average cost of capital formula.

     DR. LAZAR:  I'm sorry, but your return on asset that

you got, 6.4 percent, is based on zero debt.

     MS. SMART:  Correct.

     DR. LAZAR:  Okay.  So, equation 2.  No, I don't want

equation 2, I want the weighted average cost of capital.

     MS. SMART:  Four.

     DR. LAZAR:  Equation 4.  So 6.47 percent is the

number you came up with, predicated on debt equalling zero.

     MS. SMART:  Yes.  And --

     DR. LAZAR:  That's what you predicated it on.  I'll

apply D equals 0 into that formula.  Return on asset is

return on equity.  6.47 percent.  So I don't care what debt

rate you put in.  It's still a return on equity of 6.47

percent.

     MS. SMART:  That's correct.  And when you start adding

debt to the capital structure, it increases the risk of

equity.  You're getting paid a lower return on your debt,

and your debt is getting paid out first.  And so, as you

start adding lower cost --

     DR. LAZAR:  That's fine, I'm just --

     MS. SMART:  Would you please let me finish my sentence -- and you start adding debt to the capital structure, it

increases your equity return.  That's the whole premise of

the weighted average cost of capital formula.  And I'm

actually very surprised that you're contesting me on this,

because this is a very, very basic corporate finance 

formula.  I'm astonished that you're contesting me on

this fact.

     DR. LAZAR:  I just wanted to make sure that you're

doing the right comparisons.

     MS. SMART:  I absolutely am.

     DR. LAZAR:  But, I'm sorry, you calculate the asset

beta, unlevered asset beta, based on zero debt.  Period. 

And then you get a weighted average cost of capital based on zero debt.  And then, from that, you say, okay, here it is with zero debt.  Now we're plugging in debt, to recalculate the return on equity. 

     MS. SMART:  And in all cases it -- if you take --

     DR. LAZAR:  Okay.

     MS. SMART:  -- the equity return that you calculate, and you apply that as 40 percent of the capital structure, and you take the debt interest rate of 6 percent, and you apply that as 60 percent of the capital structure, times .64 to take into account for tax, you end up with an

asset return that is significantly lower than the 6.47

percent asset return that you're calculating.

     DR. LAZAR:  That's right.  Because we're starting with

100 percent equity.

     MS. SMART:  It's not because of that.

     DR. LAZAR:  Yes.

     MS. SMART:  No.

     DR. LAZAR:  Well, that's how the formula -- now let's

go back to this formula.

     MS. SMART:  It's because the equation that you use to

calculate the equity beta that you're plugging into that

formula to get the equity return is not correct.  It's based on a debt beta of zero, and when you add leverage to a firm your debt beta is not zero.  You end up with a higher equity beta.

     And that's why your formula and the application of it

is not correct.

     DR. LAZAR:  I'll get back to that in a second.  With

this formula, okay, I have no problem with that.  We can

estimate it.  We can come up with an estimate for the asset

beta.  The problem is the market return is no longer the

return on equity, it's the market return on assets.  Let's

not confuse apples and oranges.  That's the problem.

     Assets --

     MS. SMART:  The market return is the market return.

     DR. LAZAR:  On assets.

     MS. SMART:  It's the market return.  It's your observed market return, and you apply that market return in every formula.

     DR. LAZAR:  But, no, let's make the comparison.  If you have assets that are financed both through equity and debt, not just solely equity, if it's a hundred percent equity, then it’s the market return on equity.  If it's financed through equity and debt, you're measuring the return on any individual company's assets.

     The appropriate market return variable is not the

market return of its equity alone but the market return on

the assets of the market -- the general market return on

assets.

     So we can apply that formula.  We can estimate.  And

then we can come up with an appropriate rate of return on

assets for any LDC, because we've come up with a measure of

the beta.  But we have to use the right market return.  You

can't use a return on assets that's levered and use a market return that's based solely on equity.  That's where our fundamental disagreement comes.

     You're measuring a return on asset based on the beta

where it's a hundred percent equity.  Then you're plugging

into a formula and saying now we're allowing debt into it.

     MS. SMART:  With all due respect, the formula that you

use to calculate the asset beta and your equity beta can

actually be derived from using your weighted average cost of capital formula and plugging in formulas 1, 2, and 3.  And if you do that, you will understand that the market return is the market return.  It's the same market return.  

And it's our observed market return.  And I can prove that.  I don't want to do that in the hearing room today, but for the October 6th, I will do that.

     DR. LAZAR:  That's fine.

     MS. SMART:  And I will prove that the debt beta is not in fact zero, and the equity beta that you have calculated

is not correct.  And that's why you ended up with a low

equity return.

     DR. LAZAR:  I agree that that beta is not zero, but

it's entirely irrelevant for our calculations.

     MS. SMART:  It is absolutely relevant for your

calculations because you're adding debt into the capital

structure.

     DR. LAZAR:  That's now.

     MS. SMART:  And it has to be an appropriate beta

associated with that level of debt, that debt interest rate

and the percent of that in the capital structure.  And your

formula does not take that into account.

     DR. LAZAR:  Well, you're wrong.  Now, let me explain

how we calculated this.  We took the betas as reported for those various companies.   Those betas, they were equity 

betas, based on the debt/equity structure of each company.

     MS. SMART:  Correct.

     DR. LAZAR:  So in order to come up with an average

levered beta, we then unlevered the betas for each company,

because they all had a different debt/equity structure. 

That came up with, then, an unlevered equity beta for all

the companies.  And when it's unlevered, the equity and the

asset beta are one and the same because there's zero debt.

     So then we took an average of that, and then we

relevered it.  We did those calculations using your 

formula, you know, same formula.  And we came one the levered, after-tax equity beta, which we plugged into the formula, which would be your formula 3.  We had the RF, the RM, the after-tax levered beta, and we came up with an estimate of RE.

     And you admitted that -- hey, that's the formula we

used, formula 3.

     MS. SMART:  I am absolutely not contesting the

application of formula 3.  What I'm contesting is your

calculation of the equity return, because I believe that you used an inappropriate equity beta to calculate that return, and it forced the equity return to be too low if you assumed that you have 60 percent debt in your capital structure and a 6 percent interest rate.

     What happens is, you have 6 percent debt and 60

percent -- sorry.  6 percent debt times .64, which is 1

minus the tax rate, times 60 percent debt in your capital

structure, plus 40 percent times 7.87 percent equity return.  And the result of that is a weighted average cost of capital that is much lower than the 6.47 percent.

     That means that what you've calculated is a return

that is lower than the risk of your comparable companies. 

And that's an inconsistent result.  And the only way that you can get there is by assuming that the debt cost is 8.65 percent.  And that does not work.

     DR. LAZAR:  That's assuming you did the calculations

right, which you didn't, but let me get back to formula 3.  


Okay, let's assume the risk‑free rate for the time being is 5 percent, give or take.


MS. SMART:  Mm‑hm.


DR. LAZAR:  Let's assume the market return is 10 percent.


MS. SMART:  Correct.


DR. LAZAR:  Okay, give or take.  We came up with a beta of 0.4.  You said we calculated that incorrectly.


MS. SMART:  Which beta, asset beta or equity beta?


DR. LAZAR:  No, no.  We only dealt with equity betas.  Ours was 0.4, or, actually, it was also 0.7, depending on whether we took a 52-week or the 60-month.


MS. SMART:  You calculated an asset beta and you calculated an equity beta.  You did not only calculate equity beta.


DR. LAZAR:  The asset beta only applies in this 100 percent equity finance, so in that case the equity and the asset beta are one and the same, because it's unlevered.


MS. SMART:  Okay.


DR. LAZAR:  Okay.  So we used a levered equity beta of 0.4.  You said it was incorrect.  What is your correct estimate of our levered equity beta?


MS. SMART:  It depends upon ‑‑


DR. LAZAR:  Well, give me a number.


MS. SMART:  -- the case.


DR. LAZAR:  Pick any one of your formulas.  Give me a number.  I want to plug it in with our values to see what we get compared to 10 percent.


MS. SMART:  I calculate 0.70012, which I think is what you calculated.


DR. LAZAR:  That's on the 60‑month one?


MS. SMART:  Yes.


DR. LAZAR:  Okay.  So let's take that, 0.7.  Would that be the correct, according to your calculations, levered after‑tax beta?


MS. SMART:  Mm‑hm.


DR. LAZAR:  Plug in equation 3.  Five percent plus 0.7 times 10 minus 5 percent.  I come up with 8.5 percent using your corrected -- what you say is corrected --


MS. SMART:  I'm sorry, I'm reading this, and so, I'm sorry, could you repeat that?


DR. LAZAR:  I'm plugging in equation 3 to calculate the return on equity when it's levered.


MS. SMART:  Mm-hm. 


DR. LAZAR:  Okay?  Risk‑free rate 5 percent, give or take, all right, plus 0.7, which is the value you just cited, times 10 minus 5, which is 5 percent, so it's five plus 3.5 percent, which is 8.5 percent, which you believe is one of the estimates we gave?


MS. SMART:  Mm‑hm.


DR. LAZAR:  And you're telling me, no, we did it wrong.  It should be ten-point-whatever percent, but you just did the calculations and you came up with our number.


MS. SMART:  Oh, they ‑‑ yes.


DR. LAZAR:  Well, tell me, where did I go wrong?


MS. SMART:  This proof here actually proves that your return on debt has to be 8.52 percent, okay?


DR. LAZAR:  No, no, no.  I'm not asking that.  I'm using your formula 3, with your estimate, your corrected estimate of our levered beta, equity beta.


MS. SMART:  Okay.  I'd need to sit down and do the math and do it.  Would you like me to do that now, and then we can continue?


DR. LAZAR:  You'll still come up with that 0.7 number.


MS. SMART:  No.


DR. LAZAR:  The only way you're going to get your number is if that equity beta is in excess of one.


MS. SMART:  I'd need to sit down and do the math, and I can do it now and come back in 15 minutes.


MR. KAISER:  Well, maybe we can come back to this.


DR. LAZAR:  But, anyhow, plugging into your formula.  Now, the two fundamental problems I have with what you've done, one, you've taken -- you've calculated an asset beta based on zero debt - zero debt - and then you're using the weighted average cost of capital formula, which has 60 percent debt.  You're taking that 6.47 percent number, which is a return on equity.


Now, what you said before, once you lever a company, the return on equity increases; correct?


MS. SMART:  Correct.


DR. LAZAR:  That's exactly what happens in our calculations.


As you lever the company, the equity beta rises, the return on equity rises.  The weighted average cost of capital is likely to decline because of the tax yields for debt.  That's why you incur debt, because of the tax shield, and it lowers your overall weighted average cost of capital?


MS. SMART:  That's correct, and the ‑‑


DR. LAZAR:  So if you do our calculations, start with zero debt, 6.4 percent return on equity and also on asset.  As you increase the debt -- go to 5 percent, 10 percent, 20 percent.  As you increase it, the return on equity will rise, but the overall weighted average cost of capital will decline, because you're using debt, which is lower cost and has the tax shield.


And that's what will happen with our formula, with our numbers?


MS. SMART:  I agree with you that the weighted average cost of capital will be lower in the presence of tax, and that is why, if you look at formulas 8 and 9, those have 1 minus the tax rate in them.


The asset returns that you calculate already have the tax effect embedded in the asset beta, and the 6.47 percent weighted average cost of capital actually is a lower cost of capital, because it is the after‑tax cost of capital.


So I would argue that the ‑‑


DR. LAZAR:  But there's no debt.  The 6.47 percent number, there is no debt.


MS. SMART:  Correct.


DR. LAZAR:  Okay.  So -- and you said -- I'm not quoting precisely, but I'm using your words.  You said as you put in debt, return on equity will rise.  The weighted average cost of capital is not going to remain constant.  It should decline.


MS. SMART:  It absolutely must remain constant in order to provide an appropriate return.


DR. LAZAR:  No, it can't.  I mean, you're going to tell me the weighted average cost of capital, when you had zero debt, is going to be exactly the same as the weighted average cost of capital when you have 20 percent debt, 40 percent debt, 60 percent debt?


MS. SMART:  Absolutely, because as you add debt to the capital structure, your equity grows more risky, and so in order to maintain the same asset return, your equity return has to rise.


DR. LAZAR:  See, but you're assuming here the asset return remains constant.  If that were the case, firms would never use debt.  There's no advantage to it.


MS. SMART:  There is an advantage to it.


DR. LAZAR:  You're telling me the weighted average cost of capital is independent of the leverage in a firm of the amount of debt.  In finance theory ‑‑


MS. SMART:  No, I'm not, because if you look at your 

--


DR. LAZAR:  So what are you saying?


MS. SMART:  If you look at your formulas 8 and 9, those incorporate the debt‑to‑equity ratio.  So the asset beta and the equity beta that you calculate already incorporate that capital structure assumption.


DR. LAZAR:  Let me just ask clearly.  Is the weighted average cost of capital dependent upon the capital structure, the amount of leverage?


MS. SMART:  No.


DR. LAZAR:  It's independent?


MS. SMART:  Yes.


DR. LAZAR:  That's your conclusion?


MS. SMART:  Yes.


DR. LAZAR:  That's the old Miller-Modigliani theory?


MS. SMART:  Yes.


DR. LAZAR:  Now, work has been done since then to demonstrate that there are advantages to incurring debt.


Now, if we take your premise, why does any firm incur debt?


MS. SMART:  Because it's tax efficient.


DR. LAZAR:  We're talking about after‑tax weighted average cost of capital; right?  And you're saying it's independent of the amount of debt, and now you're telling me you use debt because it's tax efficient.  I'm sorry, I'm missing something, or there's a serious inconsistency that you're missing.


So if there someone else here who is expert in finance who can tell me that there is that independence, that the weighted average cost of capital does not depend upon the capital structure, please do so.  I'm missing something.


MS. SMART:  The weighted average cost of capital absolutely does depend upon the capital structure, and we've calculated an after‑tax weighted average cost of capital that picks up the tax benefits.


DR. LAZAR:  Can I go to your slide 17?  Okay, I see after-tax asset return.


MS. SMART:  Mm‑hm.


DR. LAZAR:  It seems to change with the capital structure.


MS. SMART:  That's because the debt interest rates that are here do not, when added in conjunction with the equity return, create that after‑tax asset return.  That's why those numbers change.  They're a function of the capital structure and the debt rate and the equity rate.


DR. LAZAR:  Right.  But you also didn't adjust the

equity rate to take into account different capital structure.

     MS. SMART:  Well, that's because this slide was 

intended to show the after-tax asset returns using Cannon's

current methodology.

     DR. LAZAR:  Okay, so now I have the following two

questions.

     One, you have here the after-tax asset return rising as you incur less debt.

     MS. SMART:  Ah --

     DR. LAZAR:  So, more debt, you reduce the after-tax

asset return.

     MS. SMART:  Yes, because the debt interest rate

associated with that higher debt of the capital structure is higher.

     DR. LAZAR:  Plug in your .58 into all the calculations, you'll still get the same result.  I suspect that will be the case.  .58.

     MS. SMART:  What's .58?

     DR. LAZAR:  I said plug it in.  If you do .58

throughout, you should still get the same result.  The

after-tax asset return will rise as you use less debt. 

Instead of letting the debt rate rise, putting .58 in if

last one, you'll still end up with a higher after-tax asset

return than you do in the initial one.

     MS. SMART:  I have not done that now.  I believe that

these after-tax asset returns are rising because the debt

interest rate associated with these capital structures is

increasing in each case.  During the break I will do your

math.

     DR. LAZAR:  Well, you don't have to.  I'm just saying

it's a weighted average, and if you're giving a lower weight a lower value, the resulting value is going to be higher.  So you don't have to do it.  The math

will be correct.

     The second part is, let's assume the equity return

rises as you get more leverage.  Is it going to rise exactly to offset the effects of more leverage, of having less debt in your capital structure?

     MS. SMART:  If you are attempting to reimburse

distributors to maintain the same cost of capital, then,

yes, it must.  In this case it would not, because the equity return is not changing in all cases.  It's fixed at 90 percent per the current Cannon methodology.

     DR. LAZAR:  Again, do the calculation for that formula

3.  Come up with your equity beta.  Plug it in and tell me, first of all, your equity beta, your levered after-tax equity beta, is different than the one that Dr. Prisman and

I calculated, and if it isn't, then explain to me how using

your numbers, plugging it into the formula that you 

specified, the one that we've used, produces a return on

equity but then is different from your calculations.

     MS. SMART:  I will do that.

     DR. LAZAR:  Thank you.

     MR. KAISER:  Mr. Shepherd.


QUESTIONED BY MR. SHEPHERD:

     MR. SHEPHERD:  That was certainly fun.  For me, but even for others.

     I'm actually a little simpler in my review of this

thing than Dr. Lazar.

     MS. SMART:  Thankfully.

