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‑‑‑ Upon commencing at 10:02 a.m.


MR. SOMMERVILLE:  I think we'll begin.  And I think where we're at is, Mr. Camfield, you're still on the hot seat.  

And who is next in line to ask some questions?  Dr. Booth?  


QUESTIONED BY MR. JANIGAN:

MR. JANIGAN:  I think we were up, Mr. Sommerville.  

Mr. Camfield, I'd like to turn first to your comments on page 23 of your evidence concerning Smart Meters, and this turns up in the section concerning regulatory risk.  


And I take it you believe that the Smart Meter program funding and depreciation associated with it represents some form of regulatory risk?  


MR. CAMFIELD:  I think it's a requirement, and if the capital capitals are significant, then it's an issue of regulatory risk, as are all regulatory requirements.


I think the relevant perspective is whether new mandates give rise to substantive changes in regulatory risk, and that, in turn, impacts cost of capital.


MR. JANIGAN:  And I think one of the concerns you had was concerning the depreciation rate, actually?


MR. CAMFIELD:  That's correct, yes. 


MR. JANIGAN:  Now, my recollection from the regulation of the gas utilities in this province, there have been frequent depreciation studies and changes in depreciation rates that have been brought forward from time to time for different elements of the LDC.  Are there any impediments that you're aware of that would prevent, for example, the DISCOs from going to the Board to ask for changes in the depreciation rate based on that experience?


MR. CAMFIELD:  I know of no limits of an electric distribution entity to file for changes in its distribution rates.


MR. JANIGAN:  It would have to get a new depreciation study, presumably, and bring it forward with an application, this sort of thing.


And, as well, I guess if they had to be replaced early, the cost of the new assets would be included in their rate base and collected in the normal fashion through rates?  


MR. CAMFIELD:  I understand that that has not yet been determined.


MR. JANIGAN:  Okay.  I wonder if I could look at your equation on page 25 that you --


MR. CAMFIELD:  Yes.


MR. JANIGAN:  -- evolved to look at risk.  And I just have a few questions concerning the application of the equation or the meaning of the equation.


I take it that R is a pre‑tax rate, an actual rate of return; am I right on that?


MR. CAMFIELD:  That's correct.  Mm‑hm.


MR. JANIGAN:  And if there's no variability in R, then the debt part does not magnify anything; would that be correct?


MR. CAMFIELD:  Yes, I think you have it right.


MR. JANIGAN:  Okay.  And so, in that circumstance, there would be no increase in risk to the common shareholder?


Is there something you want to add, or shall I just move on?


MR. CAMFIELD:  I just want to answer your question.


MR. JANIGAN:  Okay.


MR. CAMFIELD:  If I could have just a moment?


Well, I think we have to look at this in a general sense, and it would seem to me that the increase in debt participation would give rise to a change in ‑‑ change in coverage and, thus, impact -- impact the total rate of return in that way.


MR. JANIGAN:  But my question dealt with if there's no variability in R, then, as you agreed, debt doesn't magnify anything and, therefore, you wouldn't have an increase in risk in that circumstance?


MR. CAMFIELD:  Yes, I think that's right.


MR. JANIGAN:  On page 26, there's discussion about Ontario LDCs competing in the global market for capital, and indicates: 

"The capital markets are much more integrated now than in 2000." 


On page 26.  

You indicate on page 27 that: 

"Canada must compete directly with utilities in the U.S. for debt and equity funding."


I'd like to explore a little bit in terms of what the meaning of "integrated markets" might be, particularly in the context of competition for capital.


Would it be correct to say that in an integrated market, two assets of the same risk will generally sell for the same price?


MR. CAMFIELD:  That's correct.


MR. JANIGAN:  Okay.  Now, if we look at the experience of preferred shares in the Canadian/U.S. markets, do preferred shares sell on higher yields than U.S. government debt of the same maturity in the U.S.?


MR. CAMFIELD:  Yes, I think they do.  I would have to check that.  I think it depends upon the specific entity, because, of course, entities that have various preferred stock issues that -- the prices of those shares reflect the inherent risks of the shares and the entity.


MR. JANIGAN:  And do you regard preferred shares as more or less risky than U.S. government debt?


MR. CAMFIELD:  More risky.


MR. JANIGAN:  Okay.  Am I to understand from your conversation with Mr. Shepherd yesterday that you're going to be looking at whether or not the Ontario DISCOs have raised any capital outside of Canada?


MR. CAMFIELD:  That's correct.  That question was asked.


MR. JANIGAN:  Okay.  Now, further on the same ‑‑ in the same area, dealing with globalization, would I be correct in saying that there are diversification gains if the returns on two assets don't match, are less than perfect?


MR. CAMFIELD:  It would depend upon how the assets' risk profiles co‑vary to say whether or not you can diversify the risks.


MR. JANIGAN:  Now, are returns in the U.S. and Canada perfectly correlated?


MR. CAMFIELD:  They're not.


MR. JANIGAN:  And I think there's been evidence - and I can't recall in which submission that it occurs - that the Canadian market is not as well diversified as the U.S., and I assume that this is evidence of the fact of a lack of correlation or the less-than-perfect correlation between the U.S. and Canada markets.  Would you agree with that?


MR. CAMFIELD:  May I hear the question again, please?


MR. JANIGAN:  Sure.  We've heard, I believe, evidence in some of the submissions - at least one of the submissions - that the Canadian market is not as well diversified as the U.S.  And I assume that that would be one indicia of the fact that they're not perfectly correlated?


MR. CAMFIELD:  I'm not sure on that, actually; that is to say, you would have to look at the complexion or the financial assets that are available on and trade within the equity markets of Canada and the diversification of that.  I would expect, because it's just smaller in scale in the U.S., that, yes, it has less diversification.  How that relates in terms of the correlation of market returns in Canada, with respect to the U.S., I don't see the direct connection.

     MR. JANIGAN:  Okay.  In general, if the two markets are not perfectly correlated, the risk of the integrated market portfolio declines -- would that be correct?

     MR. CAMFIELD:  If they're not perfectly correlated, then an investor can hold portfolios in the two markets and diversify risk.

     MR. JANIGAN:  Okay.  And has there been any adjustment in your risk premium estimates based on the lack of correlation between those two markets and the lowering of risk accordingly?

     MR. CAMFIELD:  No.

     MR. JANIGAN:  Okay.  If I could turn up page 36 of your evidence, your tests of the CAPM model, and I think they're also recapitulated in appendix 2; is that correct?

     MR. CAMFIELD:  That's correct.

     MR. JANIGAN:  These tests of the CAPM that were used to estimate a return, did they use a 30-day window or assume a 30-day holding period?

     MR. CAMFIELD:  If you're referring to the technical literature that's referenced in the technical appendix, it varies a lot with reference to how that analysis was conducted, and the duration.  Those studies involve time series and cross-sectional analysis.  Those studies involve estimates of market returns over, in some cases, days; in other cases, months.  In many studies, the convention is to use monthly returns.  

Am I answering your question?

     MR. JANIGAN:  Well, you are in part.  What I'm looking at is as to whether or not the studies that involve a 30-day investment horizon are useful in terms of looking at the CAPM -- or testing the CAPM model.

     MR. CAMFIELD:  Oh, I think it is.

     MR. JANIGAN:  In regulatory settings, would you agree that experts base their CAPM estimates on the long-term bond yield?

     MR. CAMFIELD:  The CAPM estimates, if you're referring to the estimates of the beta coefficients, which capture the co-variation of individual equity risk with respect to the market, as well as the variance of the market return, that's essentially what we're dealing with here in the straight-up CAPM model.  That analysis is often done with regression methods that may or may not include recognition of a risk-free rate.

      Now, in the application of the capital asset pricing model, for purposes of determining the cost of capital, in that case often we see departures from a short-term debt instrument as a proxy for the risk-free rate, and we'll accept something of a longer duration.

     MR. JANIGAN:  But what I'm getting at, I guess, if long-term bond yields normally exceed short-term Treasury yields due to the term premium, how useful are the CAPM studies that test the results using the bond yield that's appropriate to the 30-day rate.

     MR. CAMFIELD:  It would suggest that there are some differences, to the degree that longer-term duration yields as the proxy for short-term debt is differentiated from a shorter yield.  That would be used in a study estimating the CAPM beta.  I think those differences, quite frankly, are small.

     MR. JANIGAN:  Okay.  

     Page 48 and 49 of your testimony, you deal with your estimates based on DCF, CAPM, comparable earnings, and risk premium models.

      Now, are these estimates based on the samples, U.S. samples, of firms?

     MR. CAMFIELD:  They utilize U.S. samples of companies including utilities, yes.

     MR. JANIGAN:  And have you done or accessed any studies that have indicated that the U.S. firms are good comparables to the Ontario DISCOs?

     MR. CAMFIELD:  I have studied that.  This report, which was labelled as a preliminary report, doesn't include all of my risk screens - should we say analyses - that would suggest the relative risk profiles of the sample of U.S. and the Canadian companies here used in analysis with respect to the LDCs.

      I have those available and will file those with my final report.  Those screens would suggest that the samples of companies are less risky than the LDCs.  Of course, we have to recognize that the LDCs do not have market experience, so that we don't have anything to draw upon there.

      So the risk profiles that compare the sample utilities with the LDCs are financial profiles.  There are several metrics.

     MR. JANIGAN:  Did you make any explicit adjustments to account for the differences between the Canadian financial environment and the U.S. financial environment?

     MR. CAMFIELD:  I did not.

     MR. JANIGAN:  Okay.

     MR. CAMFIELD:  Perhaps I could ask you a question, if you don't mind, just a clarifying question --

     MR. JANIGAN:  Yes.

     MR. CAMFIELD:  -- about your question.  And that is, "financial environment," could you elaborate a little bit about what you mean.

     MR. JANIGAN:  Sure.  Well, for example, is the U.S. government in a surplus or deficit position at the moment?

     MR. CAMFIELD:  Okay.  I did not --

     MR. JANIGAN:  And, for example, long-term U.S. interest rates, are they higher or less than in Canada?  I mean those kind of considerations.

     MR. CAMFIELD:  That comparison was made but not incorporated, as a matter of adjustment in the analyses, though it’s explicitly within the analysis.

     MR. JANIGAN:  And I think that's contained on page 56 and page 57 of your testimony that you compare the two, the prime interest rate in the United States and the Canadian bank rates from 2006.  Am I correct on that?

     MR. CAMFIELD:  Yes.  The analysis does not use prime rate per se.

     MR. JANIGAN:  And there's a substantial difference, obviously, in those estimates?

     MR. CAMFIELD:  Oh, yes.  Mm-hm.  Just to put that in perspective and to elaborate on that, in the case of the long-term market here, as far as the U.S. is concerned, the yield on ten-year securities are running right at 5 percent, and when you compare that to inflation index bonds of similar duration for the United States at the time that I sampled this information, it suggested that expected inflation was about 2.5 percent.  So, in other words, the difference being reflected from the yield differences of roughly 2.5, as well.

     MR. JANIGAN:  What's the current yield on the real return bond in Canada versus what it is in the United States on the treasury --

     MR. CAMFIELD:  Treasury inflation?  I don't know right at this moment.

     MR. CAMFIELD:  Not only -- yields in Canada recently have been slightly below that of the U.S. 

     MR. JANIGAN:  And we've heard discussion earlier on why preferred shares sell on lower yields than government bonds in Canada even though they're higher-risk.

     MR. CAMFIELD:  Yes.  Mm-hm.

     MR. JANIGAN:  And doesn't that indicate some of the differences associated with the U.S. and Canadian financial environment, including the tax treatment?

     MR. CAMFIELD:  I think they are different environments from -- I think it's something that should be accounted for within the context of rather narrowly cost of capital itself and the implications for cost of capital for analyses that are conducted, as I have performed it on U.S. equities with respect to analysis conducted in Canada.


MR. JANIGAN:  Okay.  On page 50, you set out your estimated betas.  And, as I understand it, your beta estimates incorporate what's called a Blume adjustment?


MR. CAMFIELD:  That's correct.


MR. JANIGAN:  And it was developed for the stock market as a whole, as I understand, where the average beta, by definition, is equal to one?


MR. CAMFIELD:  That's correct.


MR. JANIGAN:  And the Blume adjustment simply weights observed betas with this average to adjust for the tendency for betas to revert to their average level?


MR. CAMFIELD:  That's correct.  It's referred to as “regression tendencies.”


MR. JANIGAN:  Okay.  And are you aware or have you done any studies that indicate whether utility betas revert to the stock market average of one, or their utility average?


MR. CAMFIELD:  No, I have not done that, not specifically for utilities.


MR. JANIGAN:  Are you aware of evidence that's been presented in utility boards that ‑‑ or in regulatory boards in Canada that utility betas tend to revert to their long‑run average of about 0.50, rather than the average for the stock market as a whole of one?


MR. CAMFIELD:  I don't know that study.


MR. JANIGAN:  Okay.


MR. CAMFIELD:  I do, in fact, have studies here with me, analyses on the Canadian markets of where the Blume adjustment was applied and found to fit the analysis and data fairly well.  And in that context - that is, the context of the study - it was looking at the issue of the effects of thin trading experience.  And several different adjustment mechanisms both for bias, as well as regression tendency, were analyzed, and alternative study ‑‑ excuse me, alternative adjustment mechanisms were reviewed in this study.  


And for the large utilities ‑‑ excuse me, the larger companies, not the utilities, per se -- for TSX‑listed companies, the Blume adjustment was, in this study, found to work well.


MR. JANIGAN:  To come at it another way, has there been a circumstance or a case where a utility in Canada has had a beta estimate of one, that you're aware of?


MR. CAMFIELD:  Not that I know of.


MR. JANIGAN:  Okay.  I just have some questions on your schedules, on the appendix 4 on page 80, some clarification questions.


You've got on there the TSX-listed utilities, and you've got two companies with a ticker of TCA.


MR. CAMFIELD:  The first ‑‑ yes, the first ticker symbol listed there for Altek Power is wrong.


MR. JANIGAN:  Okay.


MR. CAMFIELD:  And I'll be correcting that.


MR. JANIGAN:  Okay.  And next to “TransCanada Pipelines,” you've got two listings here with two different tickers.  Is TCA a -- is that TCA appropriate for ‑‑


MR. CAMFIELD:  Yes.


MR. JANIGAN:  Are both values accurate?  We have one “TransCanada Pipelines” here, and then you have “TransCanada Pipelines” down below with “TRP.”  You've got another one with “TRP,” too, the Canadian Hydro Developers.


Do you see what I'm talking about?


MR. CAMFIELD:  Yes, I see the mistake, and --


MR. JANIGAN:  Let me just re-file that.


MR. CAMFIELD:  Yes.  I'm going to re-file the schedule as part of the entire report, final report.


MR. JANIGAN:  And in the list of Canadian utilities, I was wondering why, for example, companies like Emera or Fortis or Enbridge weren't included.


MR. CAMFIELD:  We began with the set of TSX-listed companies where those companies are referred to as utilities by TSX, by the exchange, and from that, then ran the analysis for all the utilities on the data that we had to estimate these betas, and the betas that you see here are for the listings that seem to be with a range of plausible results.  


The estimated CAPM betas, which was utilized in the classic CAPM model, provided results that were highly varied, not altogether surprising.


MR. JANIGAN:  If we have it on ‑‑ actually, turn up your page 96.  Is this what we're talking about in terms of the TSX‑listed companies in the ‑‑


MR. CAMFIELD:  Which?


MR. JANIGAN:  On page 96 of your evidence.


MR. CAMFIELD:  Yes.