     MR. SHEPHERD:  For reasons that won't surprise anybody.  And I just have a couple of questions to try to understand the calculation part.  I have some questions that don't involve math and you will be pleased to know that I also have some math questions.

      Your –- RM is the return in the marketplace, right?  Some of these are less risky than the market as a whole, right?

     MS. SMART:  In theory.

     MR. SHEPHERD:  So shouldn't RA be lower than RM?

     MS. SMART:  No.

     MR. SHEPHERD:  Okay.  Tell me why.

     MS. SMART:  The market -- the return on asset is the asset return.  I'm sorry, could you repeat your question again?

     MR. SHEPHERD:  You have this calculation, RA equals RF

plus beta times RM minus RN, right?

     MS. SMART:  Mm-hm.

     MR. SHEPHERD:  So I'm trying to figure out how you

would end up with -- but this is RA, right; this is not --

     MS. SMART:  That's asset return, yes.

     MR. SHEPHERD:  You could substitute RE –-


MS. SMART:  Yes.  


MR. SHEPHERD:  Same calculation. 


MS. SMART:  Yes. 


MR. SHEPHERD:  But it's a different RM.

     MS. SMART:  No, it's the same RM.

     MR. SHEPHERD:  So then RA equals RE.

     MS. SMART:  Well, the asset beta is different from the

equity beta.  And you can see that in appendix A.

     MR. SHEPHERD:  No, no.  This is actually a lot simpler.  This is now Grade 9 algebra.  And even I can do that.

     If RA equals what you've got up there, and RE also

equals what you've got up there, then RA equals RE.

     MS. SMART:  No, RE equals RF plus BE, the equity beta. 

     MR. SHEPHERD:  Okay.


MS. SMART:  Times the RM minus RF.  The equity beta is not equal to the asset beta.

     MR. SHEPHERD:  Okay.  So the only difference between

the two is the equity beta as opposed to –


MS. SMART:  You can actually plug in RD.

     MR. SHEPHERD:  We're just on the same so the

equity beta, you had a number for the equity beta, right?

     MS. SMART:  I don't believe I do, actually.

     MR. SHEPHERD:  It's not more than one?

     MS. SMART:  I don't know.  I've not calculated it.

     MR. SHEPHERD:  It's a measure of the relevant risk of

utilities compared to the market, right?

     MS. SMART:  Yes.

     MR. SHEPHERD:  So you've said utilities are less risky

than the market, right?

     MS. SMART:  I said in theory, yes.

     MR. SHEPHERD:  Okay.  Well, that's -- and you haven't

seen any measurements, let's say, otherwise, have you?

     MS. SMART:  No.

     MR. SHEPHERD:  So, if the equity beta is

less than one, okay, and RM is the market.  RM is 10.06, that's your number, right?

     MS. SMART:  Mm-hm.  Well, it's the staff numbers in

this case.

     MR. SHEPHERD:  Well, you're accepting it?  For the

purposes of your calculation, you're accepting it?

     MS. SMART:  We wanted to use or to work with Staff's

beta as much as possible so we selected this example,

yes.

     MR. SHEPHERD:  Okay.  So if RM is 10.06, and the equity beta is less than 1 I don't know how mathematically you can end up greater than 10.06.  Tell me how you can do that.

     MR. WARRINGTON:  It's introduction of financial risk

into the equation.

     MR. SHEPHERD:  No, it isn't.  This is algebra.  I'm

asking a mathematical question.  How do you get RE equalling more than RM unless the equity beta is more than 1?  How do you do that?

     MS. SMART:  The equity beta could be more than 1.

     MR. SHEPHERD:  So it has to be, right?  Or else your

numbers are wrong.  True?

     MS. SMART:  What that would say is that your equity

return is higher than the market return, based on that

capital structure.  So if you have 60 percent debt at a 6

percent interest rate, and you're setting your equity return to achieve this 6.47 percent capital structure, then that's the equity return that falls out of the equation.

     MR. SHEPHERD:  I'm going to come to asset returns in a second, but will you confirm to me that on the calculation of equity return, if 10.06 is RM? 


MS. SMART:  Mm-hm.

     MR. SHEPHERD:  Then the equity beta has to be 1.034 in

order to get your number of 10.4?  Will you do that at the

break.

     MS. SMART:  I will do that, yes.

     MR. SHEPHERD:  Check that?  And if you want, I'll give

you those numbers again after the break.

     MS. SMART:  All right.

     MR. SHEPHERD:  So that's my first question.

     And my second math question is, the weighted average

cost of capital, you're using 6.47, and Cannon's calculation would give you a range of 5 and a half to 6 and a half, right?

     MS. SMART:  Well, I don't know that it's

Cannon's calculation.  It's our calculation using 

Cannon's -- the current methodology, right? 

     MR. SHEPHERD:  All right.  If you use 5 and a half

percent, then on your current calculation -- if you just

make your weighted average cost of capital 5 and a half, the bottom end of that range, will you calculate and confirm that then your implied RE is 7.99?

     MS. SMART:  Okay.

     MR. SHEPHERD:  Okay?  RA, RM, RE, et cetera, the second letter is a lower case letter but not a subscript.

And, again, we can talk at the break, if you would like, and make sure that we have apples to apples on what these calculations are.  I can show you how I did it, and you can tell me how --


MS. SMART:  Mm‑hm.


MR. SHEPHERD:  You had this discussion with Dr. Lazar about whether RM is a single species or more than one.  And I guess I just want to ask a simple question.  I'm an investor.  I can have a portfolio of equities, in this case the return on expected is on one level, or I can have a portfolio that's a mix of the market that is sort of weighted the way the market is.


In fact, there's a portfolio called that, right, the easy share portfolio?


MS. SMART:  Okay.


MR. SHEPHERD:  And if I use the latter, my expected return is lower, isn't it, because I've got a mix of debt and equity?  Isn't that true?


MR. WARRINGTON:  Can you repeat the question?  You're saying your return is --


MR. SHEPHERD:  My return is lower if I have a mixed portfolio, a mix of debt and equity that mirrors the capital out there in the marketplace as opposed to a portfolio that is RM; true?


MS. SMART:  Well, yes.  It would depend upon the risk associated with the debt in your portfolio.


MR. SHEPHERD:  I'm buying the market.  I either buy the market of equities or I buy the market of everything.  If I buy the market of everything, the return is lower than if I buy the market of equities, true?


MS. SMART:  It could be, yes.


MR. SHEPHERD:  But if I buy the market of everything, that's a type of RM; right?  It's just it's not an equity RM.  It's an all‑finance RM; right?  It's a market return?


MR. WARRINGTON:  I'm sorry, if you buy the market of everything, saying -- and you're including in that debt instruments, as well as equity instruments?


MR. SHEPHERD:  Everything.


MR. WARRINGTON:  That would be a portfolio, yes.  I don't know if you would characterize that -- call it a portfolio of everything.


MR. SHEPHERD:  What I'm trying to get at - and, again, it's a simple thing - you said to Dr. Lazar that RM for equities and RM for assets are the same.


But I guess to my intuitive mind, RM for assets includes all the ways you finance it, which means it has to be lower than equities; isn't that right?


MS. SMART:  No.  The market return that you use in these formulas is the market return that the Staff has presented here.  That is the market return.  It's the return on the market that you're looking at, whether it's the TSX or the market in the States or Hong Kong, or whatever market that you're looking at. 


But that market return must be applied consistently in all of your formulas, because all of those formulas, you can actually derive them from each other, and the only way that you can do that is if you have a consistent market return.  It's not a different number.


The market return, like I said, can be different depending on what situation you're analyzing.  If you're looking at a US market, it's going to be a US return.  If it's a Canadian market, it's going to be a Canadian return.  But when you start applying these formulas, you have to use a consistent return in each case.


MR. SHEPHERD:  Okay.  Okay, that's good.


I've asked this question of other people.  I'm going to ask the same thing of you, and feel free, if Mr. Clinton wants to answer it, he's welcome to.  You've said that there's different ROEs that are appropriate for different sizes of utilities, so I'm asking a simple policy question.  


Why should the City of Newmarket get a higher rate of return on its lowly utility than the City of Toronto?


MS. SMART:  My answer would be that's because Newmarket is ‑‑ I don't know the size of the rate base associated with the utility in the City of Toronto, but Newmarket is a small utility and I would argue that on the basis of the size of their rate base, and the impact of a throughput ‑‑ that a throughput reduction could have on their rate base, that would ‑‑ that means that they have additional business risk that they should be compensated for.


If the City of Toronto has a much larger rate base and many more customers, then I would argue that they should get a lower return, but I don't ‑‑ I can't speak to the size of the rate base of Toronto.


MR. SHEPHERD:  Let me just follow up on that, because I heard your comments on that sort of business risk differential.  I mean, you're right.  I'm not quite sure, but -- one of the things I didn't understand is isn't there also a factor of customer risk -- of customer mix, sorry?


So, for example, a small utility that has one huge plant - Oakville, for example, has the automobile plants - has higher risk than another small utility that has all residential customers; true?


MS. SMART:  I don't know.  I'm not a utility expert.


MR. WARRINGTON:  Well, yes.  We'll agree, yes.


MR. SHEPHERD:  And you didn't factor that into your analysis?


MR. WARRINGTON:  In what sense?


MR. SHEPHERD:  You've said the smaller utilities have higher business risks because they are more vulnerable to losing a customer.  That's entirely dependent on customer mix, isn't it?


MS. SMART:  No.  I think there are other factors that influence throughput, including force majeure events, the economy, weather.  There are many numbers of factors that can influence throughput for a utility.  It's not just the loss of a customer.


MR. SHEPHERD:  Okay, but those other things that you're talking about, how are they bigger risks for the smaller utility than the big utility?  Weather?


MS. SMART:  Hmm?


MR. SHEPHERD:  Weather?


MS. SMART:  Well, to the extent that it influences throughput.


MR. SHEPHERD:  It's a bigger risk for the smaller utility?


MR. WARRINGTON:  Well, it could be.  You know, I think that we used the example of a single ‑‑ a customer that would be maybe of significant size to a small utility, is diversified in a large utility, right, so the large utility impact would be muted, you know, in the size.


So I think what we chose, there was, you know, a greater decrease in the returns when you had reduction of, say, significant customers -- a customer.  There might be other issues that we haven't, you know, brought as examples.


MR. SHEPHERD:  Well, you just gave an example.  You gave examples of risk differentials, and one of them was weather.


So tell me how weather is a greater risk to the small utility than the big utility?


MR. WARRINGTON:  I'm not sure that it is.  I mean, I personally ‑‑ you're asking -- weather is necessarily a risk.  But geographic concentration, I mean, it could be that if you are in, you know, an area that's becoming economically blighted, there might be -- you, as a smaller utility might have an out ‑‑ you know, exodus of customers.  And if you're small, you know, Toronto might have one neighbourhood where that happens, but across their whole base, it's not going to be significant.  


But if you're small, a Newmarket, or something, and all of a sudden people start to leave, you had a decrease in numbers of customers, then that's also going to affect your throughput.


MS. SMART:  Or, you know, weather could be, actually, to the extent that you were a small utility in ‑‑ there are micro climates, I would imagine, in Ontario, and if you had an area that had a lot worse weather than another area...


MR. SHEPHERD:  Let me turn to another area of your evidence.  And I didn't hear you say this in your presentation, but I saw it in your paper, so I'm going to ask about it, at page 9 of your evidence.


MS. SMART:  Page 9 of?


MR. SHEPHERD:  Of your evidence.


MR. CLINTON:  The presentation or the written?


MR. SHEPHERD:  Your written evidence.


MS. SMART:  I don't have that with me.


MR. SHEPHERD:  And do I understand you to be saying that once the utility issues affiliate debt, the rate that recover from ratepayers on that affiliate debt should be fixed for the term of that debt; is that right?


MS. SMART:  No.  We believe ‑‑ we were agreeing with Staff's proposal to pay affiliate debt at the deemed debt rate.


MR. SHEPHERD:  Okay.  Well, that's not -- you said that it should be recalculated annually for the sole purpose of calculating the debt rate for new affiliate.


MS. SMART:  Well, what rate would you assign new affiliate debt?  It's the deemed debt rate that the Staff is proposing, and we were just saying that that deemed debt rate should be updated annually.


MR. SHEPHERD:  Okay.  And my last question is, you said, and a number of other people representing the utilities have said this, and I guess it's legitimately a live issue -- you've said that if you change the capital structure, then a number of utilities are going to have to decrease their relevant debt.  And it may be difficult for them to go to the market and do that.  Is that -- or go to their shareholder and do that.

     MS. SMART:  There are transaction costs associated with going to a third party and issuing debt.  It takes a lot of time.  It takes Staff time.  You have to negotiate the finance documents to do that.

     And I think that was more our point.  There absolutely are other costs that are associated with debt.  You have to pay up front fees and commitment fees and things like that.  But it was all of those issues. 


MR. SHEPHERD:  For a utility like Newmarket that has a

substantial capital program, that's a fast-growing utility,

if you have a transition period, if the Board ordered a

transition period then you could simply finance the new

stuff with debt and get to your correct ratio over a period

of years, right, or [inaudible].  Right?

     MS. SMART:  Yes, you could.

     MR. SHEPHERD:  So would you recommend that if the Board is going to go to a new capital structure that it have some sort of transition period to make this easier?

     MR. CLINTON:  That's the Board policy. If they want us

to transition or go overnight to another structure, the Board will give us guidance on it.

     MR. SHEPHERD:  I think the point of all of us being

here is to give input on what the Board policy should be, so that's why I'm asking the question.

     MR. CLINTON:  We like to do what the Board tells us to

do, but you're asking -- I mean, first of all, there's a

limitation in place where we can't increase municipal debt. 

I think before you do any kind of debt structure, or debt 

Restructuring, that should be dealt with, plain and simple.  Do you increase municipal debt or do you go outside?  That's an issue we have to decide.

     MR. SHEPHERD:  Well, the other thing you have to consider, though, is you could have the municipality increase its debt level in the utility through reducing the -– through converting dividends, right?

     MR. CLINTON:  I'd have to sit down and look at the

numbers. 

     MR. SHEPHERD:  Possible to do that?

     MR. CLINTON:  Anything -- well, actually, I can't say

anything's possible because it's not.  I mean, again, if

there are ways to increase shareholder debt you have to look at it, but again, there's a regulation that doesn't allow us to.  And I think that should be the first thing that should be dealt with, if you're asking for my advice.

     MR. SHEPHERD:  Assuming that you can deal with that, is it correct that a utility like Newmarket needs some sort of transition period to get to a new structure that would be better for you, or fiscally responsible for you?

     MR. CLINTON:  I think it's always nice to have that

extra time.  If you're asking do we need three, four, five, six years to get to that, that would be nice.  If we need to do it tomorrow, well, that does create problems but, you know, it can be done.

     MS. SMART:  Can I flesh that out a little bit?

     MR. SHEPHERD:  Sure.

     MS. SMART:  When you're talking about a utility getting to a structure, there are two pieces here.  One is, the debt and equity and capital structure that utilities are being reimbursed with through rates, and the other is their actual capital structure.  And to the extent

that a utility has higher equity in its capital structure

than that which it's being reimbursed with through rates,

it's actually going to be earning lower than its allowed

equity.

     And I think that's more the issue.

     MR. SHEPHERD:  That's fixed if the utilities are 

simply -- they simply get to their correct debt structure, their Board-approved capital structure.

     MS. SMART:  Right, but to do that, they have to add

debt to their capital structure.

     MR. SHEPHERD:  And those are my questions.  Thanks.

     MR. KAISER:  Thank you, Mr. Shepherd.  We'll take the

lunch break.  One hour.

     --- Luncheon recess taken at 12:00 p.m.


‑‑‑ On resuming at 1:04 p.m.


MR. RITCHIE:  Mr. Kaiser, I just wanted to respond to, I guess, a question that Mr. Kalyanraman put to the Board Staff yesterday at pages 89 and 90, and this was with regards to the circularity of the ‑‑ I guess, the perceived circularly of the working capital from the Board Staff proposal and whether we are deviating from what the position Board Staff had taken or what is in the 2006 Distribution Rate Handbook.


The proposal in the Board Staff discussion paper is just with regards to calculating the cost of the capital for financing the requirements, including the working capital allowance.  It does not change the calculation of the working capital allowance in the -- or serve the purposes of the revenue requirement.  


And I guess, sir, with regards to the 8 percent, on page 18 of the Board Staff discussion paper, they do sort of reference the utility in the Hydro One Networks case.  And just sort of to get the numbers that were in that exhibit, they had a ‑‑ and this is from table 1 of the exhibit that is referenced.  They had a cash working capital of $265.6 million, a materials and supplies inventory of 22.9 million, for a total of $288.5 million working capital requirement, and they had a distribution rate base of $3.7117 billion.  


The ratio is about 7.7 percent.  We rounded it to the 8 percent, and so that's where Board Staff's proposal for the 8 percent of the capital structure being treated for a short‑term debt came from.


MR. KAISER:  Thank you, Mr. Ritchie.  Mr. Janigan?


MR. JANIGAN:  Thank you very much.  Dr. Booth has a number of -- a short number of questions on the Newmarket evidence, and he's going to ask them himself.


Keep in mind that if he does this well, I'm out of a job, so answer accordingly.


[Laughter]


QUESTIONED BY DR. BOOTH:


DR. BOOTH:  I don't think I'm going to do it very well.


Three areas of questioning.  The first one is page 2.  In the middle of your testimony, you say: 

"Equity returns less than the cost of debt are logically inconsistent with the CAPM." 

Can you explain that?


MR. SOMMERVILLE:  [inaudible]


DR. BOOTH:  Can you explain that?  Shall I repeat the question?


MR. SOMMERVILLE:  [inaudible]


MR. WARRINGTON:  It's Mark Warrington, document 14th of August 2006.


MS. SMART:  What I meant by that was as I described in our presentation earlier today.  Debt is less risky than equity.  It's paid out before equity.  And because of that, if you have a debt return that's higher than equity, it doesn't make any sense, because people would invest in the less risky asset at a higher return and you wouldn't have people investing in equity.


It's like if you have a bank account and you put your money there, and you earn 2 percent.  That's not a risky asset versus a stock that you invest in, you would expect a higher return.


So perhaps saying logically inconsistent with CAPM, the CAPM term might not be precise, but it was intended to reflect the fact that debt is less risky than equity, and, therefore, should have a lower return.


DR. BOOTH:  How would you estimate the cost of debt?


MS. SMART:  In our presentation, we used Staff's estimates of the debt costs that were provided by Lazar and Prisman.  We didn't take a stand on that.


DR. BOOTH:  What sort of rate of return is that?


MS. SMART:  It was 6 percent.


DR. BOOTH:  No, but, conceptually, what sort of rate of return is that?


MS. SMART:  I don't understand the question.


DR. BOOTH:  Is it yield to maturity on corporate debt?


MS. SMART:  I don't have a position on that.  I don't know.


DR. BOOTH:  How can you make a statement if you don't know what ‑‑


MR. WARRINGTON:  We used the Staff's assumptions for that.  To the extent that it's -- you know, it's at par, 6 percent, and it's face value.  It's interest rate at face value.  Presumably that's debt, presumably that would be amortized.  It would be a yield to maturity.


DR. BOOTH:  Okay.  It is a yield to maturity?


MR. WARRINGTON:  Again, we're using the interest calculation that's provided by Staff.


DR. BOOTH:  I'm not worried about the numbers.  I'm just worried about the conceptual issues.  So you're calculating the cost of debt as a yield to maturity.  How do you calculate ‑‑


MS. SMART:  We did not calculate the cost of debt.  We used the cost of debt that was provided to us by Staff, and that rate is 6.01 percent in the first draft report that Staff submitted.


And that would be the value of debt that is applied to the percentage of debt in the distributors' rate base, and that would provide the distributors with their debt return.


DR. BOOTH:  Yes, don't worry about the numbers.  I just wonder how -- conceptually, what numbers ‑‑ what rate of return you're referring to with this statement.  But you are referring to a yield to maturity as the cost of the firm's debt?


MS. SMART:  I am referring to the debt costs that would need to be reimbursed to distributors in order to earn the asset return that we calculated.


DR. BOOTH:  Okay.  Now, in a regulated utility, what is that cost of debt that's passed on to ratepayers?  Isn't it the yield to maturity on the firm's debt?


MS. SMART:  I don't know, and I propose that you should ask either Staff or Professor Lazar that question.


DR. BOOTH:  Okay.  I'm just trying to understand the statement, but effectively it is the yield to maturity on the firm's debt.  Do you know that another phrase for the yield to maturity is a promised yield?  Do you know what we understand by the phrase "promised yield"?


MR. WARRINGTON:  I understand the term, but I don't [inaudible].


DR. BOOTH:  Well, the yield to maturity is the maximum rate of return that the debt holder can get by holding those bonds to maturity, which is why it's called "promised".  If there is default risk attached to the debt and that's the maximum, because it assumes that there is no default [inaudible] on the part of the bond holder.  


When we refer to the cost of debt here, that's a promise to you for a yield to maturity.  When we calculate equity returns using the capital asset pricing model, what type of return are we calculating for the equity holder?  Is that a promised yield or a yield to maturity?


MR. WARRINGTON:  It's the allowed return on equity.


DR. BOOTH:  No, no, no.  When you use the CAPM to estimate a rate of return, you're not estimating the allowed.  You're estimating a rate of return, and then you make an assumption about what is allowed.


If you went out and used the capital asset pricing model to estimate returns, what type of return are we estimating with the capital asset pricing model?


MS. SMART:  You're estimating the asset return.  You're estimating the discount rate that an investor would use to value the asset.


DR. BOOTH:  Okay.  Well, let me help you.  It's an expected rate of return.  It's a rate of return that includes the possibilities of gains and losses, because it's an expectation.  You're looking at:  What does the investor expect to earn?  You're not looking at what the bond holder is promised this would yield.  


So with this statement here, “equity returns less than the cost of debt are logically inconsistent with the CAPM”, is incorrect.  The equity return is an expected rate of return, and the cost of debt is a yield to maturity.  


In fact, routinely you can look at yield to maturity on default risky companies and yield to maturity may be 15, 20, 25 percent.


MR. WARRINGTON:  So you're talking about actual?


DR. BOOTH:  Actual.  Actual yields to maturity.


MR. WARRINGTON:  Okay, granted.


DR. BOOTH:  Because they're promised and a lot of companies promise all sorts of things and they can't deliver.  You can get deeply discounted debt through a whole series of countries with yields of 30, 35, 40 percent.  


So just looking at this phrase again, "equity returns less than the cost of debt are logically inconsistent with the CAPM", you still think that's true?


MR. WARRINGTON:  When you're calculating it through the CAPM, yes.  The actual returns may deviate from that.


DR. BOOTH:  Well, that's why I asked you what the cost of debt is, because the cost of debt is ‑‑ it's a yield to maturity, and the equity return is an expected rate of return.  They're different pieces.  You're comparing apples and oranges.  It's quite possible -- in fact, it's frequently possible, that a firm's equity cost is less than its yield on its debt.  


And that's got nothing to do with the CAPMs, it's because they're different rates of return.


MR. WARRINGTON:  So are you suggesting that incenting the weighted average cost of capital, that we set the debt rate higher than the equity rate?


DR. BOOTH:  I'm not suggesting that at all.  I'm just

starting out with the premise that you stated here that

flows through your evidence, and the premise is incorrect.

     MR. WARRINGTON:  Well, this statement here is actually, what we've done is gone through and calculated the return on equity, maintaining the weighted average cost of capital.  And what we're pointing out is that those two things in that calculation -- it's simply a calculation, it just shows that the cost of debt is higher than the cost of equity.

     If you're going to set policy based on that, then you

would be -- it might not be consistent policy.

     DR. BOOTH:  I'll get to that in a minute, but all I'm

saying is you're comparing apples and oranges when you're

comparing yield to maturity, promised yield on debt, to a firm’s equity cost.  In fact, routinely we have firms that are in serious financial trouble and the yield on their debt is

significantly higher than their equity costs.  And that has nothing to do with the CAPM.  It has to do with, in fact, comparing different types of rates of return.

     Now, are preferred shares riskier than Canada bonds at

an equivalent maturity?

     MR. WARRINGTON:  Presumably they would not be.

     DR. BOOTH:  Do you think that long, say, five-year,

Canada bonds are riskier than, say, five-year retractable

preferred shares?

     MR. WARRINGTON:  Canada bonds are certainly risk-free,

so I would consider the preferred shares riskier than the Canada bonds.

     DR. BOOTH:  Okay.  Now, what if I told you that 

routinely five-year retractable preferred shares issued by companies are undoubtedly riskier than Government of Canada, so [inaudible] lower yields on a five-year

Canada debt.  Would that be inconsistent with the CAPM,

even though you could look in the newspaper and check that

any day of the week?

     MS. SMART:  The CAPM should be, my understanding of

CAPM, the CAPM should be looking at the cost of debt and

equity of a term equal to the cash flows that you're

discounting.  So if I were to apply the CAPM, I would want

to look at debt of the interest rate associated with debt of a term equal to the cash flows, and when I would discount a utility cash flow, I would look at something on the order of 20 or 30 years because that's the useful life of those assets.

     When I've done preferred equity deals, typically,

preferred equity is of a much shorter term, but it's

riskier.  It's in the capital structure between debt and

equity.  And preferred equity is usually priced somewhere

between your debt and your equity rate.

     So my answer to that question would -- you would need

look at the deal.  I would intuitively guess that preferred equity would be priced higher even if it's a short-term, but I think that that could potentially vary from deal to deal.

     DR. BOOTH:  You don't think preferred equity yields in Canada?

     MS. SMART:  I have not, no.

     DR. BOOTH:  Do you think that the tax treatment of dividends in Canada is the same as that in the United States, that [inaudible]?

     MS. SMART:  Absolutely.

     DR. BOOTH:  Are you aware of the tax treatment of

dividend income in Canada?

     MS. SMART:  I am not.


DR. BOOTH:  Well, this morning when I said there were three principles in valuing rates of return, the time value of money, the tax value of money and the risk

value of money, did you take the tax value of money into account with this statement, with equity returns less than the lost of debt, as logically inconsistent with the CAPM?

     MS. SMART:  We did not include a preferred equity

component in our [inaudible].  And also, we did not include

a short-term debt component in our debt.  We were looking at a 60 percent debt structure and a 40 percent equity

structure.  We could go back and recalculate these based on an assumed percentage of preferred equity in the capital

structure and an assumed percentage of -- or an assumed tax

treatment on that preferred equity, and you would get

different numbers.

     DR. BOOTH:  That wasn't my question.  My question was

simply, did you take into account the tax value of money and the tax treatment of dividend income in Canada when you made this statement:

"The equity returns less the investment in cost of debt are logically inconsistent with the 

CAPM."

     MS. SMART:  We took into account the tax treatment of

debt.  We assumed that there was no preferential tax

treatment on the common equity share of 40 percent.

     DR. BOOTH:  So you basically [inaudible] one of the major features of Canadian capital markets, which is the tax treatment of different forms of investment --

     MS. SMART:  We did not assume preferred equity in our

capital structure.

     DR. BOOTH:  I didn't say preferred equity, I said

dividends.  Utilities are dividend-rich investments so their tax treatment is very, very similar to preferred shares.

     MS. SMART:  Well, we used the same tax assumptions that Lazar and Prisman used to calculate their equity return and their debt return and their asset return.

     DR. BOOTH:  Okay, so if they're wrong, you're wrong as

well?  You rely on Board Staff witnesses for their

understanding of the tax system in Canada, as far as your own understanding?  


I'll move on.  Taxes are obviously very important to us.  I'm going to move on to the second area, which is -- I hate to rehash what Dr. Lazar said this morning, but my understanding is, you used your equation 2 to work out what you referred to as the asset return, and you pointed out that that was the [inaudible] equity cost, because basically it's the cost of capital for a hundred percent equity financed firm.  


And I was listening to the exchange, and I'm still not certain what the answer was.  But as you change the capital structure of the firm, are you assuming the weighted average cost of capital is a constant 6.47 percent or are you assuming that the capital structure changes the weighted cost of capital?

     MS. SMART:  I am assuming -- well, there are two parts

to your question.  The asset beta that we used in equation 2 assumes a 60/40 capital structure, and it takes into account the tax benefits associated with that structure.  So what you calculate in formula 2 is an after-tax asset return.

     DR. BOOTH:  But you're basically taking out the

leverage impact on the levered equity cost to calculate the

unlevered equity cost, which is the cost of equity confirmed without any debt, and you're saying that that asset return is the weighted cost of capital, which it is, at zero debt financing.

     MS. SMART:  That's correct.

     DR. BOOTH:  Are you assuming in these subsequent

calculations that that weighted average cost of capital is

constant?

     MS. SMART:  Yes.

     DR. BOOTH:  Are you aware that the Alberta Energies and Utilities Board heard that same testimony five years ago and said they would be derelict in their duties as

regulators to accept estimates based upon a cost of weighted average cost of capital, the adjustments in the  ROE are too excessive?  

     MR. WARRINGTON:  We haven't reviewed that statement by

the Alberta Board, no.

     DR. BOOTH:  Have you got any evidence whatsoever to

assume that the weighted average cost of capital is constant in the presence of tax incentives to use debt financing?

     MS. SMART:  The weighted average cost of capital, per

the method we used to calculate it, takes into account the

tax benefits associated with the 60/40 capital structure.

     DR. BOOTH:  I'll ask the question again.

     Have you got any evidence whatsoever to assume that

the weighted average cost of capital is constant in the

presence of the tax environment [inaudible] debt financing?

     MS. SMART:  The weighted average cost of capital is not constant.  However, with the assumptions that we have 

-- you will calculate -- depending on your tax and capital structure assumptions, your weighted average cost of capital will absolutely change.  Once you have that number, you can apply various capital structures to that and still arrive at the same weighted average cost of capital.

     For example, if you look at formula 8, in our example

we assumed a 60/40 debt to equity ratio.  If you assumed an 

80/20 debt to equity ratio, that would increase the tax 

benefits associated with the 80 percent debt, and it would

lower the asset beta, and you would have a lower cost of

capital as a result.

      What we've argued after you calculate that weighted

average cost of capital, you can apply different capital

structures to that but still arrive at the same return.


DR. BOOTH:  I think you're still assuming the same weighted average cost of capital.

     MS. SMART:  Correct.

     DR. BOOTH:  So you're basically telling this Board

capital structure doesn't matter; the cost is exactly the same, whether Toronto Hydro finances with zero debt or whether it finances with 100 percent debt.  

     MS. SMART:  No.  What we argued was that the capital

-- the asset return provides companies with an appropriate return relative to their risk.  And once you have that asset return, your equity return will change depending on the percentage of debt in your capital structure, because, as you add debt to a 100 percent equity‑financed company, that debt gets paid out first and it increases the risk of equity.


DR. BOOTH:  Okay.  Now, suppose I told you that in the real world, the weighted average cost of capital decreases with the use of debt financing until it reaches some sort of level where there's significant risk of financial distress and, as a result, the firm's at an optimal capital structure?


MS. SMART:  I agree.


DR. BOOTH:  Do any of your equations take into account the fact that the firm can have an optimal capital structure?


MS. SMART:  They do not, because we used Staff's proposed 60/40 debt/equity structure in our calculation.  We did not do an analysis of what the optimal capital structure is.


DR. BOOTH:  So I'll rephrase that.  If there's an optimal capital structure, how would all your equations change, and do you believe that there is an optimal capital structure, regardless of what Board Staff did?


MS. SMART:  Per corporate finance theory, there should be an appropriate capital structure, and my equations would change, because the debt-to-equity ratio in equation 8 would change, and that would change the weighted average cost of capital -- or asset return.


DR. BOOTH:  Are any of your equations correct if this Board believes that as an optimal capital structure, there might be -- my recommendation is 36 percent equity, or the Board Staff's recommendation of 40 percent, or what the companies are asking for, 45 percent?  


All of these indicate an optimum capital structure between 36 and 45 percent.  All of them indicate that there are some advantages and disadvantages to the use of debt.  Do any of your equations capture these advantages and disadvantages?


MS. SMART:  My equations are correct.  They do not capture the optimal capital structure, because that isn't input into these equations.  It's the debt-to-equity ratio in these equations.


As I stated, we used Staff's assumptions and were trying to be responsive in this information request, and we wanted to present numbers that everybody was familiar with so that they could see the impact of these calculations.


We were not attempting to define or calculate the optimal capital structure.


DR. BOOTH:  In your view, there is an optimal capital structure; is that correct?


MR. WARRINGTON:  Theoretically, that would be correct, yes.


DR. BOOTH:  And, as a result, your view would be that these equations you've put up here are not correct, because they're incompatible with an optimal capital structure.  So they're here simply because Board Staff put them up?


MR. WARRINGTON:  No, the equations are correct.


MS. SMART:  These nine equations here are correct.  I think what you're calling equations you need to rephrase as results.


The numbers will absolutely be different if you put a different capital structure as an input into these equations.


MR. WARRINGTON:  Dr. Booth, if your assumptions or view is that they would change, then we will change the calculation accordingly.  I think we were fairly clear that we're agnostic to some extent as to the inputs.  


We were concerned with the outputs at this point not accurately reflecting the inputs.  So we're not taking a strong position on that right now.


DR. BOOTH:  Okay.  So let me back up with my last question, or series of questions.


Your equation 2, betas, why is there a tax in that equation?  


MS. SMART:  Because we're calculating the after‑tax return ‑‑ the after‑tax asset return.


DR. BOOTH:  Are you aware that that equation comes from Bromada and comes from the Modigliani-Miller 1963 tax equation for the value of a firm and is derived from a particular valuation equation, the values for use of debt financing?