MR. JANIGAN:  Okay.


MR. CAMFIELD:  Mm‑hm.


MR. JANIGAN:  Why does “CNR,” the Canadian National Railway Company, show up on this list?


MR. CAMFIELD:  I don't know.  It surprised me.


MR. JANIGAN:  Okay, thanks, Mr. Camfield.  Those are all my ‑‑


MR. CAMFIELD:  Sure.


MR. JANIGAN:  ‑‑ questions.  

Dr. Booth has an additional question.


MR. CAMFIELD:  Okay.


QUESTIONED BY DR. BOOTH:


DR. BOOTH:  Just a couple of questions that come out of that.  You mentioned the thin trading study.  Is this the Bartholdy study that you're referring to?


MR. CAMFIELD:  There are several, Dr. Booth.  Let me get the one that I wish to reference.  At least, that's the one that I was referring to.  In fact, I have it here in front of me.  

It is a study conducted by a faculty member of St. Mary's University in Nova Scotia, and this is by Francis Boabang.


DR. BOOTH:  Boabang, yes.


MR. CAMFIELD:  You may know him.


DR. BOOTH:  Oh, I do.  


MR. CAMFIELD:  Okay.


DR. BOOTH:  Are you aware that we used to make thin trading adjustments because the databases in Canada had stale prices?  So if a stock didn't trade -- say it was $50 dollars and it didn't trade on the database, it still had $50 in it?  So we would have a whole series of $50 prices, because there was no trades, and that's why we made thin trading adjustments?


MR. CAMFIELD:  No, I did not.


DR. BOOTH:  And the databases no longer do that.  If they don't have a trade, they don't have a price, and, as a result, we don't have the problem with stale prices and thin trading?


MR. CAMFIELD:  I was unaware of that.


DR. BOOTH:  Okay.  Now, in terms of the CAPM development, you've gone through pages 33 onwards and you've developed ‑‑


MR. CAMFIELD:  Dr. Booth, may I interrupt you and just state that while we referenced this article, we did not apply the methods suggested here; though, frankly, I would have considered applying those methods to the smaller entities that are traded on TSX venture.  And there, in the data that we pulled off, which was a huge sample, we could see lots of issues related to the frequency with which trades were presented in the data.  


So naturally that's what led us into the consideration of the need to make adjustments for thin trading.  But because of the time constraints and so forth, we never ‑‑ we never were to complete the TSX venture analysis and had to resort, at the eleventh hour, to using the TSX utilities.


DR. BOOTH:  No, it's just that statistically why we made thin trading adjustments was because the databases were full of steal prices.  And if you have a whole series of constant prices, it affects all of the estimates.  And for the last 15 years we haven't had those problems.  That's all.

     MR. CAMFIELD:  Mm-hm.

     DR. BOOTH:  In terms of the development of the CAPM, you've developed the theoretical development of the CAPM, listed all of the assumptions.  Are you aware of alternative ways of generating the capital asset pricing model that doesn't need all those assumptions?  I'm thinking in terms of the single-factor models.

     MR. CAMFIELD:  I'm not aware of the single-factor model or haven't applied that.  I am aware of the sum beta analyses that have been applied to estimation of betas in the United States where, in other words, it uses factors in not just the current market return but historical market returns or an estimate of prospective market returns in some cases as a larger factor, a factor set.

     DR. BOOTH:  But if there's only one factor, you don't need all of these assumptions to derive the CAPM.  All you need to know is --

     MR. CAMFIELD:  But then you have to determine what that single factor is, if it is other than the market rate of return.

     DR. BOOTH:  Sure.  But if it is the market, would you get the CAPM without any of these assumptions?

     MR. CAMFIELD:  I agree.

     DR. BOOTH:  Thanks.  In terms of the -- just to sort of back up, in terms of the --

     MR. CAMFIELD:  You're suggesting then a factor that would be developed on the basis of, say, a principal components analysis.

     DR. BOOTH:  Yes.  Which is always the market factor is the first principal, principal component analysis.

     In terms of the test of the CAPM, you agreed all the original tests were based upon 30-day holding periods using 30-day rates of return on a 30-day Treasury bill?

     MR. CAMFIELD:  That's how it's conventionally done.  Not always, though.

     DR. BOOTH:  Not always, but the vast bulk of them.

     MR. CAMFIELD:  Yes.

     MR. MILLAR:  And in a regulatory setting, we use the long Canada yield?

     MR. CAMFIELD:  That's correct.  Long in terms of – well, 10-year, perhaps.  Longer than 30 days.

     DR. BOOTH:  In Canada, we use the 30.  Would you agree that normally there's a spread between the 30-year long Canada rate and the 30-day Treasury bill yield?

     MR. CAMFIELD:  Sure.


DR. BOOTH:  That's why we call it a normal yield curve?

     MR. CAMFIELD:  I would expect that it exists.

     DR. BOOTH:  Yeah.  And you mentioned -- I think you said the difference was small?

     MR. CAMFIELD:  I think it's modest in most -- yeah, in the contemporary period, yes, I think it's small.

     DR. BOOTH:  Most estimates place it about 1 to 1.5 percent.  Would you agree with that and would you think that's small in terms of the --

     MR. CAMFIELD:  I would consider that to be modest, and the magnitude that you cite seems plausible to me.

     DR. BOOTH:  And you would think 1 to 1 and a half percent difference in the estimate of the cost of equity capital small?

     MR. CAMFIELD:  No, I don't.

     DR. BOOTH:  I just return again to the question of integrated capital markets.  As you agreed, integrated capital markets means the same assets sell for the same price; otherwise, there's arbitrage.  Is that correct?

     MR. CAMFIELD:  After you account for currency differences.

     DR. BOOTH:  Okay, but that's what I was going to get to.  And you would agree that the yields on long Canadas at the moment - I just looked them up in the newspaper - is 4.16 versus 5 percent in the U.S.?

     MR. CAMFIELD:  I had 4.17.

     DR. BOOTH:  But, yeah, well, that is a small difference.  But they're substantially different; right?

     MR. CAMFIELD:  I had 5.1 in the U.S. on 10-year.

     DR. BOOTH:  All right.  Would you agree that your evidence shows substantial differences between the prime rate in the U.S. and Canada?

     MR. CAMFIELD:  Oh, absolutely.

     DR. BOOTH:  Would you agree that, as we just said, preferred shares sell on significant discounts to equivalent maturity long Canada bonds --

     MR. CAMFIELD:  As far as preferred shares are concerned in Canada, I haven't observed that, so I don't know.  At least, I have -- I just don't have the experience, but certainly in the U.S. it's likely to be quite a bit different story.

     DR. BOOTH:  So why do all these assets sell on different prices if we have an integrated market?

     MR. CAMFIELD:  Risk.

     DR. BOOTH:  We're talking about risk differences between, say, a five-year Canada, or prime rates on 30-year Canada versus 30-year U.S. bond?

     MR. CAMFIELD:  Well, I think the context of your question was preferred stock, and differences in risk between -- and also, I should mention tax impacts as well can have effect.

     DR. BOOTH:  So tax impacts can mean the prices are different in different markets, and we don't have an integrated market?

     MR. CAMFIELD:  Well, I think that we're dealing with two different dimensions here.  We understand that tax differences affect differences in interest rates on preferred stock and debt, if that's the context of your question.  I think it is.

     DR. BOOTH:  The context of the question is simply that yields in Canada are significantly different from what they are in the United States in preferred stock on prime borrowing rates on long Canada bond yields, and whether that has any indication whatsoever for whether the capital markets are integrated.

     MR. CAMFIELD:  The question of whether the capital markets are integrated or increasingly integrated is a matter of a process of just markets developing -- financial and capital markets developing, is an issue, in my mind, of capital flows across boundaries.

     DR. BOOTH:  But there's no question that there's increased capital flows between countries, but the question is whether the capital markets are integrated to the extent that we can take information from a capital market where quite obviously yields are different than they are in Canada and use that data in Canada without any adjustments.

     MR. CAMFIELD:  Well, all you need to do, if you can demonstrate comparable risk, it seems to me, is then make adjustments with currency rates differences.

     DR. BOOTH:  Did you make currency differences between the U.S. and Canada, looking at the forward depreciation of the currency?

     MR. CAMFIELD:  No, I didn't.

     DR. BOOTH:  Did you make any adjustments for tax differences that were just sort of discussed or make any differences in yields between the U.S. and Canada?

     MR. CAMFIELD:  No, but I don’t think that I do, as far as the tax –- that is concerned, but I think it’s appropriate that the currency differences -- again, I plan to make the currency adjustments.

     DR. BOOTH:  Okay.  But we agree that there's two factors that cause, significantly cause differences in the yields between the U.S. and Canada that you haven't adjusted for in your testimony?

     MR. CAMFIELD:  That's correct.

     DR. BOOTH:  Okay.  That's all.

     MR. SOMMERVILLE:  Mr. Rodger.

     MR. RODGER:  No questions this morning.

     MR. SOMMERVILLE:  Ms. McShane?  Mr. Aiken?

     MR. AIKEN:  No questions.

     MR. SOMMERVILLE:  Mr. Stephenson.

     MR. STEPHENSON:  No questions.

     MR. SOMMERVILLE:  Mr. Clinton?

     MR. CLINTON:  No questions.

     MR. SOMMERVILLE:  Mr. Young?  Or pardon me, Mr. Taylor?  

Are there any questions from the back for this witness?

      Thank you, Mr. Camfield, that -- oh, I beg your pardon.  I didn't see you arrive, Mr. Adams, sorry.  

QUESTIONED BY MR. ADAMS:

     MR. ADAMS:  Just a couple of very brief -- Tom Adams on behalf of Energy Probe.  A couple of very brief questions.  First, with respect to the EDA.

     Mr. Kalyanraman, could you explain who is in and who's out of the EDA these days?  Which utilities do you represent?  


It might be easier to list the utilities you don't represent.

     MR. KALYANRAMAN:  Okay.  I could give you a -- I don't have a -- that's a good question, and I don't have the list right away with me, but I'll be more than willing to file you our current membership, if -- you know, send it to you.  Of course, I need -- you know, I need the clearance from the EDA to be able to share that list with you, but I guess we'll be more than willing to tell you who our members are.  

But I can also say that, significantly, I think, one member, London Hydro, is not a member.  And I don't remember who else is not a member.  But we represent most LDCs in Ontario.

     MR. ADAMS:  Right.  Okay.  I think that it would be helpful to know who you're speaking on behalf of.

     MR. KALYANRAMAN:  Certainly.

     MR. ADAMS:  But as a general proposition, you're representing utilities of all different sizes.

     MR. KALYANRAMAN:  Certainly.

     MR. ADAMS:  Mr. Camfield, I wonder if we can use the benefit of your experience in other jurisdictions to help inform us here about your views on economies of scale with

LDCs.

      And my question is:  As a general proposition, are you prepared to accept that it's unlikely that utilities that have very small customer numbers are likely, in this day and age, to be able to achieve any economies -- you know, maximally efficient economies of scale?   

     MR. CAMFIELD:  Can we just have a moment?

     MR. ADAMS:  Yes, sure.  Of course.  

MR. KALYANRAMAN:  Sorry.  Sorry for that little talk.


In answer to your question, the reference that we both have made is to the scope of the study that Robert Camfield has been engaged with the EDA for the cost of capital determination.  The scope of that study does not involve a broad ‑‑ or a more specific determination of economies of scale, because of size of LDCs.


But I'm willing to share with you a report that I have here, which was written in the U.S. some time ago, which talks ‑‑ which suggests that size is not the only consideration for economies of scale.  And they reference over 3,000 distributors that they looked at in the U.S. and suggested that even smaller‑sized utilities can be efficient.  And I'm willing to share that report.  


And, also, I would mention that -- in passing, I'll mention that Robert Camfield and his company have worked on the comparators and cohorts report for the OEB which talks in great detail about:  What is business context, what are the factors that are beyond the control of management, and what are the factors that drive costs among LDCs?  And that's filed at the OEB, and it's a public document.


MR. ADAMS:  Sure.  Where I'm going here is that the EDA is promoting a structure that we have in the existing rules whereby customers that are served by small LDCs pay extra, and I'd like to hear from the EDA what your justification for that is.  


Why should the customer served by the small LDC have to pay a penalty built into the regulatory construct?  Why is that just and reasonable, from the point of view of the EDA?


MR. KALYANRAMAN:  That's a good question, and perhaps we need further research to be able to address the particular question you asked.  

But in terms of the determination of cost of capital, I can reference to that.  I'll also draw upon the comparators and cohorts report that Robert Camfield has produced.


Truly, the cost drivers for customers across Ontario and LDCs across Ontario are determined by a number of factors.  Some of the factors are well within the control of management, and some of the factors are well beyond the control of management.


These have been identified as business context, and, therefore, you have the seven cohorts -- or seven differences -- seven groups of LDCs, and what we are trying to determine is this cost of capital determination.  

Number one, we accept that the cost of services are flow-through.  And what we are here discussing is:  What should the premium or the returns that shareholders and investors should get in terms of the returns that they get from their investments?


And we are not addressing the principle issue of what drives differences in costs across LDCs.  


And I'd also qualify my answer by saying that the primary determinant of differences in costs across LDCs is not precise.  There are many other determinants, as has been brought out in the comparators and cohort study.


MR. ADAMS:  I'd better deal with this in argument later.  Thank you.


MR. SOMMERVILLE:  Thank you, Mr. Adams.  

Dr. Prisman.


QUESTIONED BY DR. PRISMAN:

DR. PRISMAN:  I would like to return to the issue of adjusted beta, as referred to by Bloomberg, adjusted and raw beta.  

Even if we are led to believe that the beta over a long time period converge to one for every unique stock, there is still the issue of the speed of converging and how long will it take.  


So would you think that in a regulatory environment where we now judge the rate of return on equity that will be imposed on the next time period, say, a year or five years, whatever the decision is, it would not make sense to adjust the beta but, rather, use the beta as it is now, because the next time period, it will be taking -- if indeed the beta increases, it will be corrected in the next time period?


Why should we penalize the ratepayer now by increasing the beta where it still has not reached that level?   


MR. CAMFIELD:  Well, I would take issue with the premise of your question that ratepayers are being penalized.  That is to say, it's not a matter of penalty as is ‑ and I think you're implying this ‑ charge too much, but, rather, it's a matter of determining the cost of equity.


DR. PRISMAN:  Let me rephrase my question, then.


Do you think that the correct rate of return on equity over the next period of time will not be more accurately reflected by using the actual beta than the adjusted beta?  


MR. CAMFIELD:  That is an issue.  I'm not sure that no adjustment is appropriate, Dr. Prisman.


DR. PRISMAN:  But perhaps the converging time is maybe 15 years or maybe 50 years.


MR. CAMFIELD:  Or perhaps shorter.  And there are other adjustment techniques.  It doesn't have to be a Blume adjustment.


DR. PRISMAN:  Yeah, but the adjustment is like ‑‑ the adjusted beta is basically two‑thirds of the observed beta and a third of one.


MR. CAMFIELD:  In a Blume correction.


DR. PRISMAN:  Right.  So would you agree that this is an overstating of an adjustment, based on the observation of estimated beta, like the time series of estimated beta?


MR. CAMFIELD:  If that's the only adjustment that's made, possibly.


I would ‑‑ let me take that under advisement.  Let me consider that.  I appreciate your point very much.  You realize, sir, that virtually all of the commercial betas that are published and made available are adjusted betas, for the most part?


DR. PRISMAN:  I realize, for example, that Bloomberg does report both.