MS. SMART:  I don't know what to say.  It's a standard corporate finance formula that's taught in all the textbooks.  I don't know the derivation.


DR. BOOTH:  That's true.  You refer to Harvard Business School and the cost of equity.


MS. SMART:  That's also in the Brealey Myers textbook. 


DR. BOOTH:  And that paper, does it use US or Canadian tax treatment?


MS. SMART:  Does it matter?


DR. BOOTH:  Yes, very much so.  You're dealing with a tax term.  Certainly the tax treatment in Canada, if it's different from that in the United States, you're going to get a different result.


MR. WARRINGTON:  Are you suggesting that equation is different in Canada than it is ‑‑


DR. BOOTH:  No, the T is different.


MR. WARRINGTON:  I'm sorry?


DR. BOOTH:  The T is different, and the way in which you treat that is different, because of the dividend tax credit in Canada.


MS. SMART:  Yes, but I would postulate that the T input, which in all of our calculations we assumed was 36 percent - and we understand that that is the tax rate in Ontario - I would posit that to the extent that the tax treatment is different, that 36 percent tax rate would change, but the equation is the same.


DR. BOOTH:  Do you know that that equation comes from the assumption that the model result from the valuation of a firm without debt is equal to the valuation of a firm without debt, plus the value of the corporate tax shields, the corporate tax rate times the amount of debt?


MS. SMART:  Mm‑hm.


DR. BOOTH:  So that equation is exactly where this equation 2 comes from, and that equation for the value of the firm is incorrect.  Your equation 2 is incorrect.


MS. SMART:  Well, all --


DR. BOOTH:  I haven't asked my question.  I've just stated something.


So the value of the firm is equal to the value of the [inaudible], plus the value of the corporate tax shield, according to a whole series of assumptions.


In order to maximize the value of the firm, how much debt do you use if the value of the firm is equal to the value of the [inaudible] of the firm, plus the value of the corporate shields from debt financing?


MS. SMART:  You put in debt until the point when it starts to jeopardize equity.


DR. BOOTH:  But hold on.  In that model, it is not going to jeopardize the equity.  All there is is the assumption that you use debt and you increase the value of the firm for the corporate tax shields.


MS. SMART:  Well, if I can rephrase where I think you're going, it sounds to me like you're trying to go back to an optimal capital structure argument.  And, as I stated earlier, when you optimize the capital structure, you're optimizing the D ‑‑ the percentage of debt and percentage of equity in your capital structure.  If you did that, your weighted average cost of capital would be at its lowest point.  After that, it would start to rise again.  


And, as I stated earlier, we did not perform that analysis.  We used Staff's data and applied that data in these formulas?


DR. BOOTH:  Okay, I'll ask again.  Equation 2 comes from the equation that the value of the levered firm is equal to the value of the unlevered firm plus the value of the corporate tax shields.  That is the model that equation 2 comes from.  If that model is wrong, then equation 2 is wrong.  You can't ‑‑


MS. SMART:  Well, if that model is wrong, then your capital asset pricing model is wrong, as well.


DR. BOOTH:  No, that's got nothing to do with the capital asset pricing model.  It's to do with the valuation of [inaudible] and the capital asset pricing model gives value to [inaudible] equation is for the corporate tax shields.  


And I'll say again, if the value of the levered firm is equal to the value of the unlevered plus the value of the corporate tax shields, does the value of the firm go up with the use of debt?  DL is equal to DU plus D times T.  What happens when you increase D?


MS. SMART:  You get the benefit of the debt tax shield.


DR. BOOTH:  Thank you.  What happens to the cost of capital if the value of the firm goes up because of corporate tax shields?


MS. SMART:  It goes down.


DR. BOOTH:  Thank you.  What have you assumed in terms of your weighted average cost of capital, if the cost of capital goes down and the cost of capital is constant?


MS. SMART:  As I stated earlier, several times, we assumed, per Staff's assumptions, that the debt-to-equity ratio is 60 percent debt, 40 percent equity.  And that was applied in equation 8 to calculate the after‑tax asset beta.  


That after‑tax asset beta is applied in equation 2 to calculate the weighted average cost of capital.  The tax impacts in the capital structure are incorporated in equation 8, and when you apply that asset beta in equation 2, the WACC is lower because of the tax effects.


DR. BOOTH:  Okay.  I'll put it to you that you cannot possibly have the same model that one side predicts the value of the firm goes up with the use of debt and the cost of capital goes down, and, at the same point, using the same equation, assume that the cost of capital is constant.  You can't do that.


Either the cost of capital varies with debt, in which case you have to use a more sophisticated equation than your equation 2, or the cost of capital causes a decrease to debt, in which case the recommendation that should be made that Newmarket Hydro should be financing with 100 percent debt, which obviously is ridiculous, but that's what comes from the equation you're using.


MS. SMART:  We have calculated a weighted average cost

of capital for an asset return for equation 8.  That asset return, based on the assumptions that the Staff used, was 6.47 percent.  We believe that that asset return is the asset return that we should be reimbursing the distributors at.

     DR. BOOTH:  Okay.  Now one final question.  Who gets the tax advantages of the debt financing in the models that you are introducing?

     MR. WARRINGTON:  I [inaudible] the corporation.

     DR. BOOTH:  And who is the corporation?

     MR. WARRINGTON:  I'm at a loss.

     MS. SMART:  The shareholders.

     DR. BOOTH:  Shareholders.  So the assumption of that

model, which as Dr. Lazar mentioned yesterday was 43

years ago, and has been substantially modified since then,

the assumption is that when the firm uses debt financing

and generates interest, it reduces its corporate taxes and the benefit of those corporate tax shields flows through to the shareholders.  And because of that, the value of the

firm goes up, and because of that the weighted average cost of capital goes down.  


We use that equation in the United States, because that's the nearest tax [inaudible].  In Canada it's

not the tax [inaudible] so we use a different equation.

     So, my final question is, who gets the benefit of the

tax shields for regulating utilities?

     MR. WARRINGTON:  I think they're generally passed

through to the ratepayer.

     DR. BOOTH:  Thank you.  So what is the tax advantage of debt financing in terms of the [inaudible] regulated

utilities?

     MS. SMART:  The lowest rates.

     DR. BOOTH:  Yes, and what does it do for the

stakeholders?  What does it do for the value of the

regulated firm?  I'll tell you.  Nothing.  The value of the tax shields flow through to the ratepayers; they can't possibly also flow through to the equity holders.  In which case the value of the firm doesn't go up, and there's no incentive for the regulated firm from the point of view of the stockholders to use debt financing.   


So, if there's no tax advantage to the regulated firm to use debt, what do you think we should have in your equation 2 for the leverage [inaudible]?  Do you think we

should still have a tax term in the leverage formula if, in

fact, you think there's no tax benefits to be used for debt for the regulated firm?

     MS. SMART:  It benefits the ratepayers.

     DR. BOOTH:  That's right.  Does it benefit the

stockholders?

     MS. SMART:  Well, my understanding is that one of the

key stakeholders in this process are the ratepayers, and

we're trying to design a cost of capital that adequately

benefits debt holders and shareholders and preferred equity holders and short-term debt holders and all holders of capital, and mitigates rate impacts for ratepayers.  So I would argue that it is absolutely appropriate to have debt in the capital structure to the extent that it lowers the return component in the rates and benefits ratepayers.

     DR. BOOTH:  Oh, I certainly believe that there's

benefits to using debt in the capital structure because you

would reduce corporate taxes, and those benefits flow through to the ratepayers; they do not flow through to the equity holders.  There's no impact on the [inaudible] market value, and there is no impact in the course

of that in the tax term in your equation 2.  The beta

adjustment model that you're using is incorrect.  


In fact, when Millar and Modigliani came up with this equation in 1963, they estimated on regulated utilities,  and Professor Myron Gordon at the University of Toronto pointed out that's totally inappropriate for regulated utilities because the taxpayer for the debt financing does not flow through to the shareholders.  It flows through to the ratepayers.  


As a result, there's no impact on the value, and this beta leveraging formula is incorrect.

     In fact, everything you've got here that includes tax

[inaudible] is theoretically incorrect, because it assumes the tax advantage with debt financing flows through to the equity holders, and that's not appropriate for a regulated firm.

     MS. SMART:  So are you suggesting that the weighted

average cost of capital be higher?

     DR. BOOTH:  I'm suggesting that your formula you use to come up with the asset beta is wrong.  It's wrong for a

regulated firm because you're making assumptions about the

tax benefits that are inappropriate for regulated firm.  It

would only be appropriate if they were able to keep the tax

benefits from the use of debt financing, regulated [inaudible].  That’s incorrect.

     MS. SMART:  Are you suggesting that in formula 8 the T

term should be zero?

     DR. BOOTH:  No, formula 8's fine.  Formula 2's wrong. 

Formula 2 is wrong that you use to get the equity cost.  And further, it is inappropriate to assume the weighted average cost of capital is constant.  Those are contradictory assumptions.

     MS. SMART:  It's unclear to me why you're arguing that

formula 2 is not correct.

     DR. BOOTH:  Because the only reason there's the tax

term in the beta leveraging formula is because the interest

tax yields flow through to the equity holders, they bid up

the value of the firm accordingly, and as a result, the effect of financial leverage is less than it would be if there were no interest deductions on the tax yield.  If there are no interest deductions on the tax yield.  And no interest deductions on the tax yield, T is equal to zero in equation 2, and you get a different estimate for the [inaudible] equity costs.

     MS. SMART:  Correct, and you get a higher estimate for

The unlevered equity value.

     DR. BOOTH:  No, all of you are wrong.

     MS. SMART:  So by that logic, you're arguing that our 

6.47 percent weighted average cost of capital should be

higher.

     DR. BOOTH:  I don't mind that.  All I'm saying is, your whole approach is premised on an assumption that's 

incorrect.  And all of the equations that you’re using to  lever or unlever, you're making contradictory assumptions in terms of how the equity cost varies, how the weighted average cost of capital is simultaneously constant, and how the shareholders in a regulated utility get tax benefits that they don't get.

     MS. SMART:  Respectfully, I disagree, for all the reasons I stated before.

     MS. BRICKENDEN:  Excuse me.  Excuse me, Mr. Kaiser.  I

wanted to clarify something that might be creating a little

bit of misunderstanding.

     Dr. Booth, I think you're looking at the written

material, and we currently have projected on all the screen

the presentations today, so the formulas do not coincide. 

My apologies.

     MS. SMART:  Thank you.

     DR. BOOTH:  That's all I'm doing, is pointing out your

use of formulas is incorrect.

     MR. WARRINGTON:  But does that also apply to Lazar and

Prisman?

     DR. BOOTH:  Absolutely.

     MR. WARRINGTON:  We'll have to agree to disagree.

     MR. SARDANA:  Just a very quick question.  It's Pankaj

Sardana from Toronto Hydro.  Just a very quick question for

Ms. Smart.  


The equations you've got on the notepad up there,

I just want to clarify that the RM that you've got up there

refers the only equity markets and not debt and equity

markets, as Mr. Shepherd seems to be leading you to

answer?

     MS. SMART:  I assume so, but I did not calculate RM, and I would almost prefer to defer that question to either Staff or Dr. Lazar for clarification on what that is.  That would be my understanding.

     MR. SARDANA:  I completely agree and just want it noted that the RM that Dr. Lazar and Prism used is an equity [inaudible], not a debt.

     DR. LAZAR:  I didn't use that formula, but if I were

to use it, as I suggested earlier, my definition there would be the return on assets which would be a weighted average return on investments in a portfolio of equities and a portfolio of bonds, as Mr. Shepherd suggested earlier.  So the RM that I would use in the calculation with that would be different from the one that Professor Prisman and I reported.

     MR. SARDANA:  Agreed.  It’s just that Mr. Shepherd's

line of questioning seemed to suggest that if he were to

hold a portfolio of the market, it would include both debt

and equity.  And I think what's being presented here is that the RM, is that it refers primarily to an equity market return.

     MR. KAISER:  Go ahead.


QUESTIONED BY MR. KALYANRAMAN:

     MR. KALYANRAMAN:  Guru Kalyanraman from the EDA.  In

your research for this presentation, did you come across

material that spoke about size-related premium for a small

stock or small-cap utilities, or small-cap businesses that are traded in the [inaudible].  And I notice that you

referenced that. 

     MR. WARRINGTON:  Just, I reference where we noticed

that, which I think has been referenced before.  We had

testimony from Mr. Carmichael yesterday that indicated that

returns for small-cap stocks were higher and needed to be

higher to attract investment.

      There's been Ibitsen, which is a standard reference

for [inaudible] in the United States, has done so much 

study.  And they've determined that there is a substantial

and enduring premium placed on small-cap stocks.  They did

the study, I think it began in 1924 and ran for the 

duration, till 2005 was the version I saw.  And it indicated that micro caps [inaudible] between a million and a half and $500 million in market capitalization -- excuse me.  And I'm going from memory here.  I believe that the premium for that was spread across the three exchanges in the state, which is the New York Stock Exchange, the Amex, and the NASDAQ.  And each of those were spread into, I think, ten segments, and the smallest segment had a premium of approximately 6 percent that was not explained by beta.


MR. KALYANRAMAN:  So just to clarify what I got from your answer, so [inaudible] study extends up to 2005, to as recent as 2005, suggests that smaller size stocks cannot demand a premium for the cost of capital in the market?


MR. WARRINGTON:  That's what we saw, or that's a study we've referenced, in any case.


QUESTIONED BY MS. McSHANE:


MS. McSHANE:  Kathy McShane for Hydro One Networks.


I have one question, and it's not really to this panel, but it comes out of this discussion and I don't know if that's appropriate to ask.


MR. KAISER:  [inaudible]


MS. McSHANE:  Okay.  


[Laughter]


MS. McSHANE:  it comes out of the questions that Dr. Booth was asking about these formulas and the relevant betas.  when I look at Dr. Lazar and Prisman's initial report, they calculated betas or they delevered betas two ways.  One was on an after‑tax basis, and one was on a pre‑tax basis.  So my question is -- and I guess it's to Dr. Booth, but either of you could answer this.


If it's appropriate to use T equals zero, then you would take the equity betas that you observe and you would delever them using zero as the tax rate, and then you would relever them at whatever you choose the capital structure to be, also using zero as a tax rate; is that right?


DR. BOOTH:  Whatever formula you use for betas, as in equation 2, has to be consistent with the valuation model you're using, because these equations just flow out of the valuation model.


MS. McSHANE:  No, I understand that.  And I was looking specifically at the utility betas, because you were talking about the fact that the benefit of the interest deduction passes through to ratepayers rather than to shareholders.  So I was really speaking specifically in that context.


And I understand this whole discussion with this panel, but I'm trying to focus specifically on what you should do to the beta in the specific circumstances of utilities if you're going to delever them and relever them.


DR. BOOTH:  If you're going to lever and delever betas, then you have to use a model consistent with a valuation model.


MS. McSHANE:  Okay.


DR. BOOTH:  Tax advantages flow through to ratepayers, not to shareholders, so there shouldn't be any tax terms, other than personal tax terms, which gets us to the language [inaudible] the dividend tax credit in Canada, because the tax advantage is personal tax, as well as corporate.


And in Canada we've got dividend tax credits that are there to adjust for corporate taxes.


The second feature is you have to take into account financing distress, bankruptcy costs and other costs attached to the use of debt financing, which means if you get a more realistic model for the valuation of [inaudible] capital structure, you've got a very, very complicated beta leveraging formula.  And, in fact, it's extremely difficult to lever and unlever betas.  


And as you probably know, I've never done it, because I don't believe any of these equations are accurately representative of [inaudible].


MS. McSHANE:  All right.  Then I'll ask Dr. Prisman his view on this.


DR. LAZAR:  If he were here, I'm sure he would answer but ‑‑


MS. McSHANE:  I'm sorry.  I'm so sorry.


DR. LAZAR:  No problem.  I wanted to say I'll wait for him to respond.


MS. McSHANE:  I apologize.  I knew perfectly well who you were.


DR. LAZAR:  I'm not going to disagree with Dr. Booth that they are there are all these fine points to the tax system, and they're not incorporated perfectly into these formulas.  That's why we use approximations.


Let's assume a reason to disagree with Dr. Booth on this - I don't really sort of have the same background as he does - that the tax benefits of debt are passed on to the ratepayers.  If that's the case, then you put T equals zero.  It results in a higher equity beta.  It results in a higher return on equity.


From the regulator's point of view, you say, Well, we're giving the tax benefits of debt to the ratepayers, but, on the other hand, we're basically capturing it back by having a higher revenue requirement because of a higher return on equity.


From a policy point of view, that seems like an absurd situation.  So why not just assume the tax benefits -- assume that these companies going forward, the LDCs, may be privatized.  That's the assumption we used.  Maybe at some time regulators will recognize that what might appear to be of benefit to ratepayers is not a benefit to ratepayers, if you're using CAPM as the methodology for determining the rate of return on equity and that, therefore, the tax benefit should go to the shareholders, and probably ‑ and I haven't done the calculations, I don't have the data ‑ from the ratepayer's point of view it may end up being a wash.


MS. McSHANE:  The only thing I would say to that, and Dr. Booth can correct me if I'm misinterpreting what he's saying, but I don't believe that he's saying that the ownership, per se, has anything to do with who gets the tax benefit; that if it were privatized and it were still a utility, that the tax benefit would still go to the ratepayers.


DR. BOOTH:  That's correct.  As long as we have a regulatory framework where the costs of service are passed on to the ratepayers, any use of debt financing reduces corporate taxes.  Then the benefits flow through to ratepayers, in which case the use of the corporate tax term, the aim of these [inaudible] adjustment models, is just plain wrong.


MS. McSHANE:  And it's true what Dr. Lazar said about if you use T equal to zero, that in the simpler model where you don't build in the personal tax rate, that you get a higher beta?


DR. BOOTH:  If you think the use of leverage magnifies business risk.  As I showed yesterday the data on the allowed versus actual returns, there's precious little risk to magnify in the first place.  So, as far as I'm concerned, this beta leveraging deals with magnified business risk, which is pretty much non‑existent.  And when we magnify nothing, it's still nothing, regardless of how much debt you use.


That's why when we look at regulating utilities, we use samples of firms because the debt and the equity are offsetting each other.  Overall, they're pretty much equivalent in risk, because almost all the risk is investment risk.  It's not business risk or financial risk.


DR. LAZAR:  May I just make one additional comment, because I heard a clarification that the tax savings were passed on to the ratepayers, the consumers.  Well, let's extend that argument, and we can sort of develop a nice general framework, a theoretical model that suggests that tax benefits to all corporations, regulated or unregulated, are passed on to consumers through competitive market actions.


You know, I can easily develop that model, so it's not a characteristic of a regulated industry, per se.  It's a characteristic of competitive markets.


And if that's the argument, then you're essentially saying, you know, the tax treatment of debt doesn't matter for determining the return on equity, the weighted average cost of capital.  Interesting proposition.  I'm sure we could develop a theoretical model to support that.  


Anything is possible in theory, if you make the right assumptions, but I think it tends to run counter to the traditional academic literature.


DR. BOOTH:  True.  Millar developed that model in 1977.  He looked at equilibrium in terms of tax terms.  Most corporations assume that there's tax deduction for interest that flows with the equity [inaudible].  As a result, they use more debt financing, which is why we see optimal capital structures.


Another way of saying that is that possibly in the capital markets they don't believe that the product market is as sufficiently competitive to actually compete away those tax advantages, or they're not that significant that they affect market prices.


But what we do observe is corporations taking into account the tax deduction of interest, looking at their assets, finding out tangible versus intangible assets.  They're mixing their assets and using capital structures that basically means that the more tangible assets and the

more tax advantages they have, the more debt they use.  And 

[inaudible] that’s what we see with the regulated utility, with the proviso that the tax advantages flow through to the ratepayers.

     And what all of this comes back to is simply that

these equations here are theoretically incorrect.  I

wouldn't use them because I don't think they're appropriate, and I don't think they're accurate for estimating the [inaudible] cost.  And in fact [inaudible] is that they're not appropriate for regulated utilities.

     MR. CAMFIELD:  If I may just interject something.  My name is Robert Camfield from Christensen Associates from Madison.  Our experience is that incorporating full tax effects is very complicated because of two main things, at least in the US.  That is, first of all, deferred income taxes that relate to a number of different things [inaudible] to calculate the net tax benefits associated with these various items.  And then secondly, state income taxes are always an issue.  And so you have to take account of the state income tax effects as well.

     DR. BOOTH:  The qualification to that is that deferred

income tax doesn't matter.  All that matters is the marginal tax rate, which is the corporate tax rate,

but that does include state taxes, but that's a statutory tax rate. 

     MR. CAMFIELD:  You don't think that deferred taxes

matter at all in terms of the optimal capital structure?

     DR. BOOTH:  Marginal taxes are zero in the statutory tax rate because you're looking at what would happen when you add one dollar of debt and one dollar of interest.  It either reduces the income tax or it doesn't.

     MR. CAMFIELD:  Those two things are not necessarily

independent of what you do as far as tax policy is 

concerned.

     DR. BOOTH:  True, but all I'm saying is the tax is always a marginal tax rate, which is which is zero or whatever the statutory tax rate.

     MR. KAISER:  Ms. McShane, do you have anything to add

to that?

     MS. McSHANE:  I have nothing further, thank you very

much.

     DR. BOOTH:  Neither do I.

     MR. KAISER:  Mr. Adams.


QUESTIONED BY MR. ADAMS:

     MR. ADAMS:  Thank you.  I want to address another

question, a separate issue, and that is -- and Mr. Shepherd

asked some questions in this area as well.  But this is

related to the assertions and the implications of your assertions related to small utility business risk.

     And you indicate that small utilities have amplified

business risk due to a number of factors, one of which is

concentrated geography.  And you identified the local

economy and local [inaudible] as implications there.

     And my first question is, have you examined the

approach that the Board takes in regulating cost allowances

associated with bad debt allowances and extraordinary events such as restitution, that kind of thing?

     MR. WARRINGTON:  No, we didn't look at that, no.

     MR. ADAMS:  Have you examined the approach that the

Board takes with regard to regulatory assets that utilities

claim are associated with unexpected events, including

weather-related events?

     MR. WARRINGTON:  No.  We haven't.  We didn't do, you know, an in-depth analysis on this and actually identify a specific business analysis with regard to LDCs in Toronto,

and the elements that might contribute to increased

requirement for return on equity.

     MR. ADAMS:  And are you familiar at all with the

practices of our local utilities with regard to reciprocity

agreements and storm event recovery?

     MR. WARRINGTON:  I'm fairly familiar with them, yes.  I don't know in effect the detail, no. 

     MR. ADAMS:  So you don't have an opinion as to whether

or not the cost-of-service that the utilities currently 

recover adequately compensates the utilities for the issues

you've identified here as local grid events? 

     MR. WARRINGTON:  Again, we didn't do a specific study

that identified what the appropriate return would be.  We

have just used the existing structures as a model, in that

we have four different capital structures for the different

sized utilities, and we tend to agree with that, and it’s borne out in sort of generic research with regard to smaller, what I've characterized as microcamps in the US.  And certainly Mr. Carmichael characterized them as small

investments here in Canada.

     MR. ADAMS:  Do you have any opinion as to whether 

the -- there's an optimal size for utilities with respect to a minimization of the [inaudible] cost?

     MR. WARRINGTON:  We have experience with regard to

certain size -- you know, certain economies of scale, yes.  I think our experience again -- it's theory, but our

experience is that some small utilities can actually have

better rates, lower rates, than some large utilities.  And

when I say "small," I'm using the term loosely because it's really anecdotal, and maybe individual utility-specific, where I've seen that rate structures can be -- to the ratepayers I'm talking about now, can often be

very competitive, if not better, in smaller utilities. 


MR. ADAMS:  I take it you're aware of the fact then

that in Ontario we've got many utilities, a very large number of utilities, that serve under 20,000 customers?

     MR. WARRINGTON:  Yes.

     MR. ADAMS:  And do you have a view as to whether that's efficient or not?

     MR. WARRINGTON:  On a macro level in theory I think

there are probably too many.

     MR. ADAMS:  So, yes, I agree with that point.

     I'm trying to get at this point here.  You've

supported the tiered approach, and yet the tiered approach

appears on its face to promote the maintenance of small

utilities in their small state.  It creates a bias against

amalgamation for these utilities.

     Haven't you just locked in inefficiency that customers of those utilities have to pay for?

     MS. SMART:  Our argument was that a larger utility has

less business risk.  So, to the extent that you had a 

smaller utility with more risks, acquired by a larger

utility, that would argue that you now had a utility that

was all larger risk, and it wouldn't require that additional premium.

     So I don't think that our proposal to increase the

return for small utilities would in any way reduce M & A

activity in this sector.

     MR. ADAMS:  I'll leave that for argument.  Thank you

very much.


QUESTIONED BY MR. CLINTON:

     MR. CLINTON:  Can I ask him a question? 

     Have you examined in detail the financial statements of 92 LDCs in the province?

     MR. ADAMS:  No, I have not.

     MR. CLINTON:  Well, neither have I, but what I have

seen is that there's good and bad every category of 

small, medium, and large-sized utility, so there is no one size size fits all answer.

     MR. ADAMS:  I agree that this question of -- I think

where you are going here is that the scale economy question

is not -- the answer does not jump out from looking at the population of utilities we've got here in Ontario right now.  And we've got some large utilities that have very high rates that don't seem to be explained by their size.

If that's where we're going to try and to seek

consensus here --

     MR. CLINTON:  I'm saying there's good and bad in every

category.

     MR. ADAMS:  -- I'm with you.

     MR. PALIMAKA:  I just wanted to make sure I understood –- sorry, Alec PALIMAKA from Power.  I wanted to make sure I understand.  You reached a conclusion that smaller utilities face greater business risk, and

therefore you conclude that that should be recognized

either in a higher ROE or in a different capital structure. 

You go on to recommend one of those two approaches, which is that they all have the same -- sorry, that you categorize them into two categories and that those greater than 100 million have a 60/40 debt/equity structure.  Those smaller than 100 million stay where they are at a 50/50 capital structure.


I just want to understand, are you recommending that because it's the optimal solution, is there some other ‑‑ either an optimal solution from a shareholder perspective or an optimal solution from an ratepayer perspective, or is there some other driving factor?


MR. WARRINGTON:  [inaudible] My answer to that, and my colleague will have maybe a different one, is that we have recommended it to be consistent with the existing Staff.  They have ‑‑ you know, the existing Canada approach has got some tiered structures and we essentially picked one, and admittedly somewhat arbitrary, but we picked one to help maintain stability, while recognizing that there is increased business risk.


So we felt like a greater degree of equity at the same rate reduces oversight requirements of the Board and maintains stability and consistency [inaudible] previous [inaudible].


MR. PALIMAKA:  So you're not arguing to the exclusion of the Board accepting an approach that would have an across-the-board 50/50 debt-to-equity structure for all LDCs?  You're not arguing against them having a higher risk premium for the smaller LDCs if they can establish they face greater business risks?


MR. WARRINGTON:  I'm not arguing.  In fact, that is the usual approach.  I guess I would say that usual ‑‑ that is the observed difference in the returns on smaller companies, and I'm making the leap from company experience to utility experience, and I acknowledge that there may be some differences.  But the experience is usually in a greater return to equity.


So we've taken our approach just to sort of ease the ‑‑ make it more stable and consistent and easier on oversight.


MR. PALIMAKA:  Sorry, do I understand what you just said, that the other approach, where you would have a higher risk premium, is the preferred approach or the more common approach, in your opinion?


MR. WARRINGTON:  That's the observed approach.


MR. PALIMAKA:  And so the reason you moved away from that recommendation was practicality?


MR. WARRINGTON:  Practicality.


MR. PALIMAKA:  Practical concerns?


MR. WARRINGTON:  Yes.  Yes.  


MR. PALIMAKA:  Those are my questions.


MR. KAISER:  Thank you.  Any other parties with questions?  All right.  [inaudible].


We'll proceed with Christensen.


PRESENTATION BY MR. CAMFIELD AND MR. KALYANRAMAN:  


MR. CAMFIELD:  Are we ready to being, Mr. Chairman?  My name is Robert J. Camfield.  I'm with Christensen Associates Energy Consulting.  We operate out of Madison, Wisconsin.  We have a large energy practice oriented or geared to electric power and appliances, both wholesale and electric markets internationally.  And so this is the presentation and assumption that we have here.


Reviewing our report and materials at [inaudible], and I would like to review with you.


So just at the outset here, let me just state what we'd like to do.  I'd like to just convey the positions of the Ontario distributors.  This relates to the adequacy of the returns to [inaudible].  And we want to focus on the role of rate of return within regulatory governance and its contribution to energy policy.  I want to touch on that.


I want to review the recommendations as far as rate of return is concerned.  This relates both to the capital structure, as well as the component cost rates.  


And in view of the Board addressing or asking parties to this proceeding to address issues and questions that they defined, I have broken the presentation into two parts.  One is dealing with the review of our report and where we are as far as recommendations are concerned, and then, secondly, we would like to address directly the questions that have been raised by the Board.


Just to start out with some basic principles here, I think as we all understand, we would define the cost of capital as the interest rate used as a discount rate on future cash flows for financial assets, where that discount rate or cost of capital is a function of three main factors, a demand and supply of capital, the willingness to pay and willingness to accept by investors an interest rate plays a large role.  We find that there are substantial differences in the cost of capital with respect to business cycles and other phenomena.


Expected rates of inflation, because naturally inflation tends to diminish prospective returns to capital, cash flows to capital, and then I think the order of the day here are perceptions of risk attending future cash flows.


We should look at this issue of cost to capital as an issue of the opportunity costs, and I think there's plenty of evidence these days that would suggest that financial markets allocate capital fairly efficiently, and, as a working assumption, often it's an absence of arbitrage.


I want to just very briefly review some of the material that I think is really important, as far as regulatory governance is concerned.  This is -- there is the statutory requirements that are listed in a number of legal documents -- should I say orders by judicial bodies.  And I list the four here of particular interest, Bluefields water works in the United States, as well as Hope Natural Gas, are very important, as well as the language cited in the Northwestern Utilities in British Columbia electric railway cases.  


I cite elements ‑‑ we cite elements of these cases in our material.  But going up above here to the first point, it comes down to, over a long history, a long history of judicial proceedings and outcomes in those proceedings related to what constitutes a fair and reasonable return.


And the courts had pretty much held with a consistent standard of what is commonly referred to in economics and the regulation in that literature, anyway, is a capital attraction test.  And just to recite that:

"Adequate return's select capital can be obtained via conventional means.  Comparable earnings:  Rates of return equivalent to that of investments of comparable risks, risk comparability standard."


And then, finally, financial integrity, where a firm or utility that has pledged its resources and assets to the public for convenience and necessity has the right to returns sufficient to sustain its creditworthiness so that it can raise the needed capital.


Just going on here, I think the context of the Ontario LDCs is something that all of us here know pretty well, and I suspect that many of you know this much better than I do.  But my read of the landscape is that there are some substantial near‑term requirements and maybe some constraints, regulatory constraints, that the LDCs face.  


I've had a number of conference calls with the LDCs and I participated in several working sessions, discussions, all‑day discussions, with LDCs and their representatives, and they are, as I think we recognize here, very small.  The requirements that they face going ahead, as far as distribution service, distribution electric services, are concerned is the potential for substantial investment into metering.  There's the issue of replacement of the aging infrastructure.  


Some of these issues, of course, are common to distribution utilities in North America generally.  At least the United States, we find that over a number of years, through much of the 1990s, the rate of investment in distribution infrastructure was at a fairly low level, suggesting that perhaps one or two things.  Either we have been, as an industry, growing into and using the existing capability of the distribution facilities more effectively, more efficiently, or, secondly -- and I think that, in fact, is the case with regards to transmission in the US. 


But then, secondly, that we are still holding off, and so now the time has come due.  Thus, at least in the United States, and I suspect in Ontario, as well, that we face an era, should I say, or a number of years where a substantial infrastructure is needed.


And this is relevant insofar as the utilities are under these conditions thus putting in place often capital infrastructures where the incremental cost is greater than the embedded cost‑based rate base, and the implications of that on the realized rates of returns and financing capital are quite obvious, I think.

     In addition, there is the CDM capital expenditures of

various municipal mandates, and of course the Distribution System Code requirements itself.  Now, at this point I’m just going to ask you to maybe add to what I said, because you know these areas better than I do and might be able to

articulate this a little better.

     MR. KALYANRAMAN:  One of the points that staff has also alluded to in the paper is the need for investments in Smart Meters.  And we made a separate submission to this paper on that.  I only substantially add to the audience here that what comes out clearly from these discussions and the presentations that have preceded us is that there is a substantial requirement that investments in Ontario's LDCs. 

Take the Smart Meter example.  The investment works out to about 1 billion dollars, which is a substantial investment, especially so for smaller utilities, because of the provincial mandate to provide Smart Meters, hopefully by 2010, on all homes.

     MR. CAMFIELD:  Thank you very much.  And as we

know just in a cursory review of all the LDCs there's a broad range of operating size, from very small LDCs up to very sizeable LDCs or local distribution companies like that of Toronto Hydro.  This raises the issue of, when you were in the process of making investment, the issue of capital indivisibility, as economists refer to it, that essentially the investments themselves are somewhat lumpy.  
The implication as I see it for raising capital is that the small LDCs need to have some flexibility in how they fund incremental capital investment.  And for that reason we would suggest that the Board respectfully consider the idea of offering the LDCs the flexibility in how they finance their capital structure and determine the overall rate -- as it determines the overall rate of return, as applied to the rate base.