MR. CAMFIELD:  Yes.  Mm‑hm.


DR. PRISMAN:  And I realize that ‑‑


MR. CAMFIELD:  And Merrill Lynch and all of them, yes.


DR. PRISMAN:  And I realize that the use of adjusted beta -- I can appreciate the use of adjusted beta where you are called to evaluate the business and you are looking at ‑‑ thinking that the cash flow that you are evaluating are going to go to perpetuity.  And if indeed beta fairly quickly reaches the value of 1, then it makes sense to do that.


But if you're really trying to look forward now for, say, the next five years or the next one year, I would take the position that the observed beta will be more accurate to use.


MR. CAMFIELD:  With no adjustment for other elements or anything?


DR. PRISMAN:  Definitely I would take issue with no adjustment would be better than an adjustment.


MR. KALYANRAMAN:  In response to some of the questions yesterday, we said that we'll get back with an answer.  We are prepared -- we are prepared to share that information.  Would it be proper to address that item?


MR. SOMMERVILLE:  Why don't we finish the questioning portion, and then we'll proceed with the updates that you wanted to provide.


MR. KALYANRAMAN:  Thank you.  


QUESTIONED BY MR. FOGWILL:


MR. FOGWILL:  Allan Fogwill, Board Staff.  I have two questions, and I'm referring to the presentation that was made yesterday on slide 11.


MR. CAMFIELD:  Mr. Fogwill, I don't have it in front of me.  Just a moment, please.


MR. FOGWILL:  Okay.  You have it?


MR. CAMFIELD:  Yes, I do.


MR. FOGWILL:  Under -- this is question number 2.  In your response, you identified that one of the disadvantages, being LDCs cannot match prescribed regulatory capital structure and debt rates? 


MR. CAMFIELD:  Yes.


MR. FOGWILL:  Can you give me an example of that, explain that sort of situation?


MR. CAMFIELD:  A specific LDC example that cannot match the capital structure?


MR. FOGWILL:  Yes.


MR. CAMFIELD:  I have to say that I cannot, but my ongoing dialogue with the LDCs is it led me to enter that text document, Mr. Fogwill.


MR. FOGWILL:  Okay.


MR. CAMFIELD:  And I'll wait ‑‑ Guru's going to jump in and interject a response.


MR. KALYANRAMAN:  If I could just qualify and add a particular sentence to that.  Guru Kalyanraman from the EDA.  

When we say ‑‑ there is a difference between the actual structure and the deemed structure that is sort of prescribed by the OEB.  In going from an actual structure to the deemed structure, one has to take into consideration the mandate.  It's a point that we made in our presentation yesterday.


The current regulation on eligible investments prevent municipally-owned LDCs to be able to take on more debt from LDCs, if -- you know, there are other restrictions in place as to taking on additional debt.  And in any case, the municipality cannot invest in equity of its LDC.  


Given these restrictions in place, that's a factor that we consider, saying that we move -- when we are talking of the difference between actual and the deemed structure, there are restrictions in place, and these are isolated restrictions.


MR. FOGWILL:  And if they went out for third party debt, would that issue still exist?


MR. KALYANRAMAN:  You know, I have been asked this question before, and this has been a constant recurrence during the cost of capital determination.  The point is we got to keep it within the framework of the legislation and within the stipulations that are there in place. 
      These are real-world restrictions that exist on LDCs and municipalities.  If you remove them, what will be the effect of it is something that we really need to analyze and study further.

     MR. FOGWILL:  Well, I fully appreciate that, but I'm still trying to get an example of where this is actually an issue.  And you've identified it in terms of restrictions of the utilities -- or sorry, the municipalities being able to take on more debt.

      But if the debt -- and from a personal point of view, I think it should be going to third-party debt anyways.  If the debt is going to third-party, I don't see how this situation would actually exist.  So I'm trying to get a better understanding of, if they go for third-party debt - take that as an assumption - would you still have this concern about LDCs being able to match a new capital structure?

     MR. KALYANRAMAN:  The question is:  If they move to the debt structure -- the question then becomes what are the costs of moving from this structure to that structure, what are the long-term debt rates that they're going to source?     


MR. FOGWILL:  I fully appreciate that.  All I'm asking is can they do it?

     MR. KALYANRAMAN:  They can do it, but there would be associated costs with that.

     MR. FOGWILL:  Okay.  Then I'll move to my only other question, which is on slide 15.  And it's identified here that there's a case, Public Service Company of New Hampshire had to get long-term debt at cost rates above 20 percent.  Were they able to include that in rates?  

     MR. CAMFIELD:  Yes.

     MR. FOGWILL:  Thank you.

     MR. CAMFIELD:  If I could just elaborate on that terse response, Mr. Fogwill.  Apologies for that.

     Public Service Company was under extreme financial pressure because of the financial commitments to complete the Seabrook unit one nuclear power plant at the time.  It was also a time of very high nominal interest rates.  And they were carrying negative internal cash, high risks, as perceived by the investors and lenders, and much of it is being put into AFUDC, but ultimately that rolled into the rate base and thus was recovered to a large extent.  There were other prudency issues related to this issue but ...

     MR. FOGWILL:  Right.  But the point I'm trying to get a better handle on is:  Is it a question of being able to get the debt financing, or is it a question of the rate impact to consumers?

     MR. CAMFIELD:  As a matter of liquidity.  As we look at or consider the liquidity issue, that's the context of your question?

     MR. FOGWILL:  Right.

     MR. CAMFIELD:  In other words, what constitutes a liquidity crisis?

     MR. FOGWILL:  No, not necessarily.  I'm just -- well, yes.  Yes.

     MR. CAMFIELD:  Mm-hm.

     MR. FOGWILL:  And as you're thinking about this, think about this other point.  If it is more an issue about the rate impact, then would you be able to provide some information about what that potential rate impact could be?

     MR. KALYANRAMAN:  Could I just clarify your question?

     MR. FOGWILL:  Sure.

     MR. KALYANRAMAN:  You're asking for the rate impact as a consequence of a difficulty in sourcing capital? 

     MR. FOGWILL:  Well, that's assuming that you don't have difficulty getting the capital, and it's more an issue about what the terms are and a higher debt rate.

     MR. KALYANRAMAN:  Right.

     MR. FOGWILL:  Then the issue that we would have to be struggling with is what's the balance between being able to access that more expensive debt because you've got a lower ROE, for example, and the rate impacts to a customer?

     MR. KALYANRAMAN:  From a practical point of view, some of the LDCs have faced such problems, and one of the ways they resort to ensuring that they don't have to source a higher cost of capital is by subordinating the shareholders’ debt.  So in time, the shareholders are paying a price by subordinating their debt to pay a bank debt in order to be able to access capital at lower rates.

     MR. FOGWILL:  Yes, but that's not my question.  My question relates to the rate impact to customers.  I'm trying to get an understanding about what the magnitude of an issue is in terms of if there's a concern about accessing capital, which would therefore cause you to get debt at a less reasonable rate above market; then what's the rate impact?

     MR. KALYANRAMAN:  What we could do is perhaps get back with a detailed analysis of the question that you asked.

     MR. FOGWILL:  Sure, that would be helpful.

     MR. KALYANRAMAN:  In the Ontario context, we'll run some numbers and provide an answer as to what will be the rate impacts of various debt rates on a sample of LCDs.

     MR. FOGWILL:  But I'd also like to know the likelihood of those debt rates having to occur.

     MR. KALYANRAMAN:  Right.  Okay.

     MR. FOGWILL:  Thanks.

     MR. SOMMERVILLE:  Are there any further questions for this presentation?  

Mr. Camfield, you have a question?

     MR. CAMFIELD:  I have a question for you, Mr. Chairman, and that is:  As Guru has indicated, we would like to enter some closing comments after, perhaps, we come back from a break.  This will take no longer than five to seven minutes, responding, or just clarifying some of my answers, mainly to some questions which we had yesterday and today, if that would be possible.

     MR. SOMMERVILLE:  We can accommodate that, 

Mr. Camfield.  We'll take the break now, to 11:15.  When we come back, we will have your clarification, and then proceed directly to Ms. McShane.

     It is our hope to finish the presentations this morning.  That means we will likely go past noon, and reconvene this afternoon to have a discussion about what the next steps may be in this process.  

So are there any comments arising from that clarification from me?  

So we'll break until 11:15 -- yes?

     MR. McLORG:  Mr. Sommerville, I just was wondering what kind of time you are contemplating for lunch, then.  Several of us have to caucus and discuss among ourselves, so I was hoping for something more than an hour, if that were possible.

     MR. SOMMERVILLE:  I think we could accommodate an hour and a half for lunch, if that's of some assistance.  

Does that create any difficulties for anyone else?  Normal expectation would be an hour, but we could accommodate an hour and a half, certainly.

     So we'll break now until 11:15, reconvening for clarification from Mr. Camfield, and then proceed on with

Ms. McShane until we are finished the presentation portion. 

And then we'll reconvene this afternoon after an hour-and-a-half break for discussion on next steps.  Thank you.  


‑‑‑ Recess taken at 11:01 a.m.


‑‑‑ On resuming at 11:19 a.m.


MR. SOMMERVILLE:  We'll come to order.


Mr. Camfield, I think you were about to provide us with some updates, and if you could provide that now, that would be helpful.  Thank you.


MR. KALYANRAMAN:  Thank you.  We just have about three points to cover pretty quickly, some which I will address and some which Mr. Camfield will address.


The first question is ‑‑ I just want to clarify a point on short-term debt rate, and the question that was posed:  Do we have any suggestions for how to work out cash working capital for LDCs?  


I'm willing to share a document that has been produced by California Public Utilities Commission, which addresses the specific issue of how to determine cash working capital allowance for small utilities.  It doesn't require a comprehensive lead‑lag study.  Very simple, very intuitive, and I'll provide that information.


While talking about that, I may as well add two small issues here which concerns association and our membership, and number one is the determination of the amount that is being embedded in the short-term debt for the cash working capital or the working capital, and that I have addressed in fair detail yesterday.


The other issue is the rate that's going to be applied to short-term debt.  

We understand that the discussions on the short-term debt rate is going on as a separate initiative.  It is a Staff paper that was proposed in the month of May.  It may perhaps be more informative for the Board and more educative for all of us here to also talk about what should be the short-term debt rate.  


Quite practically, you know, there is a difference between the debt rate that has been suggested in the Staff paper and what debt rates that LDCs, notably the smaller ones, can access in the market.


Most of them access debt rate in the market, short-term debt rate in the market, close to prime rates; whereas, what's being suggested is rates that are on or about the T-Bill rate.  There could be a difference here, and this difference is something that the LDCs may have to bear if you go ahead with this proposal.  


So this would be a good forum -- to our mind, it seems to be a good forum to address what should be the short-term debt rate, as well, now that we've even had discussions on how do we determine risk‑free rates.


So that's one suggestion.  And the other point I wanted to talk about is about the municipalities and LDCs, and whether LDCs are a source of cash flow for municipalities.  This question was raised yesterday.


I could share some data and some experience specific to Ontario.  We have reviewed over 273 financial statements of LDCs in the period 2002, 2003, and 2004.  This review was specifically to look at one question:  How many LDCs pay dividends to their municipalities?  And the figure suggests that 237 out of these 273 LDCs have not paid any dividends.  That is over 80 percent.


And the second question that I asked is:  Is there any exception to ‑‑ you know, do I find any pattern or do I find any exceptions in the cash flows between LDCs and municipalities?  And when I look at that question, I looked at some of the interest rates that LDCs paid to municipalities.  


There were occasions in the review of the financial statements -- I do not recall the numbers, but there are certainly occasions where a municipality has actually either postponed the interest payment on long‑term debt or altogether written it off, said that, We don't need that interest payment, in order to help the LDC bridge through the period when the income was not sufficient, during the period of the rate freeze.


So -- you know, so there is evidence, I mean, that would suggest that not all municipalities are collecting dividends, and that figure is because 237 of these statements say there have been no dividend payment payouts whatsoever and, secondly, that there have been occasions where municipalities have bailed out their LDCs, even in foregoing an interest payment on long‑term debt, which is quite unusual in comparison to the corporate finance world.


QUESTIONED BY MS. GIRVAN:


MS. GIRVAN:  Can I ask a clarification question?  It's Julie Girvan for the Consumers Council.  

273, what's that number, sorry?


MR. KALYANRAMAN:  That's 273 financial statements for the years 2002, 2003, 2004, for LDCs.  


MS. GIRVAN:  For the?


MR. KALYANRAMAN:  LDCs.  There were 91 LDC samples that we took.  If you took over three years, in total there are 273 statements that we analyzed to look at how many of these LDCs have paid the municipalities dividends.  It surprised me that the number, 237, have not paid any payments.


QUESTIONED BY MR. SHEPHERD:


MR. SHEPHERD:  I wonder if I could ask a question about that, as well.  So you have done a study on that?


MR. KALYANRAMAN:  Yes, specific to this question.


MR. SHEPHERD:  Can you file that, please?


MR. KALYANRAMAN:  Sure.


QUESTIONED BY MR. RODGER:


MR. RODGER:  I wonder if I could ask a question, as well, perhaps direct this information to Dr. Prisman.  I'm wondering what your view is on this, particularly in view of the discussion of the proxy group.  


This seems to be a remarkably high number of LDCs that haven't declared dividends.  I'm wondering how you could relate that to the proxy group of companies that you looked at to see their same dividend -- declaration issue over the same period. 


DR. PRISMAN:  We have not taken any special care of that.  However, if the beta is estimated based on the regression of rate of return of the proxy firm or proxy firms versus the market and the rate of return is the total rate of return, then the dividend will be included in there.


MR. RODGER:  Does this kind of information that's just been presented give you any concerns, though, about your approach to the proxy groups, or are you really comparing to apples and apples when you hear this information as being indicative of what's gone on in this electricity sector, as compared to other regulated utilities across the country?


DR. PRISMAN:  You mean the rate of paying dividend, does that present a concern for me?


MR. RODGER:  Yes.  Is it really an apples-to-apples comparison for the purposes of this cost capital, when you have such a significant amount of companies in this sector that just don't declare dividends compared to the group that you looked at in coming up with the cost of capital?


DR. PRISMAN:  No, it shouldn't matter at all, as long as -- our beta estimates are really from Bloomberg.  As long as that has been done with the total rate of return, then it was incorporated in there.


QUESTIONED BY MR. SARDANA:


MR. SARDANA:  It's Pankaj Sardana from Toronto Hydro.  Dr. Prisman, just one more clarification question on that.  Did your market proxy, the Rm factor in your equation, include dividends?


DR. PRISMAN:  Yeah, it was the total return S&P.


MR. SARDANA:  I'm sorry, the S&P?


DR. PRISMAN:  The market return that we used was the total return index.  The numbers there are total returns.


MR. SARDANA:  So the total return of the Toronto Stock Exchange, okay.  Thank you.


MR. SHEPHERD:  Just before we leave this, which has obviously got people's interest, I wonder if I could ask Board Staff:  This data is 2002 to 2004; right?


MR. KALYANRAMAN:  Yes.  If I could amplify?  If I could amplify in response to this ‑‑


MR. SHEPHERD:  Well, just let me follow up --


MR. KALYANRAMAN:  Sorry.


MR. SHEPHERD:  ‑‑ what I was going for.


Board Staff, I think, has data on 2005 dividends paid by utilities; right?


MR. RITCHIE:  I believe that utilities would have filed their 2005 audited financial statements with the Board.


MR. SHEPHERD:  I wonder, then, if when this material is filed, whether Board Staff could access that data and update it to 2005, as well, because 2005 is the first year that the utilities had a full rate of return.


MR. RITCHIE:  Sure.


MR. SHEPHERD:  Yes.


MR. SOMMERVILLE:  Are there any further questions arising from the update from EDA?  

Mr. Fogwill?

FURTHER QUESTIONED BY MR. FOGWILL:


MR. FOGWILL:  Yes.  Allan Fogwill, Board Staff.  Just, Guru, you mentioned one point about the short-term debt rate and the other process that Staff has underway.


And I think we're using -- what's our reference over there?  Is it treasury or --


MR. KALYANRAMAN:  T-bill rate.


MR. FOGWILL:  T-bill rates; that's right.  And you're saying that there are rates that the utilities would be able to get short-term would be somewhere around prime?


MR. KALYANRAMAN:  Yes.  Not all utilities, but there are certain utilities, and I confirmed the figure again this morning, not of that sample, but at least I know small and medium utilities access working capital at figures close to prime, not T-bill.


MR. FOGWILL:  It would be helpful if you can, in your final comments, put something in there about the differences.  And, actually, then we'll bring it to the attention of the other folks that are doing the short-term deferral account rates and see if we can get them to make sure that these are consistent.


MR. KALYANRAMAN:  Sure.  I'll send a request out to the distributors who are part of the association to share their figures with me, but I couldn't find it other than what they talked to me about.  I will file that in with my final report.


MR. FOGWILL:  Thanks.


MR. KALYANRAMAN:  Just to go further, in terms of the source of this data - it's in the OEB resource centre - I collected in the final statements for 2002, 2003, and 2004, and used a sample of 273 of them, 91.  Some of these LDCs' statements were sort of not useable, but there are 273 data, and this looks specifically to the question of what's the dividend and how many of them have paid dividends out to the affiliate, and that is the municipality.  Just to address ...

     MR. FOGWILL:  Just on that point, there may be many reasons why the dividend is not paid; right?  


MR. KALYANRAMAN:  I agree with that.

     MR. FOGWILL:  Okay.

     MR. KALYANRAMAN:  Yes, I accept that.  All I'm  suggesting is:  This particular question that I asked, is it a large occurrence of dividend payouts occurring between the LDCs and the municipalities. And the answer is no.

     MR. FOGWILL:  Okay.  And so?  So what does that tell you?

     MR. KALYANRAMAN:  No, I don't --

     MR. FOGWILL:  Like, I'm trying to learn.  From that what do you infer?

     MR. KALYANRAMAN:  What I'm inferring -- to the question of whether LDCs municipalities treat LDCs as a cash cow, this was one the questions that was asked.  Let me bring in a different perspective to say that may not always be the case.  And we have to look at specific data relevant to Ontario and its municipalities to see whether that is the case.

     MR. FOGWILL:  And is it relevant to the cost of capital of whether municipalities consider their utilities cash cows?

     MR. KALYANRAMAN:  I would surely accept that.  In fact, given the fact that the discussions –- it raises a very fundamental question:  Should the determination of cost of capital be independent of the ownership of the LDC?  I get confusing signals and confusing answers to the sense that --

     MR. FOGWILL:  What's your response to that?

     MR. KALYANRAMAN:  I would say that you have to consider the practical realities.  There are smaller and medium LDCs here who have certain constraints, and the fact that we are addressing all these issues for each and every

LDC in Ontario means we must consider these factors. 


Whether we wish to take those factors into account in actually determining the capital is altogether a different question.  But should we address the business environment and financial environment?  Certainly.  And I think that must be taken into consideration.

     MR. FOGWILL:  Okay.  Thanks.

     MR. KALYANRAMAN:  Just a quick point.

     Yesterday there was a point made about the possibility of arbitrage in terms of long-term debt rates, when we suggested that the long-term debt rate should be close to market rate and sort of remain locked in there.

     MR. CAMFIELD:  At the time of issue.

     MR. KALYANRAMAN:  At the time of issue.  

One of the points that came up for discussion is:  Let's say an LDC gets affiliated at 9 percent, then the market rate is 7.5 percent, or it goes up to 10 percent.  There could be an arbitrage opportunity in swapping the affiliate debt for market debt.

      Under the current regulations, under the provincial regulations that govern eligible investments in LDCs, this could be a one-time opportunity, because there is no scope within these regulations to go back from a market debt to an affiliate debt, in the sense that affiliate debt can be swapped to market debt.  They can swap that around and take advantage of the changes in debt rate, but they can't go back in the same process.

     MR. FOGWILL:  It's Allan Fogwill again.  But isn't that Government policy?  Isn't that what the Government is trying to get done, is to transfer the debt from the municipalities to the market?

     MR. KALYANRAMAN:  Well, yes.  I mean --

     MR. FOGWILL:  So why would we consider wanting to go in the opposite direction?

     MR. KALYANRAMAN:  No, I'm suggesting an answer to the hypothetical question whether there is an arbitrage opportunity here.  In answer to a specific hypothetical situation, we've got to consider that regulations are in place which prevent that hypothetical situation from truly arising. 

     MR. CAMFIELD:  Mr. Fogwill, if I could just give you some context.  This came up in a discussion, actually, that I had with Mr. Shepherd yesterday, and so we want to just elaborate a little and clarify our answer on the question. That's the context.


FURTHER QUESTIONED BY MR. SHEPHERD:

     MR. SHEPHERD:  And that, of course, doesn't answer --

Jay Shepherd.  

That, of course, doesn't answer the question that was actually asked yesterday, which was:  Forget the market, going back out to the market; when the market rate goes up under your proposal, the utility could refinance new-affiliate debt at the higher rate and, thus, go up with the market; but if the market goes down, not go down with the market.  So it creates an asymmetrical bias in long-term debt rates with the municipalities.  

Isn't that correct?

     MR. CAMFIELD:  At the time of issue.  And we're talking about here defining the interest rate and locking that in, sort of a long, if you please, a long position at the time of issue.

     MR. SHEPHERD:  Yes.

     MR. CAMFIELD:  That time frame then will reflect expectations of future interest rates.

     MR. SHEPHERD:  I understand.

     MR. CAMFIELD:  Now, they could fall, they could rise, but that's all in the expectations.  So we're saying locking that in, and because that issue of debt is, if you please, on the books, then that's consistent with a fair rate of return requirement under embedded cost-based rate-making.  You see that.  

Now, if you want to vary the interest rates on long-term debt with the market as you proceed over time, that's one way of handling things.  But certainly that can give rise to returns to capital and returns to shareholders that will vary where they will carry those issues of historical debt on their books.  That's the point.

      If they don't finance, refinance, in reality, consistent with the market, then there's an issue here.

     MR. SHEPHERD:  Let me give you a specific example, and

I'd ask that you comment on how the Board should establish policies to deal with this sort of example.  This is a real-life example.  Sorry, Mr. Sardana.

     City of Toronto lent $1 billion to Toronto Hydro at 6.9 percent.  It was market at the time.

     Last year the market rate was 5 percent.  City of

Toronto had the right to call that loan any time.  It was a long-term debt, but they could call it.  And if they hadn't had the right to call it, they controlled the Board; they could have simply agreed with the utility to replace it. 

But they chose not to because it was at above market, so they were getting a better rate of return than they could get in the market.

     However, the converse is:  If last year the market rates had been 10 percent for that debt, they could have simply gotten rid of that loan, the 6.9 percent, at $1 billion and, instead, given a new loan to the utility at 10 percent.  That's an asymmetrical bias.


QUESTIONED BY MR. McLORG:

     MR. McLORG:  Mr. Shepherd, Colin McLorg for Ontario Hydro.  

Just a clarifying question on your question.   Implicit in your question, are we to assume that Toronto Hydro would have Board approval for the cost consequences of that refinancing in rates?

     MR. SHEPHERD:  That's what Mr. Camfield is proposing. 

That's why I'm asking the question.

     MR. McLORG:  All right.  Thank you.

     MR. SARDANA:  And, sorry, Mr. Shepherd.  It's Pankaj Sardana.  Just some further points of clarification.

     MR. CAMFIELD:  That's not what I'm proposing, but go ahead with your question.

     MR. SARDANA:  First of all, the rate was not 6.9 percent; it was 6.8 percent.  That's a trivial correction.

     MR. SHEPHERD:  I'm doing this by memory.

     MR. SARDANA:  Right.  Secondly, the money was not lent.  It was a deemed capital structure, and that's where that debt originated.  

And third, the specific covenants within that note allowed the City to do that.  Covenants will vary from debt issue to debt issue, and different covenants may not permit that.

      So it just so happened that the bilateral negotiations between Toronto Hydro and the City included a covenant that allowed that feature that you have just mentioned.

     MR. SHEPHERD:  It is true that when you control the company, when you're the controlling shareholder of the company, you can cause the terms of the debt to be renegotiated, can't you?

     MR. SARDANA:  No question.  However, in our case, in the City of Toronto and Toronto Hydro Corporation's case, I think our shareholder is quite aware of the implications of doing that relative to third-party debt that the company also has.

     But you're right; we take your point.


FURTHER QUESTIONED BY MR. SHEPHERD:

     MR. SHEPHERD:  Okay.  So I want to come back to my question of Mr. Camfield, which is:  Is there -- first of all, do you want comment on how that should be dealt with? 

And in particular, are there policies or procedures or rules that this Board should put in place if it adopts your lock-in rule to prevent that sort of thing from happening?

     MR. CAMFIELD:  We would generally concur with ... excuse me.  I just need to clarify.  

[Mr. Camfield and his client confer]

     MR. CAMFIELD:  I've just had the advice of my client, and on this question we would suggest that it is appropriate for the Board to consider rules that would perhaps limit opportunities or limit the actual behaviour that it might be perceived as taking advantage of those sorts of arbitrage, time-related arbitrage.

     MR. SHEPHERD:  Thank you.  

     MR. PALIMAKA:  Sorry, can I ask a clarification of the

question.  Was your question that the municipality, 58

electricity pal, of Bluewater Power.  Was it your question that the municipality would cancel its promissory note and reissue a new promissory note?


MR. SHEPHERD:  Well, probably, technically, they would amend the terms, because it's harder to re-lend.  Legally, it is.


MR. PALIMAKA:  In fact, it's impossible to re-lend, and that's what we've been talking about for two days.


MR. SHEPHERD:  But it's possible to amend the terms.


MR. PALIMAKA:  I guess I don't know that it is.


MR. SHEPHERD:  You can agree to market, a note to market.  In fact, it's quite commonly done.


MR. PALIMAKA:  But not in the municipal context.  I am not sure that that wouldn't -- I don't know that could not do that, but I don't know that the answer is you can do that.  So it's, I guess, an issue for discussion later.  


So I guess my point is, if it's not possible, then the Board doesn't need to make rules.  But if it is possible, I guess the EDA's answer is they would be willing to live with rules and I guess we would, too, so...


MR. CAMFIELD:  Let me add one point, and that is that if you vary the interest rate on long‑term debt with market -- and you find, these days, at least in the United States, just a full range of terms on long‑term debt.  They take on many different attributes, as far as variability of the terms and the interest rate on the face amount of the bond.  


But if you vary it, then you're presuming ‑‑ I mean, implicit in that is that the lender, the bond holder, would be assuming some risk about just what exactly those future cash flows are.


And so that would imply that, well, the flows are less certain than they might otherwise be, and thus they might request a higher‑risk premium for that bond with those terms.


MR. KALYANRAMAN:  Just to add to that perspective.  I'm sorry to be taking a few more minutes.  In terms of the eligible investment regulation, should a municipality refinance its debt, there are three restrictions that are in place, which are a part of the legislative regulation.  


Number one, it's a question of time.  They have a certain time period by which they must get rid of this debt.  

Second is the amount.  It can't exceed the existing debt/equity structure on the day before they lend the money.


And the third is the quality, which talks about what should be the quality of the lending instrument and what is the assurance that the municipality will get, recover back the interest payment.


So these factors do kick in, and there are provisions in place which prevent, I would say, gaming of the system.  

But nevertheless, as has been rightly pointed out, the association is willing that -- to, you know -- our position is like this:  Look at those regulations that impact most of these LDCs and look at the proposals that the Board is putting forward, and we should actually put that all together in one framework.


And, lastly, we have just one point about flexible capital structures.


MR. CAMFIELD:  Yes.  The final point of clarification has to do with what I refer to as the incentive compatibility properties associated with the variable and flexible capital structure that we recommend the Board to consider.


This was raised in my dialogue with Mr. Shepherd yesterday afternoon; and while this may be a potential issue, I think it is a very small issue and that the real advantage is in offering the LDCs flexibility in their capital structure, considering their size far outweigh any potential of incentive incompatibility effects.  I think they're very small.


Nonetheless, I am taking this issue up, Mr. Chairman, and we'll provide a larger response in our final report, which will be filed with you in a few days.


I think Mr. Shepherd's raising this issue was appropriate.


MR. SOMMERVILLE:  Does that conclude your clarification?


MR. KALYANRAMAN:  Thank you very much, and for the indulgence of allowing us to clarify our points.


MR. SOMMERVILLE:  Well, thank you for the clarifications and for your presentation.  It's been very helpful.  

Ms. McShane ‑‑ oh, Mr. Ritchie.

QUESTIONED BY MR. RITCHIE:


MR. RITCHIE:  Mr. Sommerville, just following up.  I have, actually, a question on behalf of Board Staff for Mr. Janigan. 


MS. GIRVAN:  Oh‑oh.


MR. RITCHIE:  No, it should be relatively simple.


In your questioning with Mr. Camfield, you referenced a study which indicates a utility's betas converging to 0.5, rather than to the market beta of 1.  Would you be able to supply that study, or at least a reference for that study?


DR. BOOTH:  I can provide the reference to that.  It's a well‑known study that looks at beta regression tendencies, and it's well known that beta regression tendencies for utilities regress to their grand mean and not the mean of the overall market.  So I can file that.


MR. RITCHIE:  Thank you, Dr. Booth.


MR. SOMMERVILLE:  Finally, Ms. McShane, your presentation, please.


PRESENTATION BY MS. McSHANE:

MS. McSHANE:  Thank you.  I'd like to take this opportunity to -- basically, to summarize my positions as regards the Board Staff's proposal in their discussion paper, and also to make alternative recommendations where I believe they are appropriate.


I should note that my analysis was conducted expressly for Hydro One Networks, and, therefore, I may not have addressed some of the issues that would be relevant to other utilities but are not relevant to Hydro One circumstances.


And I'd just like to start out by saying that I've been doing this for a long time.  I know I still look very young, but I've been doing it since the early 1980s, and this is the first time I've ever been involved in a proceeding like this.


And I have to say that in certain respects, it's better than the typical kind of hearing, because there is more of an exchange of ideas, perhaps, than in the typical hearing; but, on the other hand, I am very concerned that there simply hasn't been the opportunity to fully test the information.


The fair return to me ‑‑ and I'm pretty passionate about this -- I mean, the fair return to me is a really important element of the revenue requirement.  The return on equity is a real cost to the company.  And the allowed return on equity reflects that cost.
     The return on equity reflects the compensation that
investors require to make funds available to grow the
infrastructure and to promote development in the area, in
their region, their service area.
     So I think it's very important that we look at all the
information that's relevant before we make a decision on
this topic and that we have the opportunity to fully test
the information available.
     So while I have regard for the idea of regulatory
efficiency, I still think that to depart from the status quo at this point, we simply don't have enough information
that's been tested.
     And whatever the outcome of this proceeding is, I
think it's important that each utility still have the
opportunity to come to the Board and submit its own evidence in support of what it believes is an appropriate capital structure or a fair return.  