     Let's just go on.

     The analytical methods regarding cost of equity.  Our

analyses draw upon four methods that are pretty well

established and well applied across the land.  The 

discounted cash flow, of course, draws from the work of

Myron Gordon, 1957, which in turn draws upon John Williams,

I think, back in 1938, that codified much of the 

underpinnings that were incorporated in the discounted cash

flow model of Gordon, well known as the Gordon model.  That

has been in some cases, as a matter of practical application, extended to two- and three-stage DCF approaches.

     Comparable earnings, in the analyses that we've done

here we draw upon realized market returns of utilities and companies that we suggest are of comparable risk.

     There is the risk premium, or sometimes referred to as the buildup methodology, where you start out with some

underlying rate of interest, typically a risk-free or 

riskless rate of interest, then build up with progressively

incremental additions to that to recognize the components of risk.  And then finally the theoretical underpinning that is a major issue here, which is the capital asset pricing model.

     We have drawn upon samples of electric and gas

utilities, as well as comparable risk non-utilities in the

US.  And we have attempted to utilize the Canadian listed

utilities.  Those listed at TSX as utilities.  As a review

of companies, I might add, and this would be TSX, not TSX

ventures, we find that a number of those companies would not perhaps be what I would refer to as the -- or at least their business line by title of these companies wouldn’t lead you to believe that necessarily they are utilities

with enterprises and business activities quite as narrowly

defined as that of the sample that I selected here, but are US.

     Turning to our overall recommendations, we would

suggest that in view of the need for some flexibility that

the Board consider not prescribing a capital structure but

rather utilizing the observed historical or pro forma

capital structure of the individual LDCs, and use that,

providing that that capital structure resides within an

acceptable range and it's suggested here of somewhere in the range of 42-52 percent equity participation.

     In a similar vein, as far as the component cost rates

are concerned, long- and short-term debt cost rates, we would suggest that the Board utilize the observed cost rates on the outstanding debt at the time that you're sampling or selecting the capital structure, and this would be reflected essentially as a yield to maturity on the debt at the time of issue, providing that the cost rates at that time were consistent with or close approximations to the cost rates observed on issues of debt of comparable risk 

     Similarly for short-term debt, here two major points. 

We would again suggest that you consider utilizing the

observed cost rates for short-term debt, observe in the

sense that they reflect the short-term debt outstanding with the LDCs of the various willing institutions for which they contract for ST debt.  


And then finally we would suggest that the short-term debt be included within the capital structure, and not be aligned specifically as with the with the working capital allowance as incorporated within the rate base.

     As far as the rate of return on equity is concerned,

we would suggest drawing upon our empirical evidence of the

US as well as to a lesser extent the Canadian analyses

that the small size of these utilities suggests that the

rate of return should range within -- or approach the level

that's upwards of 11 percent.  It's just come up earlier, I would imagine, in discussions, there is empirical evidence that suggests that the rates of return realized by companies of exceptionally small size cannot be completely explained, or explained very well, actually, by the application of the capital asset pricing model.

     We would suggest that that be taken into account and

that you recognize the small size of utilities.

     We recognize, of course, that, taken as a whole, the

electric services industry, at least absent private

generation companies, which are becoming increasingly common in the United States, harbour below-average equity market risk.


And then, finally, we would suggest as well that the

size-related premium be incorporated within a capital

structure.

     We would suggest that going forward as far as the

Board is concerned, in continuing to look at and put in

place a cost of capital policy, that you draw upon the

empirical evidence of both the US as well as the Canadian

experience, and that's because of the huge depth of market

experience, marketing experience in the United States.

     We recognize, of course, that evidence clearly shows

that the Canadian markets as well as some other companies,

though not all, have lower equity risk premiums than that of the US.

     Just to conclude here, in short essentially what we're saying is that the Board should adopt a more flexible

approach to the determination of the cost of capital as far

as the capital structure is concerned and draw upon the

unique business experience in recognizing the context of the individual LDCs.  We think that's those are important

components into the determination of the overall return

requirements.

     Finally is the issue of -- as far as I'm concerned here, a real serious issue is just this ability of the regulatory governance, and while it's important that Ontario and the policy determination of the Board evolve and change over time, it's important, I think, that -- it's really important for the Board to evolve its policy and rate of return and regulatory governance in a very deliberate and step by step fashion.  


I have some empirical evidence –- I have, in fact, an entire binder here, of formal economic, regulatory economics, and financial economics, articles.

     One interesting article on this very issue that I have

with me here that may be of interest to this dialogue today

is an article published in the Journal of Regulatory

Economics.  And it shows that within the UK market that

risks and realized market rates of return rose substantially right before a time frame when the regulatory authority at the time was considering the change in its regulatory governance structure. 


So there may be a very valuable lesson there for all of us to dwell upon, But I did want to bring that framework to your attention.  In fact, I will run off copies of this for the Board's consideration if you have interest.


Turning now to part 2, I guess because we don't have an awful lot of time here, do you want me just to continue here, or do you want to take over at this point or what?


MR. KALYANRAMAN:  [inaudible] 


MR. CAMFIELD:  Okay.  Question number 1, should the Board move off its current cost of capital method as contained in the 2006 Rate Handbook?


And here, as I've emphasized in our presentation this morning, we even suggest that the Board adopt a more flexible approach, as far as the capital structure and debt cost rates are concerned, and I've alluded to some of the reason here.  But, frankly, we can expect that just due to the small size of the LDCs, we will need to have flexibility.  So there are real issues here.  It's sharp departures between the actual and a prescribed regulatory capital structure and some time frame.


Particularly where the LDCs are raising new capital for investment, we can expect that under those conditions that the LDCs typically -- at least smaller utilities in the United States, it's been my experience, will run up their short‑term debt, and then flow the balances of the short‑term debt in the form of long‑term debt as perhaps an equity issue.


But, nonetheless, a real concern is just having the flexibility within guidelines and within appropriate standards to set a capital structure that satisfies their unique and specific needs.


Two, what are the advantages and disadvantages of using a prescribed structure, and then, finally, are the business risks of larger and smaller distributors converging or diverging?


Certainly the idea of using prescribed capital structures is sensible, and certainly the range that currently is in place and is really prescribed and put forth, as I understand, by Dr. Kent, is a sensible and has a sort of conceptual logic that as a regulator I would want to have in place.


So we don't take a lot of issue with the general framework.  It's just that given the sort of structure, there are ‑‑ you know, it fits in well with just the idea that we -- I think as we generally infer, the smaller entities carry greater business risk than larger companies.  So the sort of structure that is put in place currently seems to fit in well with that.


Some disadvantages is to -- it seems to me, is to have an analytical framework that actually is workable and is empirically based.  It seems to me that it is difficult to define that.  Certainly for further analysis, empirical work along this line is needed.  And then, finally, another disadvantage, of course, as it's been alluded to so far today at one point, is that it would be difficult for the LDCs to kind of, as a practical matter, just match up to the prescribed regulatory capital structure.  And if they can't, then that means that they're over earning or under earning.  Earning can go in both directions.


Now, with regards to this second question, the second part of question 2 here, on this issue, at least as far as I'm concerned ‑‑ and I would invite anyone to jump in and define or at least provide me with some help here, but I don't know the answer to this.  I would have to research this issue as to whether or not business risks of the larger and smaller firms are converging or diverging.  I just don't know.


MR. KALYANRAMAN:  To the extent it is the assessment of business risk has more or less been a subjective matter, I think all of today, for example, how do I look at business risks of Ontario LDCs?  Do we look at the allowed returns and actual returns?  We have done the study, and I shared that with the Board Staff on an earlier occasion.  


But if you discount the fact that we're in a period of transition, and therefore the regulatory regime is not appropriate for us to draw lessons from, then we have to look at data from other sources.  And, therefore, it raises the fundamental question of:  How do we objectively quantify risks for LDCs in Ontario?  


The only other way to look at it is look at other jurisdictions and draw lessons from other jurisdictions and perhaps apply them to the LDCs in Ontario.


MR. CAMFIELD:  I'll say this.  If you had plenty of historical data, data running back a number of years, say, 15, 20 years, perhaps longer, you can develop an appropriate set of metrics that would look at a variation, statistical variation, captured in, say, the operating income or returns to shareholder investment, and those sorts of metrics might provide insight on cash returns of capital, overall, including depreciation.  


Those types of analyses, looking over many years, might be able to shed light on whether or not business risk for larger and smaller distributors are divergent.  But I know of no other methodology offhand, and even that would not be getting at the issue of capital market risk, per se.


Question number three:  Should the Board provide incentives for new infrastructure?  I heard it expressed earlier that they shouldn't.


We would suggest that the Board, yes, consider higher rate of returns in the case where LDCs face substantial rates of infrastructure investment, and that's because, as I mentioned, at least in my experience in a lot of cost analysis in both the United States, as well as my experience here, the incremental investment on new physical capital can be way, in order of magnitude, almost, in some cases, greater than the investment costs.


So if it's not that -- and there are difficulties in implementing, I think, in deciding on how a rate of return incentive would work.  Certainly in the United States we are facing this very issue right now.  It's before the Federal Energy Regulatory Commission.  In fact, they have a docket on it, as regards to transmission.


But if you don't do it that way, then I would suggest that the Board consider some sort of regulatory mechanism that expedites the recovery of the infrastructure investment loss.


Number four, implications if distributors rely solely on long‑term debt.


This question surprised me, really, but our thinking is that if that's the case, if you find an LDC that is wholly financing its assets, its rate base, essentially, with debt, that some other entity is apparently bearing very high default risks, and, accordingly, we would suggest that the Board, in that case, then set the LDC's rate of return according to proper weighted average cost of capital methods within an acceptable range; in other words, depart, essentially, from that capital structure, should they find one that is financed exclusively with debt.


Two issues here, I think, are overriding, and that is that, first of all, that distributors need to price the buyer services appropriately.  And so even if we had an LDC with [inaudible] shown on its books, 100 percent debt, and that was the means by which it appeared that it was financing its assets, its rate base, giving rise to potentially very low rates of return, lower prices, the important question is whether or not that is appropriately pricing the distribution services.  


And we would suggest that the Board take that into account; namely, that the efficient pricing of the services is important, and that rate of return -- in setting the rate of return at the cost of capital, accounting for risk is part of it.


Then, secondly, the Board has a statutory requirement to just set a fair rate of return that's consistent with its what I call regulatory duty.


Question 5, should the Board use one or several methods to determine the rate of return?


My colleagues and I are attracted to using several methodologies and not sticking with the capital asset pricing model which, very clearly, has stronger theoretical foundations than other methods.  And that's just because of difficulties in the CAPM estimates.

     There are real serious issues in estimation of beta and drawing upon the empirical evidence of equity markets to estimate the CAPM betas, and then apply them in a way that is going to give you an estimate that is consistent and is not prone to substantial levels of error.

     Any study of CAPM betas finds often substantial

variations that, for individual stocks, makes it difficult to argue, I think at least across the board, that you can

apply CAPM with confidence in isolation from other 

methodologies.

     So, for that reason, we're attracted to using a broad

brush of methods, and through -- I do like the idea of a

panel of experts that would be called to provide, perhaps, recommendations regarding rate of return and presenting

those recommendations before the Board, but I would suggest

that the Panel draw upon a broad range of methods.

     Question number 6 here:

“Is there information from the financial community that suggests a liquidity crisis as it would be defined – that is, you cannot raise new money.”

     I know of no such experience.

     If you look at it more generally, as I've tried to 

codify it in this text here, this response, it's a question of where essentially you look at the liquidity as the

availability of capital at various interest rates,

essentially a supply function of capital.  Then, depending on the shape of that function, then you can run it

through some issues of capital availability over some

situations and circumstances.

     And I cite one here down at the bottom of this page

15; namely, the experience of public service company in New

Hampshire, which during the late 1970s and early ‘80s

was burdened with the financing LDC [inaudible].


And this was a point in time where -- of course, these were very high interest rates anyway.  Very high capital

costs period, from the United States.  And they were able to raise capital, but it was at extremely costly terms.  In fact, it cost rates here that were greater than the cost of equity capital, at least by my estimation.

     On this question 7, related to dividend restrictions,

Guru, would you like to speak to this, please?

     MR. KALYANRAMAN:  The members of our association at the EDA [inaudible] strongly feel that imposing dividend restrictions after having determined rates that are fair and reasonable based on the cost of capitalization [inaudible] practice, primarily for two issues.  


Number 1, the [inaudible] of LDCs, being business

corporations, have a fiduciary responsibility which is well

laid out in the Ontario business Corporations Act, and have another responsibility to ensure that they meet the best

commercial and fiduciary interests of the company.  So are we suggesting that some of them are not performing as per this responsibility?  Should we be governing that? 


The association feels that we should be doing so.  And in any case, the Ontario Energy Board, you know, is always engaged in ongoing current reviews as well as the cost of prices for distribution services, compensation for labour, salaries, et cetera.

     So this, you know, we feel that putting an extra

restriction over and above the regulatory mandate that exists would not be in keeping with the spirit of light-handed regulation.

     Just speaking to this point, and I’ll go quickly to focus on the working capital allowance.  I thank Staff for 

providing the answer but my question still remains.  And

basically our suggestion is that a determination of working

capital allowance should be a separate initiative.  This is

consistent with the Board's announcement that as part of the multi-year rate-setting there would be an initiative on

working capital allowance.  We did hear that, and we are pleased for that.  


Coming back to the Board proposal.  Sorry, Staff

is proposing that the working capital allowance and

short-term debt be used in the capital structure be 8

percent of the rate base and alluded to the

Hydro One study.

     I'd like just to bring attention to Hydro One study. 

In Hydro One study, what it established was the key drivers 

to a lead and lag study of a working capital allowance,

if you round the numbers it becomes very evident that the

key driver for working capital allowance is the cost of power. So unless a relationship between cost of power and rates is established to be the same for all LDCs as for Hydro One, we'd be drawing wrong conclusions.

     In other words, since the amount of power that an LDC

delivers over a year, which is used in the current

calculations of the working capital allowance or the cost of power is the same for all LDCs in relation to the

distribution of assets in the rate base, the working -- you

know, we cannot suggest that it should be delivered at 8

percent of rate base.

     And, in fact, if you go into the material that's being provided by the doctors, Dr. Lazar and Dr. Prisman, from which brings out the current relationship between working capital allowance and rate base, or [inaudible] and you can see that the figures are all over the place.  Unless we do a proper study of this for all LDCs, which I think the Board has suggested as part of the multi-year rate setting, we may be putting an added restriction on the short-term debt by suggesting it should be 8 percent.  And the association would be very pleased to further state what we practice before we draw any conclusions on that.

     The last point is about eligible investments.  Between the municipal mandate and any restrictions that exist and the amount of investments that municipalities can make in LDCs, this point has been brought out a number of times yesterday, and even today.

     Put simply, if an LDC were to adjust its capital

structure to be the proposed [inaudible] structure…  Some LDCs, and notably the smaller size one, would have to

take on extra debt.  That extra debt, under the current

municipal regulation, would have to be third-party debt.  Is this an intended consequence of the Board proposal -– that is the question -- and has that been examined in detail in the stock paper?  I don't think.  We haven't seen evidence of that, and we need to address that before we go further down the path. 


And, in fact, some of the assumptions that have been made in terms of funding LDCs, at least the smaller sized LDCs, if there is such [inaudible], that the shareholder, or the owner, can exchange cash or debt.  That assumption is wrong, because, and may not be true for all LDCs and may not be true for all municipalities.  These are some of the contexts, I think, that the association is suggesting that the Board and Board Staff look into before arriving at the impact of cost of capital on LDCs and in meeting the fair and reasonable rate standard.

     That concludes our presentation.

     MR. KAISER:  Thank you, gentlemen.  We'll take the

afternoon break at this point.  

     --- Recess taken at 2:44 p.m.


‑‑‑ On resuming at 3:15 p.m.


MR. KAISER:  [inaudible]

QUESTIONED BY MR. SHEPHERD:


MR. SHEPHERD:  I'll take that as a hint.  I'll do my best.


You mentioned a study that the EDA did on allowed versus actual returns? 


MR. KALYANRAMAN:  A comparison of allowed versus actual returns for LDCs in Ontario.


MR. SHEPHERD:  Is that a public document?


MR. KALYANRAMAN:  No.  It's done by Staff in‑house at EDA.  And we shared the results in one slide that we presented to OEB Staff about a few weeks ago as part of the stakeholdering on the cost of capital determination.


MR. SHEPHERD:  Okay.  So would you mind filing that study so that everybody can see it?


MR. KALYANRAMAN:  Can I commit to it later?  I need to go back to EDA staff to confirm that.


MR. SHEPHERD:  That's fine.


Mr. Camfield, just one sort of administrative matter.  I did notice in your CV, in the materials that you filed -- would you find filing that so that we have that?