And if I could have the first real slide, please.
     First, I'd just like to talk a little bit about capital structure.  And, again, I mean, this is particularly in respect of Hydro One.
     So while I will address Board Staff's proposal
generally, I will relate it to the specific circumstances of Hydro One.
     So Board Staff is proposing a deemed capital structure
of 60 percent debt and 40 percent equity for all the LDCs,
with up to 4 percent of actually issued preferred shares.

Now, I recognize that in making that proposition, the Board Staff has recognized the risks that the LDCs may face in raising financing and the risks that revolve around the
level of investment that's required in new infrastructure.

      And in that respect, I don't think that a 40 percent common equity ratio is unreasonable, particularly for a large LDC like Hydro One Networks.  But what I would take issue with is that preferred equity and common equity are not the same thing.

      So, to say that you could have 40 percent common equity or 36 percent common equity and 4 percent preferred shares, you're not allowing the same strength of capital structure.

      So in that respect I would say that a 40 percent common equity ratio is reasonable and up to 4 percent preferred shares.

      I'll also note that Hydro One will be competing in a global capital market, particularly with the elimination of the foreign property rule.  It could be competing with peers who are better capitalized and in a period where the potential requirements for capital in a single industry are at levels that haven't been seen for several decades.

      Just as a point, I saw a study recently that was done by the International Energy -- yes, International Energy Agency, which had forecast that over the next 30 years we're looking at, for the electricity industry alone in North America, about $1.6 trillion of investment.  I think the Canadian Electricity Association said that if you assumed that Canada was about 12 percent of the total, I estimated that that would be about $260 billion.

      So I think, given those circumstances, that it's important for the utilities to be able to maintain ratings, if they're rated, to allow them to access capital on an ongoing basis, on reasonable terms and conditions.

      And I believe that a 40 percent common equity ratio, with up to 4 percent preferred shares, in conjunction with a reasonable return on equity would allow Hydro One's distribution operations on a stand-alone basis to maintain debt ratings in the mid-A category, and I think that's reasonable.

     Could I have the next slide, please?

     I should also say that the question was asked whether or not there's a liquidity crisis.  No, there's not a liquidity crisis.  

And the other point is, really, that we have yet to see any serious testing of the utilities' ability to raise capital in the public markets.  And I think that it's important to recognize that when the Board sets the financial parameters as a result of this proceeding or a future proceeding, it will be setting the stage for the utilities' ability to attract debt capital from lenders, on reasonable terms and conditions, and when their requirements and the requirements of their peers are at relatively high levels.

      And in that regard, all three debt-rating agencies have already made comments expressing their concern about the potential impact of the Board Staff's proposal, and my comments here specifically are to what they've had to say about Hydro One.

I would point to Moody's, for example, which, in its August 28th credit opinion, included the following quotes.  First they said:

"Going forward, Hydro One faces potentially significant credit challenges in terms of the evolution of the regulatory environment, capital spending pressures and in aging labour force.  While a measure of relative regulatory and political stability has emerged over the last few years, the company is currently in the midst of two regulatory processes, the outcomes of which could have significant impact on the company's financial condition."

And they went on to say:

"However, if Staff's cost of capital proposal, and in particular its allowed ROE formula, is adopted without change, Moody's believes it would likely result in a weakening of Hydro One's cash flow credit metrics which could place downward credit on the company's baseline credit assessment."

And, finally, it said:

"In Moody's view, the benefits of transparent mechanisms for the company's ROE, cost of capital and distribution rates, would be more than offset by the reduced cash flows that Staff's cost of capital proposal implies."

And I believe that that if the investment community's confidence in the regulatory environment - which would include the financial parameters which are allowed as a result of this proceeding - would be undermined, I don't think it would be a quick fix.  And I think that approving financial parameters that would result in a deterioration of the LDCs' financial condition would create significant challenges for them when they most need financing flexibility and could mean higher costs of capital for ratepayers in the long term.

      I would also point out that we seem to have been focussing quite a bit in this proceeding on the ability to attract debt capital and tying the ROE to the ability to attract debt capital.  I think we have to step back and remember that we're also talking, at least implicitly, about the ability to attract equity capital

      Although the majority of the LDCs in Ontario are publicly owned -- only two are investor owned, if I recall -- and they don't access the equity markets, that doesn't mean the ability to attract equity capital is not a relevant circumstance.  A publicly owned utility can either retain earnings for reinvestment or it can pay it out in dividends.  The level of the ROE should reflect the business and financial risks of the electric utility operations.  It should be sufficient to induce the utility to want to retain the earnings to reinvest in their business. 

      And this Board has also pointed out in its recent

Toronto Hydro decision, in April 2006:

“As a matter of law, utilities are entitled to earn a rate of return that not only enables them to attract capital on reasonable terms but is comparable to the return granted other utilities with a similar risk profile."

Can I have the next slide, please?  Thank you.

     I wanted to just briefly go back and review where we've come from on return on equity for the LDCs and where we would be today under a proper application of what's been called the Cannon approach - I guess that's a good shorthand way of putting it - or the Board's methodology. 

  
When the Board first began regulating the LDCs, it adopted the same return on equity methodology it had previously applied to the gas distributors.  And that methodology was set forth in the 1997 draft guidelines.

      The implementation of the draft guidelines - first to

Hydro One and then to the rest of the Ontario electric distribution industry - led to the 2000 ROE of 9.88 percent, which was based on a long-term Canada yield of 6.2 percent.

      The draft guidelines had set forth the methodology by which the return would be changed from year to year.  And that was that it would be changed by 75 percent of the forecast 30-year Canada yield.

      If you were to apply the formula today, based on the August 2006 consensus forecast, the allowed ROE for 2007 would be 8.65 percent.  And that's based on a long-term Canada forecast of 4.56 percent.  

And I would say that in my view, that formula -- when I say "the formula," I'm talking about the adjustment mechanism, as opposed to the point of departure.  That formula remains a reasonable way to adjust returns from year to year.


I'd also point out, and I think Dr. Booth pointed out a similar point, in RP‑2002‑0158, which was the generic return for the gas distribution utilities, the Board fully reviewed the draft guidelines as it applied to the gas utilities, and concluded there was no reason to depart from the results or set a new benchmark return.


As a result, today the allowed returns for the gas distributors in Ontario are approximately in line with other utilities in Canada.


Granted, they are low compared to utilities in the United States, or what I would call their U.S. peers whose allowed returns -- and I believe the City of Newmarket pointed this out, that those returns are around 10.5, 10.6 percent.


And the returns that have been allowed at 10.5, 10.6 percent have been allowed at interest rates that are relatively similar to what we're forecasting interest rates to be and what interest rates have been here in the last couple of years.


The reason that I bring up the 10.5 percent partly is because, increasingly, the U.S. utilities are viewed as peers of Canadian utilities, and I would point to one circumstance, in particular, where S&P did a report on Hydro One in conjunction with two other utilities, one U.S., one U.K., the U.S. utility being Consolidated Edison, and specifically said that these are three peer utilities and viewed them as being of similar risk.


And I think this is something that you're going to continue to see on an ongoing basis.


The returns that are currently allowed for Canadian utilities are -- have been and continue to be cited by the debt‑rating agencies as low and as a challenge to those utilities.


So if they're already viewed as low and we were to accept the adoption of the ROE proposals of the Staff, what you would have then is the LDCs in Ontario having what I would consider by far the lowest returns in North America.  And I believe that that would be incompatible with the comparable return standard.


I would like to talk a little bit about the problems that I have in the proposed change in methodology.  The way I understand the range of the returns that Board Staff is proposing, they're proposing a range of returns between 7.5 percent and 8.37 percent.  And those returns were based on a risk‑free rate of 5 percent, 5.01 percent.  


We know these aren't exactly apples and apples, because the risk‑free rate that's being used in the Staff's proposal isn't done on the same basis as the risk‑free rate under the current methodology.  But if you said, Well, what is the return on equity that would come out of the current methodology, a 5 percent risk‑free rate, it would be over 9 ‑‑ slightly over 9 percent, compared to the 7.50 to 8.37.  So that's a significant difference.


The proposed ROEs are based on what I would consider to be a very mechanistic application of the capital asset-pricing model and, I think, just the principle that the adoption of a single test risk allowing a return that is neither fair nor reasonable.  And I think that a mechanistic application of a single test increases that risk.


What I see when I look at the Board Staff's proposal is simply taking observed betas, observed market returns over a particular period of time, and essentially plugging them into a formula and accepting the answer.  


There has been no real expert judgment applied to the numbers.  There has essentially been no reference to any other kind of market data.  There was no real testing of the utilities' ability to access capital on reasonable terms and conditions on an ongoing ‑‑ on a go‑forward basis, and I certainly believe that you cannot determine a fair return on equity without looking at those factors.


I am particularly concerned with the periods of time that the inputs to the model were measured over.  The achieved equity market returns would either be measured over a five- or a ten-year period, and the betas would either be measured over the ‑‑ well, the recent five‑year period or one‑year period.  And there are very serious questions about whether the market returns over those periods are good estimates of the future market‑required return or whether those measured betas are accurate measures of future relative utility risk.


In particular, with respect to the market return, the averages, even ten-year averages, can range from negative numbers to numbers in the high double digits, 15, 16 percent.  When you look at actual achieved market returns over a limited period of time, what you may well be seeing is that if you have a period of very high achieved returns, that may be in a period where the market risk premium is actually quite low, because people bid up stocks during that period because their cost of capital has declined.


But what you would be doing by taking that period of time as your measure of the market return is the exact opposite, perhaps, of what you want to happen.


And, in part, that's why market risk premiums have developed from longer periods of data, with due respect to analyzing what changes may have occurred in the general economy and in the capital markets over time.


With respect to the betas, I'd say that in the first instance, in the Canadian markets, there's a problem from the outset, because there's not much evidence that betas and returns have been positively related.  There is an assumption that recent observed betas for rate‑regulated companies accurately reflect not just the risk, but the relative return requirements.  


And, further, the CAPM results that are proposed are pretty sensitive to the companies that were chosen for the sample.


For example, I think Mr. Carmichael talked the other day about the inclusion of a particular company in the sample, Coast Mountain Power.  Well, Coast Mountain Power has actually been acquired, so Coast Mountain Power doesn't even exist anymore.


So let's say we take Coast Mountain Power out of the sample of companies, recalculate the unlevered beta for ‑‑ the average for the sample, re-lever it to take into account the proposed 60/40 debt/equity capital structure.  You've moved your beta from -- I think the original beta was 0.57.  You move it to over 0.7, and you move the required rate of return, changing no other parameters in the proposal, from 8.37 percent to over 9 percent.  So it's pretty sensitive to the companies and to the particular betas.

      In summary, I think the proposed model results in a range of returns that's out of line with what other utilities are allowed and its formulaic inputs are highly likely to result in an unwarranted volatility of returns in the future and potentially produce results that don't even comport with the trends in the cost of equity.

      Could I have the next slide, please?

      In my view -- well, it's not my view.  We all know that the cost of equity, you can't observe it.  It has to be estimated.  And all models that attempt to estimate it are simplifications of investor behaviour.  No single model can pretend to precisely capture the return that investors require are exact.  They are all approximations.

      CAPM is essentially a model of how investors should be expected to behave under restrictive assumptions.  The discounted cash flow test and the equity risk premium tests that are essentially based on the cash flow model directly estimate investor expectations without any pre-conceived notions of –- without the same restrictions, I should say, as the capital asset pricing model.

      Results of both types of tests clearly are subject to the inputs, and those inputs, some of them, are not directly observable and they have to be either estimated or inferred.  And they have to have analysis and judgment accompany them.

      I simply do not believe that there is a way to avoid imparting judgment in determining a fair return, and the use of multiple tests ensures that all relevant information is taken into account.

      Now, with respect to which tests, I believe that the

Board Staff had asked a question about, Well, which tests should we use?

     My own view is that we should use all the traditional tests that have been used in the past in arriving at a fair return.  Each of the tests -- people have said this.  I know Mr. Carmichael said this.  Each of the tests has strengths and weaknesses.  None of them is perfect.  And, in fact, what I tried to do is I went through and I tried to make a list of what are all these strengths and weaknesses of these tests, and do the strengths really so outweigh the weaknesses for one test versus the others that we totally throw out any consideration of this test and keep only one model.

      And I'll go through it very quickly, but in sum, I believe that we should continue to look at all the tests.

      I would also say that, where there are challenges to the tests, you don't simply ignore the challenges; you try to address the challenges straight on in the way that you apply them.

      Capital asset pricing model.  Well, what are the strengths?  Well, it explicitly addresses the expected relationship between risk and return.  It's a model that was developed from modern portfolio theory.  It's considered the backbone of asset pricing theory.  It's widely used in the private sector to estimate cost of capital and to make investment decisions.  

The risk-free rate, you could say it's observable.  You can calculate betas.  They can be compiled from publicly available sources or commercial sources.  You can estimate market returns from historic data.  And it's not subject to the same degree of circularity as the discounted cash flow test.

      But challenges are:  It's based on very restrictive assumptions regarding investor behaviour and the composition of the market.  The single beta, which is intended to measure risk, may not in principle capture all the risks that investors require compensation for.  Empirical evidence has shown that the single-beta model understates returns for low beta stocks, and vice versa.

      Historic measured betas may have no relationship with investor return requirements.  And this could be particularly problematic in the Canadian context, where the market portfolio is not particularly well diversified.

      Ultimately, it requires informed judgment for estimates of the market-expected returns.  Historic returns may not be representative of future expectations, and the period over which we measure the historic returns is something that is subject to discussion.

      The discounted cash flow test.  Strengths:  Based on a very common-sense premise, that is, price of the stock is the present value of the future cash flows into perpetuity that investor expects.

      It estimates the cost of equity based on the fundamental risks of a company or a portfolio of companies and their growth prospects.  And it should, in principle, capture all the risks that investors require compensation for.  It's widely used in the regulatory arena in North America, as well as in the private sector, and it's a model that you can directly estimate the cost of equity with, as opposed to the CAPM, which does it in an indirect fashion.

      Growth rates.  A consensus of analysts' estimates is available publicly, so that those can be compiled.

     Challenges of the test.  Growth expectations as a component of the cost -- and a major component of the cost -- must be inferred into perpetuity.  Growth expectations are not observable, and so the resulting inferences are subject to measurement error, and the forecasts of growth may be optimistic, or they may be pessimistic.

      The model itself is subject to some circularity for utilities, since the expected growth rates are in part a function of what regulators allow.  What regulators allow, in turn, is partly a result of what investors expect.  So that is a bit of an issue with the discounted cash flow test.

      The third challenge is that the results for particular samples may not reflect the risk relationship that you would expect.  You may find DCF costs higher for lower-risk samples than for higher-risk samples.

      Comparable earnings.  Strengths:  It directly addresses the comparable earnings standard.  It measures returns in the same way that returns are applied in the regulatory arena; and when applied to unregulated companies, there is no circularity.

      The challenges of the test are:  The application results do not always assure that you'll get numbers that would assure the ability to attract capital at all times. 

The earnings levels may not be consistent as with the DCF test, with the expected return-risk relationship.  You may see that lower risk companies earn higher returns than higher risk companies.  

That's true in the market as well.  So if you took the market return and broke it down among sectors, you could find similar situation.

      Management does have some ability to manage how earnings are reported and the measurement period, and sample selections are subject to judgment.

      So I think that sort of gives you, hopefully, a balanced view of what some of the strengths and weaknesses of each test are.