MR. CAMFIELD:  [inaudible]


MR. SHEPHERD:  Thanks.  We know who you are already, but it would be nice to have it on the record.


You talked about flexibility in capital structure, and so I have a couple of questions about that.  The first is:  One way of doing that would be to simply set an after‑tax weighted average of cost of capital and tell the LDCs, Decide your own capital structure and here's how much you have to play with, right, and then they could optimize?


MR. CAMFIELD:  Yes.


MR. SHEPHERD:  Tell us about the advantages and disadvantages of that.


MR. CAMFIELD:  Well, I think there is, number one, whether or not they can get there to satisfy that capital structure.  Secondly, it's not clear that that prescribed capital structure would be the optimal capital structure.  And, thirdly, it's -- given the multi or individual nature of the capital, the issuance of capital and so forth for the very small LDCs, it may be very difficult for them to match up with a prescribed capital structure.


MR. SHEPHERD:  Sorry, I'm being unclear.  I'm suggesting the possibility that instead of prescribing the capital structure, the Board prescribes the weighted average cost of capital, after tax, and says, You, utilities, decide what capital structure you want, as long as you maintain your own financial viability.  If you want all debt, if you want all equity, decide.


MR. CAMFIELD:  And what if the actual cost rates of one LDC is quite a bit greater than that of another?


MR. SHEPHERD:  What kind of actual cost rates are you talking about?  Do you mean the ones ‑‑


MR. CAMFIELD:  Cost rates for, say, debt or the longer-term debt that they actually have in place.  There are various concerns, that I can't fully think of, might be very relevant and make it difficult for them to ever match a prescribed rate of return.  


I appreciate your question, Mr. Shepherd.  I'm going to have to think about that a little bit.  There might be merit to that.  I'll pull that around.


MR. SHEPHERD:  The reason I asked about that ‑‑ I'm not actually proposing it, trust me.  The reason I asked about that is because you suggested a variable equity layer, right, 42 to 52 percent?


MR. CAMFIELD:  That's correct.


MR. SHEPHERD:  And I don't understand why any utility that's financed, essentially, entirely by a municipality would choose anything other than 52 percent equity to maximize the capital ‑‑ the amount payable to the shareholder.  Why wouldn't they do that?


MR. CAMFIELD:  You're saying take the -- well, under the policy idea of a flexible capital structure, take the maximum at 52, just set it right there, and then --


MR. SHEPHERD:  No, again, I'm not making myself clear.  I'm not suggesting that the Board order that.  I'm saying that the Board allows a flexible capital structure of 42 to 52 percent.  Why would any utility that is financed by its municipality, both debt and equity, which is most of them

-- why would any utility choose an equity number different than 52 percent?


MR. CAMFIELD:  They would consider a greater debt participation, greater than implied, 48 percent, simply because of the constraints in which they operate.


I see your implication, though.  Your implication is this, that given the flexible range and given the option to just set it within that range, take the maximum because that's a higher rate of return.  Is that what your implication is?


MR. SHEPHERD:  That's the higher rate of return for the shareholder, yes.  It's the economically rational thing to do; right?  


MR. CAMFIELD:  It might be.  I have to agree with you that it might be the optimal thing to do that they would just naturally select that.  I'll have to think about the inherent incentives associated with a flexible capital structure.


MR. SHEPHERD:  Thank you.


One of the things you talked about in your presentation today ‑‑


MR. CAMFIELD:  What you're saying is it's not incentive‑compatible?


MR. SHEPHERD:  Yes, I'm saying [inaudible].


MR. CAMFIELD:  Yes.  I'll roll that around.


MR. SHEPHERD:  One of the things you talked about in your answers to the questions in your presentation today was your statement about the all‑debt scenario.  Aside from the other problems that there are with it, it has the problem that it means your distribution service is priced too low.  And I take it what you're saying is that sends the wrong market signals?


MR. CAMFIELD:  That's correct.


MR. SHEPHERD:  And the impact of that is that people will assume too much of the resource because it's underpriced?


MR. CAMFIELD:  Well, there's that.  There's also the issue that an all‑debt capital structure is not tenable.


MR. SHEPHERD:  No, I understand that.  I'm not ‑‑


MR. CAMFIELD:  In that situation, okay.  So what we're saying, if it were to exist, then somebody else, or some other entity is wearing the risk.


MR. SHEPHERD:  One of the things you recommended is that the Board be willing to depart from the standard ROE for particular LDCs, presumably, if they can demonstrate that if an ROE is appropriate for them, have a different risk level; is that right? 


MR. CAMFIELD:  That's correct.


MR. SHEPHERD:  So I have two questions about that.  I would have thought that that would create an asymmetrical bias in favour of higher ROEs on average, because only the LDCs that wanted the higher ROE would ask for it; is that right? 


MR. CAMFIELD:  Presuming that the Board would award it to some, but the incentives have to be right.  That is to say the LDCs certainly, in arguing that case, would have to make the reason why they get it -- and I would manage that the Board, certainly in its discretion, would take account of, Well, if we do this, what are the implications in terms of the overall welfare to retail electricity consumers?  And it would have to show the benefits of that.


MR. SHEPHERD:  The other implication of that is ‑‑ and I guess one way of dealing with it is --


MR. CAMFIELD:  Yes.


MR. SHEPHERD:  -- that you could say, Well, if the riskiest utilities are going to be separated out of the group, then the default ROE has to be lower, because the average ‑‑ the appropriate amount for a lower risk group of utilities is a lower amount; right?  That's mathematically correct?


MR. CAMFIELD:  That's part of an average.


MR. SHEPHERD:  And so if you did that, you could set a lower ROE as the default, and then say to the utilities, We're assuming that everybody who's really risky is going to ask for more, so we won't count that.  If you want more, ask more.  


You could do that; right?


MR. CAMFIELD:  Sure.


MR. SHEPHERD:  The second question I have about this is a more practical one.  We have 92 utilities in the province.  Aren't you concerned that if there's an exception built in that involves business risk, which is obviously something that you can talk a lot about, as we see, that means that we're going to have hearings up the yin‑yang for the next couple of years?  Isn't there a regulatory problem with this?  


MR. CAMFIELD:  I hadn't thought about it.  What you're suggesting is that a variable ROE introduces regulatory transactions costs.  Is that what you're suggesting?


MR. SHEPHERD:  Exactly.


MR. CAMFIELD:  I'm not sure that it would.  As far as rate of return on equity is concerned, perhaps, but at least in using an actual capital structure and observed cost and rates as far as the long-term and short-term debt are concerned, I'm not sure that's right, Mr. Shepherd.  


I mean, it would seem to me that the LDC could just include that information as part of its regulatory filing.


MR. SHEPHERD:  Well, but what you're proposing is that LDCs can ask for an exception to the default ROE based on

the fact that they have higher business risks than the norm, right?

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  So wouldn't they have to then lead

evidence as to how their business risks were higher and have a hearing about it?

     MR. CAMFIELD:  That's implied.

     MR. SHEPHERD:  Having said that --

     MR. CAMFIELD:  Okay, but the extension we have to

consider here, and I think this is important, is simply 

that, as regards to exemptions on any regulatory policy

report, an LDC can file for an exception.

     MR. SHEPHERD:  Although the Board can send a message, and it typically does.

      You -- actually, it wasn't you, Mr. Camfield, I think

it was Mr. Kalyanraman -- I think the position of the EDA is the Board should have no involvement in the dividend policies of the LDCs; is that correct?

     MR. KALYANRAMAN:  To rephrase what I said, I said that the Board, the association feels that additional restrictions on payment of payouts of dividends

for LDCs would not be sending the right regulatory signals.

     MR. SHEPHERD:  But part of the Board's responsibility

is to maintain the financial viability of its regulated

entities.  They're concerned about that?

     MR. KALYANRAMAN:  Right.

     MR. SHEPHERD:  And part of that is supervising their

dividend policies, isn't it?

     MR. KALYANRAMAN:  That's right.

     MR. SHEPHERD:  So you're not suggesting that they stop doing that. 


MR. KALYANRAMAN:  All I’m suggesting is that under

the Ontario Business Corporations Act, as responsible LDCs

and boards of LDCs, they have a fiduciary responsibility to

ensure that the positions that they take are in the

commercial interests of those LDCs.

     Should we add a layer of regulatory [inaudible] over that?  That's the question that we're asking.

     MR. SHEPHERD:  So then that's the question I'm asking

you, is are you telling the Board, don't look at whether

the utilities are paying out too much money and hurting

their financial position.  Don't look at that?

     MR. KALYANRAMAN:  I'm not suggest that they don't

look at that.  I'm saying that they could continue to look

at that.  And that's part of the Board's [inaudible] reporting requirements.  I am suggesting, should we be sending the signals as part of a determination of the cost of capital, that we're going to add another regulatory layer in terms of [inaudible] in the form of regulations and legislation is the question that I posed.

     MR. SHEPHERD:  I understand.

     I have to confess that I had a hard time following

your discussion about working capital.  And so I just want

to ask one question about it.  Yes, we're back to math; I'm

sorry.

     You're saying that there's not a predictable

mathematical relationship between rate base and working capital, right?  So 8 percent rate base is a wrong number.

     MR. KALYANRAMAN:  No, I'll say that again.  I'm

suggesting that currently, as part of the 2006 EDR filing,

there's an applicable and clear relationship between working capital and rate base in that the working capital is determined, the allowed working capital is determined to be 15 percent of the cost of power plus allowable expenses.

     MR. SHEPHERD:  Sorry, that's not my question.  I'm not

talking about what the Board rules, I'm talking about the

real world.  In the real world you need a certain amount of

working capital.

     MR. KALYANRAMAN:  Absolutely.

     MR. SHEPHERD:  And you can do that by lead-lag study,

but you can also estimate it, right?

     MR. KALYANRAMAN:  Right.

     MR. SHEPHERD:  So the Board is saying, let's use sort

of eight 8 percent as approximate for that, for this conference, right? 

     MR. KALYANRAMAN:  Right.

     MR. SHEPHERD:  And you're saying 8 percent is the wrong number because it's a percentage of rate base and working capital is not naturally tied to rate base.

     MR. KALYANRAMAN:  What I'm saying is we have to

establish -- my question is is the rate base the key to

determining working capital, and my answer is no.  The cost

of power.  It's the cost of power that's the key determinant of working capital, and that has been established through a Hydro One study.

     MR. SHEPHERD:  It's actually the cost of power and revenue, and [inaudible] throughput, right?

     MR. KALYANRAMAN:  That’s the formula, but what is the key determinant for the lead and lag stud?  If I round the figures suggested in the Hydro One study, it tells me that when you reach the final conclusion of the study it suggests that the key determinant of the working capital allowance, which is meant to basically bridge finance [inaudible] between the [inaudible] ISO, or created supply, and the time that it receives money from its customers is a key determinant of the working capital.  And that happens to be -- the key driver happens to be the cost of power.

     I'm suggesting, therefore, look at cost of power as opposed to the rate base.

     MR. SHEPHERD:  Is there a mathematical relationship? 

Could you do a formula that relatively fairly approximates

what the appropriate working capital allowance is based on a cost of power throughput?

     MR. KALYANRAMAN:  In fact, what I can suggest is not

exactly a formula, I can give you a study that has been put

forward by California regulators as to how to determine the working capital allowance. They call it the cash working

capital allowance, they define it, and they suggest studies, and this is posted on the Internet.  I got it from my research.  It's available to study how a cash working capital allowance could be determined.

     MR. SHEPHERD:  Don't tell it to me now, but I wonder if you could give us that reference so we could...

     MR. KALYANRAMAN:  Certainly, with pleasure.

     MR. SHEPHERD:  And we'd like it on the record at some

point.

     MR. KALYANRAMAN:  Yes, and provide the reference. 

     MR. SHEPHERD:  Thank you.  Back to you, Mr. Camfield. I've asked this question of other people and I'm going to ask it of you too.

     You propose that the ROE for -- sorry, you propose

that the capital structure be variable, right?

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  Never mind.  I'm not going to ask you

that question, then.

     One of the things you have proposed, though, is that

-- and tell me whether this is correct -- is that when debt is put -- if long-term debt is put in place between the utility and an affiliate like the municipal shareholder, that that  rate be fixed for the term of the debt.  Correct?

     MR. CAMFIELD:  That's correct.  Whoever the

lending party happens to be.  Whoever they borrow capital

from, the lending institution, in other words, providing that the cost rate of that debt is consistent with market cost rates at the time of issue.

     MR. SHEPHERD:  So, if, and I'll use City of Toronto as

an example just because I know Mr. Sardana will appreciate

it.

     If the City of Toronto goes to its shareholder today

and borrows money at 5.3 percent, let's say, which is 

market.

     MR. SARDANA:  I'm sorry, it's Pankaj Sardana. 

Mr. Shepherd, you said if the City of Toronto goes to its

shareholders.

     MR. SHEPHERD:  Sorry.  If Toronto Hydro goes to the City of Toronto and borrows money at 5.3 percent, and that's market.  Let's just say that, okay?  And next year the rate -- the market rate for similar debt is 4.8 percent, you're saying 5.3 percent should continue.

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  And if the market rate next year is 6.5

percent, you're saying 5.3 percent should still continue;

correct?

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  Of course, if the utility's wholly owned by the shareholder the shareholder can simply cause the utility to repay the debt at 5.3 percent and borrow it again at 6.5, right?  What's to stop that?

     MR. CAMFIELD:  Can I hear that again?

     MR. SHEPHERD:  There's outstanding debt at 5.3 percent.

     MR. CAMFIELD:  Yes.

     MR. SHEPHERD:  Newmarket rate is 6.5 percent. 

Shareholder can cause its wholly owned company to repay the 5.3 percent debt and borrow instead from the City at 6.5 percent, right?

     MR. CAMFIELD:  They can do that.  Presumably.  I don't

know what sort of limits and so forth there might be on the

issuance but -- there's that sort of time arbitrage

opportunities that are available.

     MR. SHEPHERD:  So do you agree that if the Board were

to adopt the principle [inaudible]?

     MR. CAMFIELD:  Well, I'm not sure.  I think the

relevant question is what are the inherent incentives in

place under the regulatory regime to minimize costs? 

Because the scenario that you've created, which I think is

an interesting scenario, Mr. Shepherd, suggests that the LDC may take some action that may not minimize costs to retail consumers as a whole.

     That I think is a relevant question.

     MR. SHEPHERD:  You agree that even when the

shareholders are municipalities, or have a mandate of their own, there is potentially some tension between the shareholders' interests and the ratepayers' interests?

     MR. CAMFIELD:  Yes.

     MR. SHEPHERD:  Indeed, we see around this table those

different interests being argued, right?

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  All right.

     MR. CAMFIELD:  I would agree with that.

     MR. SHEPHERD:  A number of people have said that -- a

number of the experts here said that if a utility is

purchased at a premium from book value, that that implies that the market rate of return is lower than the actual rate of return the utility is experienced [inaudible]; right?


MR. CAMFIELD:  On book value?


MR. SHEPHERD:  Well, no.  If I pay 150 percent of book value, that means I'm willing to accept a lesser return than the utility has actually earned; right?


MR. CAMFIELD:  Well, in the case of a purchase of an asset or a purchase of a firm, the sale can occur at a price ‑‑ the sale price can occur at greater than book value for any number of reasons.  They may be, yes, because they expect that the realized rates of return on the book value - I think this is what you were suggesting - are greater than the market cost of capital.


But it also may reoccur because of any number of synergies that may be present between a purchasing entity or firm and the assets and resources that they might get in the purchase of another company, or firm.


So, in other words, the rates of return on the book value of the purchased firm in a transaction like that can be way above market cost of capital, or below, but because of the synergies that they're able to get, because bringing things to ‑‑ the resources together that they get out of this combined entity may cause that it could be trading above book value for that reason.


MR. SHEPHERD:  But let's say that I'm Verizon utilities, because I don't want to pick on City of Toronto.  And I want to go out and buy another utility, and I do an internal analysis.  And in that internal analysis I say, You know, they're making about 10 percent, but I'm going to have to pay a big premium, and so at the get‑go, I'm only going make 5 percent, but I think I can get synergies up to 7 percent.


Seven percent is a market rate; right?  If I do that analysis, then I'm saying 7 percent is what I think is a reasonable rate of return on that purchase; is that correct?


MR. CAMFIELD:  That's your premise, yes.


MR. SHEPHERD:  Okay.  Have you had experience with utilities owned by municipalities and other public sector entities?


MR. CAMFIELD:  Yes.


MR. SHEPHERD:  Is it generally true that the returns that the shareholder gets in those cases are higher than the returns they get in their other investments, generally speaking?


MR. CAMFIELD:  I don't know.  I haven't analyzed that question, the specific question of whether a municipal electric department, for example, earns rates of return to its shareholder, the municipality, that are greater than the municipality gets on other investments.  I think that's your question.