     But what I did, in my report, was to apply all these tests to estimate what I thought was a fair return for Hydro One, and I would say that that return would be equally applicable to all the other Ontario LDCs at the appropriate capital structure.  So the idea would be that similar to what the Alberta Board did or what the National Energy Board did, if you reflect differences in business risk in different capital structures, then you could allow all the utilities the same return on equity.


I'm not going to go through these in detail.  Hopefully, you've all read all of my exciting words, but I'll just say a few things about a couple of issues.


With respect to the equity risk premium test, I want to talk just briefly about the risk‑free rate.  I think -- do I need to go to the next slide?  I guess it really doesn't matter.


With respect to the equity risk premium test, I think Board Staff is considering replacing reliance on the consensus forecast with forward rates, and the forward rates are based on an average of 5-, 10-, and 15‑year forward rates, so an average of 10.  


In my opinion, there is no good reason to abandon the Board's current approach.  First, I think it's important to recognize that we should be relying on the long‑term Canada.  The long‑term Canada reflects the long‑term nature of the utility assets, and I think a use of shorter-term bonds would conflict with the objective that we're trying to achieve.


The use of the consensus forecast is relatively simple.  It's transparent, and I don't believe that the estimation of the forward yield curve is.


Further, the data that are provided by the Bank of Canada to estimate forward rates are only available with a three‑month lag.  Future data may warrant reassessment of the forward rate; you have to rerun the regressions.  And I have not seen any evidence that using forward rates would give you a better result than if you used the consensus forecast, in any event.


And, last, the consensus forecast is what's used by other regulators that also use automatic adjustment mechanisms; and if you retain the current methodology, then everybody's being looked at on a similar ‑‑ or against a similar benchmark or on a similar platform.


Again, I don't intend to go through these tests, but you certainly can ask me any questions about them that you would like.  But at the end of the day, the application of the various tests that I applied gave me a return of 10.5 percent.  I did this on the basis of a 5 percent long Canada yield.  


That 10.5 percent is amenable to being adjusted by using the Board's formula so that if, for example, in November the consensus forecast gave you a long Canada yield of, say, 4.75 percent, then the 10.5 percent would be 10.3 percent.


And that's my presentation, and you can ask me anything I can answer.


MR. SOMMERVILLE:  Thank you, Ms. McShane.  

Professor Prisman.


QUESTIONED BY DR. PRISMAN:

DR. PRISMAN:  First of all, could you please clarify for me if, when you say “mechanical application,” you mean ‑‑ am I interpreting you correctly that you mean application that are based on market data, rather than on what you call exported ‑‑ I guess, in your view, can outperform what the consensus of investors are telling us by market data?


MS. McSHANE:  I have to say I don't quite understand the question.  If we look at the market returns, for example, and you say that a ten-year achieved market return is ‑‑ what is that telling you?  I mean, it's telling you what the market earned over the past ten years, but it's not telling you what the market expects over the next ten years.

Or if you look at a beta that happens to be calculated over the past five years, where the past five years includes a period of the end of the market bust with Nortel, what is that telling you about what the market expects with respect to the future beta?  


I don't think that, in and of themselves, you can conclude anything about what the market is telling you from those numbers.


DR. PRISMAN:  Well, the underlying assumption of predicting from the past to the future is that there is some distribution that generates that rate of return and that this distribution is more or less stable over a certain period of time.


So leaving aside the argument about what should be the length of period of time, if that is correct and one is to estimate the expected rate of return or the mean of that distribution, then that means that we should look in the market and see the past rate of return or expected rate of return and use that average as a predictor to the future.


MS. McSHANE:  Oh, I don't disagree that you should look to market data.  I have no problem with looking at market data.  I think that the market data have to be interpreted, and I think you have to use judgment when you come up with a fair rate of return.


DR. PRISMAN:  So I guess, in your view, the experts that are coming with all kind of different opinions are correcting the market beta in some sense?


MS. McSHANE:  Are they correcting the market data?


DR. PRISMAN:  Correcting the predictions, say, of the analysts, or making it more accurate.


MS. McSHANE:  I'm sorry, I still don't understand what you mean when you say “they're correcting the predictions of the analysts.”


DR. PRISMAN:  I mean, if you think that the input of experts about, say, the growth rate in the cash flow model or the consensus about the long‑term rate -- do you think that that adds to the accuracy of our estimation for the future? 


MS. McSHANE:  Yes, I think that looking at all of these data adds to being more certain that you have captured a relatively accurate estimate of the cost of equity, because the market is not -- it's not nice and neat.  


In theory, everything you've suggested is true, but there are lots of factors that impact on what actually happens in the market, and you just simply can't make the assumption that the market data that you observe fits nice and neatly into a model.


DR. PRISMAN:  We don't, and nobody does.  But I guess we differ about the opinion whether experts can outguess the market and whether adding that into the estimation increase or decrease the volatility of the estimator.  While you take the opinion that it makes it more accurate and reduce the variance of the estimator, I'll take the opposite.


MS. McSHANE:  But let's go back and try to put a finger on what you mean by -- I don't remember your exact term you used.


DR. PRISMAN:  I think I referred to the fact that we are in the opinion that the CAPM by itself is a better predictor than the CAPM plus the other methods.  This is why we recommended using only the CAPM.  And I'm guessing this is where we differ.


You think that adding the other methods will decrease the volatility or give you a more accurate of the future, while we are of the opinion that it really doesn't, because you get all kinds of estimators for, say, growth rate in the discounted cash flow and, really, you get a very wide range of estimators.

     MS. McSHANE:  Yes, you can get, by using different tests, wide estimates.  It doesn't mean that the one that you've ... just because you've used the capital asset pricing model, that that number is any more accurate, depending on the inputs, than any of the other ones.

     DR. PRISMAN:  Maybe we should leave it at that, because, really, the issue is whether the expert's doing a better job than the past history of the market.  And that's where it stands here.

      Can I ask you about another sentence that you have in your report, saying that the CAPM simply tells us the minimal rate of return that investors are willing to take.

I'm not sure it's a verbatim quote, but you said something about that.

     MS. McSHANE:  Yes, I remember that.

     DR. PRISMAN:  Isn't it the case that the rate of return that investor is willing to get, given the risk being constant, is always the minimal rate of return that investor is willing to get?

     MS. McSHANE:  That's the marginal return, but it's --pardon me?  

     DR. PRISMAN:  Wouldn't an investor being offered a higher rate of return, keeping the risk constant, would not agree to get the higher rate of return?

     MS. McSHANE:  Sorry, you have to repeat that.  I didn't follow it.

     DR. PRISMAN:  Okay.  What I'm saying is when you say that the CAPM tell us the minimal rate of return that investors are willing to take.

     MS. McSHANE:  Yes.

     DR. PRISMAN:  In order to accept that level of risk, isn't it really the case that by definition that the rate of return that investor is willing to get is the minimal, because obviously if that investor would be offered a higher rate of return, they would have taken it?

      So the rate of return that investor is willing to take is always the minimal rate of return they're willing to take.  On the other side of the coin is the maximal rate; it is the maximal rate of return that the market is willing to attribute to that type of risk.

      And both are equal, at equilibrium.  And they are really the fair rate of return.

     MS. McSHANE:  Well, I don't disagree with the last part of what you said, the equilibrium.  But I think when you look at the comparable returns approach, that you can get numbers that are quite different than what comes out of the capital asset pricing model.

     DR. PRISMAN:  You know, to one opinion, this is the strength; and to other opinion, this is exactly the weakness of the other method.

      Let me move on to your comment about the risk-free rate and the methodology.  A minor point:  What is transparent and not transparent, I guess it's a matter of opinion, but the way the forward rate has been extracted, in my view, at least, it's very apparent.

      The other minor technical point regarding that is that, indeed, the data from the Bank of Canada are being supplied by the Bank of Canada with a lag of three months.  But (a), is it not a big exercise to do it at home if the Board would like, given prices of outstanding bonds in the market at a certain date?  And (b), I believe it's also possible to purchase data like that from a third party.  

But perhaps the more crucial issue is that the CAPM, as we all know, is a one-period model.  It tries to model what would happen in the next time period of the future.  And it does that by saying that the return on equity over the next time period is the risk-free rate plus the risk premium.  It is the risk-free rate over the next time period.

      So when you are about to estimate the rate of return on equity over the next period, the structure and the duration of the liability of the certain utility should have no bearing whatsoever on the return on equity that is calculated based on the CAPM.  

Do you disagree with this statement?

     MS. McSHANE:  I agree with you that the CAPM is implicitly a one-period model.  But I think what we're trying to estimate is a long-term cost of equity.  And so, if we need to adapt the capital asset pricing model to reflect that, then that's what we do.  And that's what's been done by using the 30-year Canada in each of these jurisdictions in Canada.

     DR. PRISMAN:  I'm not referring to the length of the time period for the risk-free rate.  I'm referring to the point that the choosing of the risk-free rate in order to get the number from the CAPM is not affected by the structure of the liability of the utility.  And the fact, if it is true that the utility has liability or interest rate or loans based on long-term rate, that should not be affecting our use of the CAPM.

     MS. McSHANE:  Sorry, are you suggesting that I said that ...

     DR. PRISMAN:  In one of your points, I think even in the presentation today, you said that a point in favour of using the long-term Canada bond --

     MS. McSHANE:  Yes.

     DR. PRISMAN:  -- is because the liability of utilities is really long term.

     MS. McSHANE:  I said the term --

     DR. PRISMAN:  The loans that the utility takes are really long-term loans.

     MS. McSHANE:  No, I didn't say that.  What I said was the assets are long-term and the equity is perpetual.

     DR. PRISMAN:  Okay.  Perhaps I'm mistaken, but I remember --

     MS. McSHANE:  No, I would not have said that it had anything to do with --

     DR. PRISMAN:  I seem to remember that in your submission there was a direct relationship to the choosing of the long-term because of the structure, the duration of the loan that has been taken by the utility.

     MS. McSHANE:  Of the debt?

     DR. PRISMAN:  Yes.

     MS. McSHANE:  No.  Sorry.  I think you must have misunderstood.

     And if I gave that impression, I apologize.

     DR. PRISMAN:  All right.  Okay.

     MS. McSHANE:  I didn't mean to.

     DR. PRISMAN:  In your talk today, and also in your submission, you indicated something about the Canadian market being illiquid.

     MS. McSHANE:  Yes.

     DR. PRISMAN:  I think that most of the investment community in Canada would disagree with that.  If you submit a market order, say, to the TSX, I would assume that the vast majority of those order, market order, not the stock order or limit order, will be executed within a few minutes.  So, in my opinion, at least, this is an indication that there is liquidity in the market.

     MS. McSHANE:  Could I just have a second?

     And I wasn't talking about today.  I mean, I was talking about in the past.

     DR. PRISMAN:  I understood that one objection to the use of the CAPM, which obviously based on the market index is that the Canadian market is illiquid.

     MS. McSHANE:  Correct.

     DR. PRISMAN:  And therefore the use of the CAPM in this market will not be correct, or will misinterpret the result.

     MS. McSHANE:  It may be -- it may -- as applied to historic data.

     DR. PRISMAN:  Yes.  Even in the last five, ten, maybe even longer ...

     MS. McSHANE:  Well, I was trying to find you a quote that I was going to read to you, but ...

     That's why.  Can you just give me a second?

     DR. PRISMAN:  Okay.

     MS. McSHANE:  In 2002, the then-president of the

Investment Dealers Association of Canada had this to say.  He said:

"Over the last 25 years, the TSE 300 has steadily declined as a relevant benchmark index.  Part of the problem relates to the liquidity of the smaller component companies and part to the departure of larger companies that were merged or acquired.  Over the last two years, 120 Canadian companies have been deleted from the TSE 300.  When a company disappears from a U.S. index due to a merger or acquisition, that doesn't affect the U.S. market's liquidity.  An ample supply of large‑cap liquid U.S. companies can take its place.  In Canada when a company merges or is acquired by another company, it leaves the index and is replaced by a smaller, less liquid Canadian company." 


So that's partly what I had in mind when I said that.


DR. PRISMAN:  Okay.  But “liquidity,” per se, means that you try to buy or sell a certain stock that is outstanding on the market and you cannot do that.


MS. McSHANE:  Or you do it at a big discount.


DR. PRISMAN:  Yes, but I would submit the opinion that the market, the Canadian market - and there have been numerous studies on the CAPM in the market - is not so much different than other markets from the CAPM.


I also would be interested to know about your reference to -- the Canadian market, you say, is ‑‑ the beta in the Canadian market departs from the positive value that is predicted by the CAPM.


MS. McSHANE:  Sorry, I didn't ‑‑


DR. PRISMAN:  You said that in the Canadian market -- the CAPM, you say, "predicts a positive beta."  That has not been the empirical evidence in the Canadian market, or maybe you refer to general market.


But as a point of reference, really, the capital ‑‑ the CAPM does not predict the sign of beta.  It really says that the beta is the measure of risk, and if beta is negative, it means that that stock being held in your portfolio reduces the risk, but of course common sense would tell us that without even the model of the CAPM, the most asset shares outstanding in the market will tend to move with the market.


So I was wondering if you have a reference to that to say that beta estimated in the market is not positive.


MS. McSHANE:  Could you tell me what page you're looking at?


DR. PRISMAN:  Not really, because I just copy and paste things from your presentation.


MS. McSHANE:  Okay.  Well ‑‑


DR. PRISMAN:  But, I mean, I don't deserve ‑‑ or I don't require, obviously, an answer on the spot, but I wanted to make, (a), the point that the CAPM does not really predict that beta is positive.  It's really just common sense.  And (b), I was wondering about that reference, if you could submit it to us.


MS. McSHANE:  Well, that's why I want to find reference, because I don't think I would have said that the beta predicted that the ‑‑ I mean, sorry, that the CAPM predicted that the beta was positive.  Was this something I said this morning?


DR. PRISMAN:  No, if I'm not mistaken, it's something that I simply copied and pasted from your submission.


MS. BRICKENDEN:  What is a keyword there?  I can search, if you can give me the keyword.


MS. McSHANE:  Okay.  So I think ‑‑ Mr. Cowan pointed out in my own testimony where I said this.  I think you're referring to: 

"There is no evidence of the expected positive relationship between beta and return in the Canadian market." 


Is that what you're referring to, the observed relationship between beta and return appears to be ‑‑


DR. PRISMAN:  Well, I guess so.  Yes.


MS. McSHANE:  What I had done was I had taken the returns of the various subindices of the Canadian Stock Exchange and had compared them to the betas for the same indices, so energy, financial services, health care, utilities, and what I found was that over the long term, that the relationship between beta and return was the exact opposite of what you would think; that is, the higher beta stocks had the lower returns, and vice versa.


So in that context, it becomes quite difficult, in my view, to say that the observed beta is a good predictor of what investors expect as a return.


DR. PRISMAN:  I find that a little bit bizarre, because that's not what I've been observing, and, really, if the beta is estimated correctly - and the beta is really the coefficient in a linear regression of a certain share or index on the market - then, by definition, if overall the rate of return on the index is above the risk‑free rate, it should be positive.


MS. McSHANE:  Sorry, but what you're saying is that -- what I understand you to be saying is that --


DR. PRISMAN:  I mean, beta is really telling us the slope of the best linear line that fits rate of return on the certain security or index versus rate of return on the market. 


MS. McSHANE:  Right.


DR. PRISMAN:  And the intercept tells us something, too.


MS. McSHANE:  Right.


DR. PRISMAN:  So the beta is really telling us the portion of the difference between the risk‑free and the market rate of return over the risk‑free rate that is attributed to a certain security.