MR. SHEPHERD:  Yes.


MR. CAMFIELD:  I haven't studied it.


MR. SHEPHERD:  You haven't seen anything like that ‑‑ you haven't noticed that anecdotally in your travels?


MR. CAMFIELD:  Not that I can think of.


MR. SHEPHERD:  Mr. Carmichael said the other day that one of the reasons why municipalities won't sell their utilities is because they're cash cows.  They like this cash coming in and they don't want to give it up, even for a big capital gain.


Can you comment on that?  Do you agree that that's probably true?


MR. CAMFIELD:  In the United States, the municipal electric companies set their overall costs not as we do here, but, rather, set it on a cash basis.


So they determine their costs just on the basis of an annual cash cost need, where that need includes adequate coverage on the debt.


MR. SHEPHERD:  So the municipalities don't ‑‑ it's not a cash cow for them?


MR. CAMFIELD:  Well, it can be.  Let me elaborate.


Where it can be a cash cow is in the case of the internal cash flows related to the depreciation expense and other tax benefits realized by the municipality.  For example, it's common for a municipality to charge fairly high revenue taxes on electric services provided by the electric operations.


So those sorts of returns, not in the form of, necessarily, a return to shareholder equity, I would imagine are relevant, though I just have not studied it.  Am I answering your question?


MR. SHEPHERD:  Yes.  Yes.  You comment on page 14 of your pre‑filed evidence, and also on page 21, to the effect that LDCs are providers of last resort of electricity, and, as a result, they invest in unprofitable assets.  I don't understand how that is.  Maybe you can help us with that?


MR. CAMFIELD:  The language needs to be clarified, but what it means there is rates that are set according to embedded costs, the utility faces, as most utilities had in place, a provider of last resort requirements, obligations to serve.  And so in the case of where that obligation involves a commitment of very costly capital, then the incremental cost associated with that investment under the provider of last resort requirements can be greater than the incremental revenue flow they get.


MR. SHEPHERD:  And that I don't understand.


If you've got a cost of service, don't you recover what was spent? 


MR. CAMFIELD:  Well, recall that in one of our presentation slides was the provision, as an option for the Board to consider, the expedient incorporation of incremental costs.


Now, under that provision, they don't necessarily lose money, because you would be recognizing quickly, right away, the investment associated with the facility is associated with the obligation to serve, if you see what I mean.


MR. SHEPHERD:  No, actually.


MR. CAMFIELD:  Well, let's imagine that on an embedded cost basis, the distribution facilities -- and let's see how costly they --


MR. SHEPHERD:  Instead of giving me an example, which, trust me, would make my brain go to mush at this point of the day, maybe I can just ask you a different question.


You're not saying that they'll invest in uneconomic assets; right?  You're saying unprofitable, which are quite different; right?


MR. CAMFIELD:  That's correct.  Oh, yes.  It's just unprofitable for them, but until the time where they can get that investment included in the rate base.


MR. SHEPHERD:  So it's the short-term impact that may be of concern?


MR. CAMFIELD:  That's right.


MR. SHEPHERD:  Okay.  I've got that.  Now, you talked at page 23 of your material about ‑‑ this is again your pre‑filed.


MR. CAMFIELD:  Mr. Shepherd, if I may just elaborate on that a bit, because I think it's important, at least in the context, again, of the United States, and that is that utilities in the US often went for several years without making changes in their rates.  So there can be quite a lag there between the point of time the investment is made and incremental costs with respect to the embedded costs at which the rates are charged.


MR. SHEPHERD:  Generally, you would anticipate that in a cost-of-service regime like Ontario, that even if you have IR, that you're going to project.  It's a forward test year system, right, and so you're going to project not only the costs that you know about, but also some component of costs for the fact that there will be people coming and asking to attach which were the expenses; isn't that right?


MR. CAMFIELD:  That's correct.  So you can offset it just through a projected test year, is what you're suggesting.  There are proforma adjustments to historical.


MR. SHEPHERD:  Let me go to page 23.  You talked about the incentive regulation scheme and how it affects risk.  And I guess the simple question is, relevant traditional costs -- forward test year costs of service -- is the proposed second generation incentive regulation scheme higher or lower risk, relative to traditional forward test year cost of service?


MR. KALYANRAMAN:  Can you please tell the page number again so that I can get the reference?


MR. SHEPHERD:  Twenty-three.


MR. KALYANRAMAN:  And your sentence?  Please repeat the sentence.


MR. SHEPHERD:  It's in the paragraph that starts out: 

"Several issues specific to Ontario Regulation of LDCs bear significant relationship to the regulatory risk factor."


MR. KALYANRAMAN:  Thank you.


MR. SHEPHERD:  So we have the conventional paradigm of forward test year cost-of-service.  And what's being 

proposed is an IR system of three years or so.  To your

mind, does that increase risk or decrease risk?

     MR. CAMFIELD:  Depending on how it's done, I think it

can increase risk.  In previous comments I had mentioned the formal technical study that was published in the Journal of Regulatory Economics that I want to make available to all parties here.  And that study pretty much concludes that the context in the UK, that the

regulatory regime which was being changed had substantial

impact on the risk premium of the regional electric company.

     MR. SHEPHERD:  Okay.  Let's disaggregate the impacts,

though.

      There's an increase in risk because of change by

itself, whatever the change is.  Change increases risk.

     MR. CAMFIELD:  That's right.

     MR. SHEPHERD:  And there's a separate impact which is

which system is perceived by the marketplace to be a greater risk to the regulatory system, right?

     MR. CAMFIELD:  I see what you mean.  In other words, we're comparing systems. 

     MR. SHEPHERD:  That's right.

     MR. CAMFIELD:  Well, on --

     MR. SHEPHERD:  It's true, isn't it, though, that IR is

conventionally considered to be lower-risk?

     MR. CAMFIELD:  In--

     MR. SHEPHERD:  Investors, yes.

     MR. CAMFIELD:  Oh, I don't think that's necessarily

true.  I think it depends on the regime itself, the

regulatory governance rules.  I think you would have to look at and try to -- and of course it's hard to do this quantitatively, but you would have to qualitatively assess the rules and the implications.  I would imagine that you would look at some historical information, examine market risk impacts as a result of change in regime, and of course that was very much relevant in the United States over the last 10 to 15 years.

     But your specific question is the second generation IRM with respect to the current regime; is that correct?

     MR. SHEPHERD:  Yes, and what's been proposed by Board

Staff.

     MR. CAMFIELD:  Yes.  We would suggest that because you

can't tell exactly what is going to come out of this process, at this point in time, that the mere consideration of a change can increase risk.

     MR. SHEPHERD:  Okay.  The last thing I want to ask you

about, and I sort of have a couple of questions around it,

is you've suggested that the cost of capital in the United

States is relevant to cost of capital for Ontario LDCs,

correct?

     MR. CAMFIELD:  That's correct.

     MR. SHEPHERD:  So the first question, I guess, is --

I'm taking it that you don't have any empirical evidence

that Ontario LDCs compete for capital outside of Canada, do

you?

     MR. CAMFIELD:  Directly?

     MR. SHEPHERD:  Yes.

     MR. CAMFIELD:  I do not.  I believe this

question was listed --

     MR. SHEPHERD:  Yes.

     MR. CAMFIELD:  -- in your pre-filed question list.  And I'm actually pursuing that question.  I just don't have an answer back yet.

     MR. SHEPHERD:  If you have data on that, that would be

very useful.

     MR. CAMFIELD:  Yes.  I'm trying to see what I can find

out on that.  I have contacts in the investment banking

community and will see if I can get you an answer.

     MR. SHEPHERD:  Can you tell us whether municipal bonds in the United States are higher or lower debt rates, generally speaking, than municipal bonds in Canada?

     MR. CAMFIELD:  I don't know for sure.  I think they're

very similar, but I'm not sure.  Let me check on that for 

you and get you an answer.

     MR. SHEPHERD:  And then, in your tables you have -- I'd asked you to refile appendix 3 to include all distributors; there are some missing.  Will you do that?

     MR. CAMFIELD:  Yes, we will do that if we can.  In

other words, I filed the data that I had available to me,

Mr. Shepherd.

     MR. SHEPHERD:  It's just that the ones we're missing 

-- sorry.  They were the ones we wanted to see.

     MR. KALYANRAMAN:  Can I add something in answer to that question?

     MR. SHEPHERD:  Yes.

     MR. KALYANRAMAN:  I suppose appendix 3, this data was

provided to Christensen Associates by the data the EDA

collected.  And quite simply, this data was pulled out from the EDR applications [inaudible].  To the effect that this contains anything more than what was suggested by the EDA, that's not so.  So it's part of the rate filing; we use the same procedure to what is essentially publicly available data.

     MR. SHEPHERD:  It's still a useable comparison, and it would be more useful if it were complete, that's all.

     Two other things, briefly.  In your data in your

tables, Mr. Camfield, the US non-utilities have a lower

beta than the US utilities.  That didn't seem intuitive  to me, and I wonder if you could comment on that.

     MR. CAMFIELD:  Well, in the estimation of any CAPM 

beta, there is a fair amount of estimation error.  So we could be looking at differences that are just due to estimation error, sample error, though there are

two sizeable samples here.  So it's probably not quite that.

     MR. SHEPHERD:  It is counterintuitive that 

non-utilities would, over a broad range, have a lower beta

than utilities, right?

     MR. CAMFIELD:  Well, these are low-risk industry

companies, according to several metrics that I tabulated. 

In fact, I've got tables of metrics on the risk

characteristics that I will file in the final report.  I

just didn't get it in here.

     MR. SHEPHERD:  No, the last --

     MR. CAMFIELD:  The point is that --

     MR. SHEPHERD:  That's okay.  Go ahead.

     MR. CAMFIELD:  I just wanted to elaborate and say that, just prima facie evidence, just have a lower systematic risk, as suggested by the lower betas.  And it could be the relationship of the underlying business and the entities with respect to a business cycle, whereas in the case of the electricity utilities, their levels of output, for example, vary with regards to the business cycle, and so they may move more closely to the business

cycle than the non-utility companies.

     MR. SHEPHERD:  Finally, on page 46 of your pre-filed, you propose that the Board use a multi-factor model as the right way to do it.

     MR. CAMFIELD:  You're referring to the APT model?

     MR. SHEPHERD:  I don't know what it's called.  You said you had a model.

     MR. CAMFIELD:  Yes, a multi-factor model in lieu of a

single-factor CAPM model.

     MR. SHEPHERD:  Yes.

     MR. CAMFIELD:  I think that's potentially viable.  I

don't know that it's terribly viable at an empirical level

in Ontario but we should investigate that.

     MR. SHEPHERD:  This is your proprietary model?

     MR. CAMFIELD:  It's an estimated model that we have

developed for clients.  In the United States, it's a

research-grade model.  It's not a formal model.  But we

found factors that could explain market rates of return for

electric utilities.

     MR. SHEPHERD:  Do you have any objection in filing it

and showing how it --

     MR. CAMFIELD:  That work is proprietary, though I've

advised my clients of this, and it's okay to mention it in

our report.  Whether it's okay to reveal that analysis or

the implications of that analysis as far as realized market

rates of return are concerned, I'll have to inquire about

that.  I'll inquire for you.

     MR. SHEPHERD:  I'd appreciate it.

     MR. CAMFIELD:  Yes.  We'll file it, we'll show that if

we can. 

     MR. SHEPHERD:  Those are all my questions.  I'm sorry I took so long.

     MR. KAISER:  I appreciate that.  Dr. Lazar, I skipped

over you.  Do you have any questions?


QUESTIONED BY DR. LAZAR:

     DR. LAZAR:  Just a few, and they relate to your

presentation.  On page 4 of your presentation, you talk about capital attraction, talking about favourable terms and conditions. 


Can you define "favourable"?

     MR. CAMFIELD:  Oh, that's a good question.  What would

favourable be?  

      Terms that would be typical terms.  Terms that would

not be unusually burdensome.  So let's imagine, for example, a utility that was in financial distress had

difficulty raising capital because of the inherent risks at

typical rates of interest, because of, say, shortages of

interest coverage, or just concerns by possible lending

institutions about the inherent risks associated with the

money that they would lend to them.

     Perhaps a large construction project.  A nuclear power

plant is the classic example in the United States, where

utilities got themselves in difficulty when they were required to raise the capital that they needed in order to

continue construction. 

     So arguably they fail the capital attraction standard.


DR. LAZAR:  Okay, but you weren't referring to a term such as issue of A grade or DDD high grade or any such thing?


MR. CAMFIELD:  Not specifically, no.


DR. LAZAR:  Okay.


MR. CAMFIELD:  In fact, regarding this issue of grade, while it might seem intuitive that utilities should seek to obtain very high levels of investment grade, in fact, it can be shown that using greater leverage, implying lower rates of return on rate base, implying lower interest coverage, and accepting lower investment grade, may be optimal from retail consumers' perspective.


DR. LAZAR:  Okay, then the next question.  On page 6 you outline, I think, four different methodologies.


MR. CAMFIELD:  Yes.


DR. LAZAR:  The question asked earlier that of Dr. Booth asked, I ask the same of you.


Is there any sort of objective set of criteria for determining how one weighs these various tests?


MR. CAMFIELD:  Oh, gosh, I don't know how that would be done.


As I've said, I'm favourable to the idea of the Board organizing a panel of experts to deal with the rate of return issue, I think which was your reasonable recommendation.  And I think that is a plausible way to deal with the issue of setting the rate of return parameters.


What is unclear is the methods that would be used specifically by the panel and how the panel would weight them.  This is ‑‑ I have no answer to this question.  It's not clear exactly how to weight them.


DR. LAZAR:  Then on page 8 you say, though, that we should take into account returns in the US.


MR. CAMFIELD:  Yes.


DR. LAZAR:  Would you convert these into Canadian dollar equivalent using forward rates, or are you just saying we'd just take US -- these rates in US dollars and apply them without any sort of conversion into Canadian dollar equivalents?


MR. CAMFIELD:  Oh, I think you should consider converting them.  But -- oh.  


[Conferring with Mr. Kalyanraman]


I see.  Thank you.  No, I would not convert them.  I don't see reason to convert them.


DR. LAZAR:  Okay.


MR. CAMFIELD:  Just at the outset.


DR. LAZAR:  Now, given that, would you advise  US‑based utilities to borrow in the Canadian market because interest rates here right across the whole spectrum are lower than they are in the US and not hedge the currency risk?


MR. CAMFIELD:  Of course not.  In other words, they would want -- if they're going to buy Canadian, they would want to do the conversion routine.  And then, secondly, they may want to hedge the currency risk, depending on how much risk that is.


DR. LAZAR:  But wouldn't Canadian institutional investors also be concerned, if they're investing in the US, to hedge the currency risks even though, without looking at the currency risk, it might appear that returns in the US are higher than they are in Canada?


MR. CAMFIELD:  That's correct.


DR. LAZAR:  Then one final question that relates to the 1 percent number you've got on this slide.  Is that pre or post‑tax?


MR. CAMFIELD:  Excuse me?


DR. LAZAR:  The 11 percent return on equity, is that pre or post‑tax?


MR. CAMFIELD:  That would be independent of tax effects.  Naturally, the LDCs will pay taxes on the returns to capital.


DR. LAZAR:  So that's a pre‑tax rate of return or an after‑tax rate of return to the utilities?


MR. CAMFIELD:  That's ‑‑ well, it doesn't account for the tax impacts.  When we talk about pre‑tax --


MR. KALYANRAMAN:  In the sense that one of the assumptions we did in writing this paper and the directions they gave us, the cost of capital that is being determined is the regulatory finance work, and from the arguments that we heard this morning, we realize the tax is a flow‑through.  And that's why within the EDA model, at least, you have demonstrated evidence of a PILs model, which is a flow‑through of the tax that is supposed to pass on to ratepayers.


So to the effect that -- has this taken tax into consideration?  No.  This has been made independent of tax assumptions.


DR. LAZAR:  Okay.  Now, the last question, it's been suggested that a longer time frame be used to determine the equity risk premium for regulated utilities.  What that does is introduce a lot more stability into your actual financial performance, much greater financial stability than is the case for non‑regulated entities, which means the risks facing investors in these utilities is substantially lower than would be the case of investing in other types of companies.  


And is that true?


MR. CAMFIELD:  I would say that's true.


DR. LAZAR:  Thank you.


MR. KAISER:  Thank you.  Dr. Booth, do you have any questions?


MR. JANIGAN:  Actually, we have some questions for Mr. Camfield.


MR. KAISER:  Well, I didn't know whether Dr. Booth was trying to get away today.  That's why I was asking.


MR. JANIGAN:  [inaudible]


MR. KAISER:  [inaudible] I know professors like to get back to teaching.


[Laughter]


We'll adjourn at this point and come back at 9 o'clock tomorrow morning.


‑‑‑ Whereupon the Technical Conference adjourned at 4:02 p.m. 
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