So if that security outperform the risk‑free rate on the average, beta by definition must be positive.


MS. McSHANE:  I don't disagree with that.


What I was saying was that -- just take a very simple example.  If I had three sectors, let's say the risk‑free rate is 5; and I know I'm going to get confused with these numbers, but let's say that I've got one sector that had a long‑term return of 8 percent; and then I've got one with 10, and then I've got one with 12.  Just assume that the market return was also at 10.


So if I take the betas for the 8, 10, and 12, and what we would have -- what we seem to have observed is that the 8 percent return group has the beta of, say, 1.5; that the 10 percent has, say, a beta of 0.75; and the 12 percent has a beta of 0.3.  So the relationship is not higher return with higher risk.


DR. PRISMAN:  As I said before, it's simple mathematical property that if you outperform the risk‑free rate and they intercept - and this stock are really capturing that - if that's the case overall, you should get a positive beta, because that's really what you're measuring.  Maybe ‑‑


MS. McSHANE:  You mean a positive beta for the stock?


DR. PRISMAN:  If overall the stock outperform the risk‑free rate, then you would get a positive beta for the stock.


MS. McSHANE:  I agree with that, but I think we're talking about two separate points.


DR. PRISMAN:  You also said here that: 

"The empirical evidence has shown that the CAPM underestimates expected return of the stock with a beta of less than 1." 


And maybe advocate the use of beta of 1, if you use the CAPM.  But if you use a beta of 1 for the CAPM, you actually are saying that there is no differences in the risk profile of the different stocks in the market and, actually, they're all behaving like the market.


Am I understanding you correctly here?


MS. McSHANE:  Sorry, where are you pointing now?


DR. PRISMAN:  You said something about:

"The empirical evidence has shown that the CAPM underestimates the expected return for stock with a beta less than the market average of 1.


MS. McSHANE:  Yes.


DR. PRISMAN:  Which, if I understand correctly, is a point you're making that one should use a beta of 1 in applying the CAPM.  Or is that not what you imply?


MS. McSHANE:  No.


DR. PRISMAN:  You're not implying that?


MS. McSHANE:  No.  I'm just saying that you have to recognize that if a company's has an observed beta less than 1, and the empirical evidence indicates that the CAPM understates the cost of equity for low-beta stocks and vice versa, then there needs to be some kind of adjustment to the CAPM results to correct for that.

     DR. PRISMAN:  If that is indeed the case.

     MS. McSHANE:  Pardon me?

     DR. PRISMAN:  If that is indeed the case, that you can prove, empirically, at least, that there is that over and understatement for the beta.

      Perhaps a minor point, but you also submitted something about the regression that you perform, the risk premium versus a long-term bond.  If I understood correctly, you applied that to each utility versus the long-term risk-free rate, and the spread between the long-term government bond and the rate of return on bonds that utility extends or the rate, the debt rate of the utility?

     MS. McSHANE:  Well, I'll clarify a little bit what you said at the beginning.

      What I did was I created a sample of companies, and so I have a single discounted cash flow estimate for the sample for each period of time.  

And then I did run a regression between the -- I used the long-term risk-free rate and the spread, corporate spread, as the independent variables, and the risk premium being the difference between the discounted cash flow estimate and the risk-free rate as the dependent variable.

     DR. PRISMAN:  So, you're trying to explain here the risk premium by the risk-free rate and the spread, I guess.

     MS. McSHANE:  Yes.

     DR. PRISMAN:  Is that a fair statement?

     MS. McSHANE:  Yes.

     DR. PRISMAN:  Isn't it really the case that the spread measures the default risk that -- and it's a compensation for the default risk for the debt-holder, and really what's the theoretical basis for using that as explanation for or trying to determine the return on equity where, when we look at return on equity rate, we are actually looking first at the firm that is completely equity in order to try to estimate the return on equity?

     MS. McSHANE:  Okay.  That was way too long a question.

     I knew the answer to the first part, but I wasn't sure ...

     DR. PRISMAN:  Okay.  Let me break it.

     MS. McSHANE:  Okay.

     DR. PRISMAN:  You use the spread.

     MS. McSHANE:  Yes.  And I can tell you --

     DR. PRISMAN:  As an explanatory variable; right?

     MS. McSHANE:  And just ... I'll answer that part of the question.

      The spread was used as a proxy for changes in risk over time.  I recognize that it's a measure of the default risk, but that was used as a proxy.  I'd seen that used in a number of different published studies as a proxy for changes in risk.

     DR. PRISMAN:  So really, you agree the spread is what the investor has been compensated to take the default risk?

     MS. McSHANE:  I agree with that.

     DR. PRISMAN:  And when we try to estimate the return on equity, even in the mechanical application of the CAPM, we go through the unlevered exercise because we would like to get the, so to speak, pure rate of return on equity.

      So I kind of fail to see the logic of that, the theoretical logic of that regression.

     MS. McSHANE:  Well, I guess I have a bit of a difficulty with the premise, or part of the premise, of the question.  And that is the assumption that you need to go to the unlevered cost of equity, which I've not done.  And I'm not sure, other than Dr. Lazar and yourself, that anybody else has done that here.  But the logic of the equation is to try to capture in a second variable changes over the interest rate cycle or business cycle in the perception of risk.

     DR. PRISMAN:  What I'm saying is I really view that as not very informative, especially when it's being used as the only additional explanatory variable in addition to the risk-free rate, when you look at risk premium.

     MS. McSHANE:  I mean, the only thing I can say to that is that, (a), it's a typical way of capturing.  I could provide you published studies where that's been done, as a second explanatory variable; and if we exclude it from the calculation, we get a higher risk premium.

      So I think it is informative to show how the cost of equity has changed with changes in spreads.

     DR. PRISMAN:  Okay.  I guess my opinion is different, and I don't see much theoretical justification to the inclusion of that variable.

      Perhaps I can conclude for now and ask:  If I'm not mistaken, in one of the past incidents or -- you mentioned something that there were a certain period in the market where it will be justified to use just the CAPM.  Am I correct in saying that?  Do you recall something like that, or not?

     MS. McSHANE:  I don't believe so.

     DR. PRISMAN:  Okay.  All right.

     MR. SOMMERVILLE:  Mr. Fogwill.

     QUESTIONED BY MR. FOGWILL:

     MR. FOGWILL:  Allan Fogwill, Board Staff.

     You talk about wanting to use the three methods.

     MS. McSHANE:  Yes.

     MR. FOGWILL:  Did you have a position on how those methods should be weighted?

     MS. McSHANE:  Well, I have my own personal view, and that is that you recognize that the utilities have to attract capital.  So you do give the most weight to the cost of attracting capital, and those are the equity risk premium tests - and I would include the CAPM within that as one of the variants - and the discounted cash flow test.

      And then I think it's also important to give weight to the comparable earnings test.

      So I would give some weight to that.  But ultimately, I think the Board has to look at the range of results and use its judgment as to what constitutes a fair rate of return.  I mean, we can give weights to tests based on the view of how important the different facets of the fair return standard are, but ultimately, I think the Board needs to look at the range of results and use its judgment.

      I don't think ultimately that truly the fair rate of return reduces itself to an arithmetic exercise.

     MR. FOGWILL:  My other question relates to:  You used the phrase "reasonable conditions."  And I've asked this question to other parties.  Can you define what a "reasonable term and condition" is?

     MS. McSHANE:  Well, it's going to differ for different companies, because different companies are not going to have the same access to capital markets, whatever they do.  And part of this is a size issue.

      For a large company like Hydro One, I think the maintenance of A ratings gives it the ability to access the long-term debt market in most conditions.  I think that's very important.

     Reasonable terms and conditions means that you are not constrained by significant covenants like ... I'll give you an example, a debt issue where you can't make dividend distributions over the life of the issue.  I mean, I would consider that to be fairly constraining.


For a large company like Hydro One, I think it would be unreasonable to have to raise debt where you had to amortize part of it every year.  Those are the kinds of things that I would look to in determining whether the terms were reasonable.


MR. FOGWILL:  Okay, thanks.


Do you have any examples of a utility being denied the ability to include an unreasonable term of financing in their rates?


MS. McSHANE:  Do I have an example of a utility that's ...


MR. FOGWILL:  Been denied the ability to include in rates a debt that you would consider unreasonable terms.


MS. McSHANE:  Well, without getting into the pros and cons of whether this was appropriate or not, Natural Resource Gas was denied the ability to recover part of the actual cost of its actual debt issue from its customers.


MR. FOGWILL:  Do you recall the conditions of those unreasonable terms?


MS. McSHANE:  Well, the ‑‑ of course.  But now we're discussing whether or not they were reasonable or not.  But part of the issue with that debt issue was that it was an issue that was made back in the very early ‘90s.  It was a 15‑year rate.  It was at a relatively high cost.  It included, as most issues did at the time, and still do, the inability to pay it off early without a premium that effectively would reimburse the lender for the opportunity cost of having that higher‑cost issue, and it would not permit NRG to make dividend distributions.


MR. FOGWILL:  Do you recall that in that case NRG was granted the ability to collect in rates the penalty that they would have to pay out to break that?


MS. McSHANE:  I wasn't involved in a couple of those cases, but I recall that there was something in one of the decisions that said that there was going to be an amount for the penalty, if there was a penalty, if they could refinance, which they did not at the time.


MR. FOGWILL:  Well, they eventually did.


MS. McSHANE:  Yes, they did, just this year.


MR. FOGWILL:  And they did get that money in rates, the penalty costs; correct?


MS. McSHANE:  Well, I don't think they got -- are you talking about the penalty costs of when they actually refinanced?


MR. FOGWILL:  No, they got the penalty costs actually before they refinanced.


MS. McSHANE:  Well, there were a couple of decisions where ‑‑ this is probably not the place to debate this, but my recollection was there were a couple of decisions that, in one of them, there was implicitly an amount for penalty but, of course, we wouldn't know what the penalty would be.


MR. FOGWILL:  Right.


MS. McSHANE:  Because they hadn't refinanced.  And there was a reduction from the actual rate that was outstanding.


MR. FOGWILL:  In the later decisions, there was a reduction.  Do you recall why that reduction occurred?


MS. McSHANE:  Because the Board felt that they could refinance.


MR. FOGWILL:  And they didn't refinance in that period that they said they were going to refinance?


MS. McSHANE:  I think that's right.  I mean, because, in part, at least it was still very costly to do so, because of the difference in the current rates and the rate outstanding, or the rate of the issue.


MR. FOGWILL:  Well, we're quite familiar with this case.


MS. McSHANE:  I figure you would be.


MR. FOGWILL:  And ‑‑


MS. McSHANE:  That's why I sort of hesitated to bring it up.  Maybe we could move on to another one.


MR. FOGWILL:  Okay.  Is there any other examples you can bring up?


MS. McSHANE:  Well, there was the case of Nova Gas Transmission, where the Board decided that if the pipeline had truly been a stand‑alone operation, it could have raised debt cheaper.  The parent company was BBB, and the Board believed that the pipeline could have been A‑rated on a stand‑alone basis.  So it made a deduction for the difference between the A rating, that it thought the pipeline could have, and the BBB rating, that it actually had, and applied -- and subtracted that from the debt cost.


MR. FOGWILL:  This was NEB?  


MS. McSHANE:  Yes.  No, sorry, it's not the NEB.  It's the Alberta Board.  That was a number of years back.  I think it was ‑‑ I want to say in the mid‑‘90s.


MR. FOGWILL:  It would really help if we had a reference to that.  Do you think you would be able to find that?


MS. McSHANE:  Yes, I could.


MR. FOGWILL:  Thanks.


DR. BOOTH:  Can I just clarify that one?


MS. McSHANE:  You may.


DR. BOOTH:  Is it correct that at the time the Alberta Board made that decision, that Nova, in fact, consisted of Nova Gas Chemical and Nova Gas Transmission?


MS. McSHANE:  Yes.


DR. BOOTH:  And over half the value of the company was coming from the chemical side, which was significantly risky?


MS. McSHANE:  Yes.  I mean, I don't disagree that there were different risks between the ‑‑


DR. BOOTH:  And the debt was issued by the parent?


MS. McSHANE:  Yes.


DR. BOOTH:  And not the gas transmission?


MS. McSHANE:  Right.


MR. FOGWILL:  So my last question, then, is also going to an example, and this is dealing with the rate impact, because that's one of the things we're concerned about.  I'm wondering if you have any examples of rate impacts on a utility of including what you would consider an unreasonable term debt in rates.


MS. McSHANE:  Do I have any examples of including -- of the rate impact of ‑‑


MR. FOGWILL:  Of the rate impact of including debt that you would consider to be at unreasonable terms?


MS. McSHANE:  No, I don't.


MR. FOGWILL:  Thank you.


MR. SOMMERVILLE:  Thank you, Mr. Fogwill.   

Mr. Shepherd.


MR. SHEPHERD:  Mr. Janigan and I have agreed that he will precede me.


QUESTIONED BY MR. JANIGAN:

MR. JANIGAN:  Thank you.


I wonder if we could ‑‑ Mr. Chairman, I wonder if we could look at the guide for presentations that Board Staff did, just the first sentence of that guide.  I'm just going to ask you a question based on that, and if you could have that in front of you.  If not, I can read it.  

It's: 

"Should the Board move off its current cost of capital methodology for determining capital structure, ROE, and debt rates; i.e., the current method as detailed in the 2006 Handbook?" 


I understand you to say that it would not be unreasonable to answer that question "no"?


MS. McSHANE:  Well, I think we need to clarify that.


I don't think it would be unreasonable to stay where we are, without going through a complete testing of all of the relevant information.


MR. JANIGAN:  Yes. 
     MS. McSHANE:  If that's what you mean, then I would agree with that.

     MR. JANIGAN:  Okay.  And in terms of process, I understood you to say that, given the state of the record in this proceeding, it might be -- I use the term “unreasonable” -- it might be unreasonable to proceed to attempt to change the formula or to change what is being done currently, based on the state of the record as it exists right now?

     MS. McSHANE:  I would say that's correct.

     MR. JANIGAN:  Thank you.

     Now, I've discarded all my questions on your estimation techniques.  I've asked them at least on two occasions in two different proceedings in two different industries; so if I want the answer, I'll go back to the transcripts.

[Laughter]

      MR. JANIGAN:  I just have some questions dealing with the bond rating, and in particular your discussion of U.S. bond rating agencies' views of Hydro One, on pages 7-9.

     MS. McSHANE:  Pages 7-9 of the paper I wrote, you're talking about?

     MR. JANIGAN:  Yes, that's correct.

     MS. McSHANE:  Yes.

     MR. JANIGAN:  And dealing with Standard & Poor's ratings, have Standard & Poor's ratings been well received in the capital market?

     MS. McSHANE:  Are you talking about in the Canadian capital market, or are you talking about generally speaking?

     MR. JANIGAN:  Let's take the general market.

     MS. McSHANE:  I'm not aware of any general concern with the S&P ratings except for ... I mean, certainly there are circumstances where because of their rating methodology, which is to, really, look at companies on a consolidated basis, which means that an operating subsidiary – say, a utility operating subsidiary - its rating will be impacted by the rating of its parent company unless that operating subsidiary is truly ring-fenced from the parent company. 


And by "ring-fenced" I mean that there are provisions in place that would essentially prohibit the parent company from taking too much cash out of the utility.

      So, you know, I think some companies are concerned with that approach, but as a general proposition, I don't know that S&P is any less well regarded globally than the other rating agencies.

     MR. JANIGAN:  Well, let's say when S&P essentially put the whole of the Canadian utility industry ... utility industry under review after it required CBRS, did the subsequent downgrades have any impact on yield spreads in

Canada?

     MS. McSHANE:  That's a hard question to answer.  If you mean by that was there an immediate reaction in the market, then, no, there wasn't.

     But over the ensuing period, there certainly was a general increase in utility spreads.  So it's difficult to separate out all of the, you know, different impacts of what the rating agency was doing versus what was going on generally in the market.

     But it would be difficult to specifically tie a change in yield spreads to what S&P did at the time.

     MR. JANIGAN:  And I take it it's fair to say that the downgrades didn't have any impact on the ability of Canadian utilities to access capital markets on reasonable terms?

     MS. McSHANE:  I would say generally speaking that they were still able to access the markets on favourable terms and conditions.

     MR. JANIGAN:  What is the typical S&P bond rating for a U.S. utility?

     MS. McSHANE:  BBB.  In the BBB category.  Didn't used to be.  And I don't think that's a function so much of what S&P has done as a function of what's happened in the marketplace.

      There used to be -- in fact, it's interesting; I was looking the other day for some data to find out how much companies actually had raised back in the mid-‘80s.  And the average debt rating on utilities at the time was AA.

      So there has been deterioration over that time frame.

     MR. JANIGAN:  Just one final question.  You mentioned that '97 was the first time the Board put in place a generic formula for return on equity.  And my memory is that that return was based not on comparable earnings, not on DCF, but an earned risk premium based only on CAPM.

     MS. McSHANE:  No, I don't think that's right.

     MR. JANIGAN:  Okay.

     MS. McSHANE:  I believe that if you went back and looked at the draft guidelines, that what the Board said was that it believed that the equity risk premium test was the most compatible with applying an automatic adjustment formula going forward.  But I'll check this, and I will get back to you if I'm incorrect.  But I do not believe that the Board limited the test to the capital asset pricing model; that it did look at a wider range of equity risk premium tests.

     MR. JANIGAN:  Thank you.  Those are all my questions.

     MR. SOMMERVILLE:  Mr. Shepherd.

     QUESTIONED BY MR. SHEPHERD:

     MR. SHEPHERD:  Jay Shepherd.  

You said this morning, and you said in your paper, that you think it's very important that each utility be able to come in in their own rate hearing and propose a different capital structure or a different ROE; correct?

     MS. McSHANE:  I think each utility should have that option, yes.

     MR. SHEPHERD:  So you heard my discussion with 

Mr. Camfield yesterday about that issue?

     MS. McSHANE:  Yes.

     MR. SHEPHERD:  There are really two questions about that.  The first is:  Isn't there a regulatory concern that this would mean a lot of regulatory time involved in having this same discussion for, you know, 92 times?

     MS. McSHANE:  Well, first of all, I doubt you would have that.  It is a costly exercise to do that.  And at the end of the day, I mean, I think that you have to have a pretty darned good argument why you're different.  And unless you have good evidence why you should depart from, say, some default, I don't think you would see a lot of companies coming in; small companies in particular.

     MR. SHEPHERD:  Now, you also believe that there should be a default; right?

     MS. McSHANE:  Yes, that would be my view, that there should be some kind of a baseline default number.  I mean, the FERC used to do that years ago with electric utilities, where they'd published these numbers every quarter.  And sort of that was kind of the default number; and you would come in, and if you thought your rate of return should be different, you came in and made your case.

     MR. SHEPHERD:  That was regards to return on equity only, wasn't it?

     MS. McSHANE:  Yes, you're right.  It had nothing to do with capital structure.

     MR. SHEPHERD:  Now, if you have a default, you have to calculate it on some basis, and we've been talking about calculating it on some average of everybody; right?

     MS. McSHANE:  Oh, we're going to the average question. 

Yes, okay.

     MR. SHEPHERD:  So if the exceptions are going to be taken out, then doesn’t the average have to be lower?


MS. McSHANE:  No.

     MR. SHEPHERD:  Then tell me why that --

     MS. McSHANE:  Well, first of all, you're making an assumption about what the database is, and you're making an assumption about the database of these utilities.  They're not.  The database is a sample of other utilities which have market data.  So it really doesn't have anything to do with who you pull out to have their own hearing here.


MR. SHEPHERD:  Then shouldn't you go to that database and take out the riskier ones?


MS. McSHANE:  Well, it depends on how you're doing it.  I personally ‑‑ what I try to do when I do my analysis is to come up with a benchmark return for a low‑risk company.


So unless you're below low‑risk, I mean, you would either be there or somewhere above, either on the basis of an equity risk premium or a difference in capital structure.


MR. SHEPHERD:  Turning to another item, you said earlier today that three debt-rating agencies have recently commented negatively on the Board Staff proposal? 


MS. McSHANE:  Yes.


MR. SHEPHERD:  Can you file those, please?


MS. McSHANE:  I certainly will.


MR. SHEPHERD:  Thank you.  

You also said that Standard & Poor's did a report on Hydro One, and was it ConEd and somebody else?


MS. McSHANE:  Yes.


MR. SHEPHERD:  Can you file that?  


MS. McSHANE:  Yes, we can file that.


MR. SHEPHERD:  Right.  You referred to the Toronto Hydro decision, and you said the Board's decision was ‑‑ and I'm paraphrasing you, but you can tell me whether this is correct -- that utilities have a legal entitlement to have an ROE that is comparable to other utilities with similar risk profiles.  Is that right?  


MS. McSHANE:  That's what I said.


MR. SHEPHERD:  Okay.  I assume that that's comparable to other utilities within Ontario?  That's not across the country; right?  That's your understanding?


MS. McSHANE:  I'm sorry, I didn't understand the point of your question.


MR. SHEPHERD:  Your conclusion from that is that it's right to compare what other utilities are getting, what they have approved, and compare that to the choices here in Ontario and make sure that we're within range; right?


MS. McSHANE:  I think that is a -- one relevant comparator.


MR. SHEPHERD:  And you're saying that that's a legal entitlement that Toronto Hydro and Hydro One and others have; right?


MS. McSHANE:  Don't forget this is not my quote.  This is a quote from the decision that said:

"As a matter of law, utilities are entitled to earn a rate of return that not only enables them to attract capital on reasonable terms but is comparable to the return granted other utilities with a similar risk profile."


So those are the Board's words.


MR. SHEPHERD:  I assume - and tell me whether you agree with me - that that would be to other utilities within the jurisdiction of this Board?


MS. McSHANE:  I personally wouldn't limit it to that, no.  I would say that it was broader and was other utilities with a similar risk profile.


MR. SHEPHERD:  Thank you.


You advised us today that at 4.56 percent long Canadas, Cannon updated would be 8.65 percent; correct?


MS. McSHANE:  Correct.


MR. SHEPHERD:  And, in fact, the 5.6 percent you use for all your examples, Cannon would be 8.98 percent, is that right, subject to check?


MS. McSHANE:  Sounds about right.  Yes, it's just minimally under 9; you're right.  Yes, I remember that now.  I did do that calculation.


MR. SHEPHERD:  So the current equity risk premium implied by that is for 109 basis points?


MS. McSHANE:  Correct.


MR. SHEPHERD:  And you say that the market, the Rm, if you like, is somewhere between 11 and 12 percent; right?  Your paper says that, I think.


MS. McSHANE:  Right.


MR. SHEPHERD:  Which means Cannon implies a beta of 55 to 64; am I in the right range?  To go from 11 to 12 to 8.98, that would be the result; right?


MS. McSHANE:  The 8.98 was at 5 percent; right?


MR. SHEPHERD:  Yes.


MS. McSHANE:  I get 60, and that's assuming there are no flotation costs in the 8.98.  If there are, it's something less than that.


MR. SHEPHERD:  Okay.  You estimate in your paper that the raw betas are somewhere between 53 and 67?


MS. McSHANE:  I think that's right.


MR. SHEPHERD:  But then you made an adjustment to 83, and I read this through ‑‑


MS. McSHANE:  No, I didn't.  That's part of what I did, but, ultimately, no, that's not the number I used.


MR. SHEPHERD:  Okay.  So what's the number you finally used?  I saw an “83”, and it looked like ‑‑


MS. McSHANE:  Yes, you did see an “83”, and the “83” was a result of a very specific analysis that was doing an assessment of the impact of interest sensitivity.  But the adjustment, if you look at page 21 -- and it's just before number 4, “CAPM estimate.”


MR. SHEPHERD:  Yeah.


MS. McSHANE:  It says: 

“The raw betas are 50 to 55, equivalent to an adjusted beta of 65 to 70."


MR. SHEPHERD:  Okay.  So you have ‑‑ you're increasing your beta by 15 on either ‑‑ at either end of your range.  And I read through the explanation of why you did that, and I didn't quite get it.  So maybe you can try again and help me with that.


MS. McSHANE:  At the end of the day, what we're trying to do is not just predict the beta for the next ‑‑ for the future, but we're trying to predict the return.


So, I mean, ultimately there's the rationale that the adjusted beta is more closely associated with the return.  There is the fact that your raw beta doesn't take into account the interest sensitivity, which is where the “83” came from.  

The fact that beta only accounts for -- in principle, for non‑diversifiable risk, and if you look at total risk, which is also relevant, the relative market standard deviations between utilities and other sectors of the market are supportive of a risk adjustment of that magnitude.


So all of those factors lead to using a beta of 65 to 70.


MR. SHEPHERD:  And this is ‑‑ all the other experts that have been talking about this, they're making the same adjustment?


MS. McSHANE:  No, not all of them.  Dr. Booth doesn't make that adjustment.  Drs. Lazar and Prisman don't make that adjustment.  Mr. Camfield did.  You used whatever betas that were there.  So some people do and some people don't.


MR. SHEPHERD:  And that adjustment to the beta is essentially or virtually all of the difference between ‑‑ or most of the difference between the number you came up with and the number they came up with, isn't it?


MS. McSHANE:  No.


MR. SHEPHERD:  Okay.


MS. McSHANE:  I mean, when you say "they", who are they?


MR. SHEPHERD:  Lazar and Prisman.


MS. McSHANE:  Oh, well.  Who else?  Oh, Dr. Booth?


MR. SHEPHERD:  Dr. Booth.


MS. McSHANE:  No, because Drs. Lazar and Prisman only used one test.


MR. SHEPHERD:  Okay.  So I wonder if you could do this -- and Board Staff or the sponsors can tell me whether this would be useful or not, but I think it would be.


I think it would be useful if you would disaggregate the difference between what you ended up with and what they ended up with into its causes, because if that's one of the causes, then that's an issue the Board can look at specifically and decide do they agree with you, do they agree with them; right?  Can you disaggregate the difference?  I don't mean here.  I mean ...


MS. McSHANE:  Yes, I can disaggregate the difference.


MR. SHEPHERD:  Thank you.  You talked about using the three tests, and you, of course, by now understand that I've never taken an economics course, but I thought that CAPM was supposed to -- made the assumption that the market data integrates all the inputs to cost of capital already; that the market reveals the result of that integration.  Isn't that right?  Isn't that the whole point of it?

     MS. McSHANE:  I don't really know what you mean by "integration" in that sense.

     MR. SHEPHERD:  Well, that you have a whole lot of different factors that influence the cost of capital.

     MS. McSHANE:  Sure.

     MR. SHEPHERD:  And I thought that the reason why CAPM was theoretically attractive was because it's assumed that the market reveals how investors integrate all those factors in their decisions; right?

     MS. McSHANE:  But it's a very big assumption.

     MR. SHEPHERD:  Okay.

     MS. McSHANE:  A very big assumption.  And that's why, if it did that very nicely, then we wouldn't be seeing all of these analysts and academics trying to develop models that explained it better.

      I mean, we wouldn't see people developing the arbitrage pricing theory, which recognizes that there are multiple factors that can't all be captured in one single beta.

     MR. SHEPHERD:  Okay.  But what you're proposing is to use two other tests, DCF -- well, actually several other tests.

     MS. McSHANE:  Right.

     MR. SHEPHERD:  But two main ones, DCF and comparable earnings, to, in essence, fix the weaknesses of CAPM. 

You're saying that it doesn't do what it's theoretically supposed to do, and so you can fix that by using these other tests; right?

     MS. McSHANE:  I'm not saying -- it's not a question of fixing it.  It's a question of there being various tests that have different assumptions, and, you know, they all have strengths and weaknesses.

      So none of them can be applied with perfect accuracy. 

So that’s why we use them all.

     MR. SHEPHERD:  Okay.  You talked today about -- you used as an example NOVA Gas Transmission.  And you described it -- I haven't read this case, but you described it as the parent borrowing a BBB, and the AEUB saying, If utility itself could have borrowed that at A, so we're going to let you recover in rates the interest you would have paid at an A rating; is that right?

     MS. McSHANE:  Yes.

     MR. SHEPHERD:  That could potentially happen in Ontario too; is that right?  Because there are utility holding companies that borrow on behalf of their utilities; right?


Ms. McSHANE:  That's a possibility, yes.

     MR. SHEPHERD:  Would it be appropriate for the Board to follow a similar principle in Ontario, do you think?

     MS. McSHANE:  I don't have a problem with the principle.  I have a problem with the application.  It's hard to be certain that you're predicting correctly that the utility on a stand-alone basis would have a different rating than the parent.

      As it turned out in the case of NOVA, NOVA did ultimately separate itself from its parent, and, lo and behold, it had an A rating.

      So, I mean, the Board was correct in those circumstances.  And the circumstances were fairly clear, that the risk of the parent company was significantly higher than the risk of the pipeline.  But, you know, I am somewhat concerned that, you know, you would run the possibility of getting into cases where it's just not provable one way or the other that the utility would have a higher stand-alone rating.

     MR. SHEPHERD:  Okay.

     MS. McSHANE:  I certainly don't think I would use that principle sort of at the margin.  Clearly, if the parent's rated C and the utility in and of itself is healthy, well, sure.  I mean, that's pretty clear.  But there are going to be circumstances where it won't be.

     MR. SHEPHERD:  I just have a couple of questions on your written material, your pre-filed paper.

     You have a footnote on page 19.

     MS. McSHANE:  I happen to be at page 19.  I must have perfect foresight.

     MR. SHEPHERD:  I'm biting my tongue.  And in the upper footnote, you talk about the book value not being the relevant measure, but market value, in terms of calculating returns; right?

     MS. McSHANE:  Yes, I said that.  I started with the notation from Drs. Lazar and Prisman's report.

     MR. SHEPHERD:  I guess my marginal note is is there some way of calculating that are to the LDCs what the market share is --

     MS. McSHANE:  No, there is no market value.

     MR. SHEPHERD:  There's no public market, but is there some way you could infer it?

     MS. McSHANE:  Not easily.

     MR. SHEPHERD:  No, okay.

     MS. McSHANE:  That's what they pay those investment bankers the big bucks for, to come in and figure out what they could float their business for on the public market.  But, I mean, there's no quick and easy formula that you would just apply to everybody and say, Here's the market value.

     MR. SHEPHERD:  Yet you would agree, I think, that the prices that are paid in mergers and acquisitions in Ontario would give us some indication -- you would still have to use judgment, but it would give us some indication.

     MS. McSHANE:  Of?

     MR. SHEPHERD:  Of the values of the shares.

     MS. McSHANE:  I would think they would give you some indication, sure.

     MR. SHEPHERD:  You said in your opening comments - and I think it's implicit in your paper - that your comments are specific to Hydro One.  And I guess I didn't hear you throughout your presentation identify areas in which other utilities should be treated differently than what you're proposing.

     MS. McSHANE:  Oh.  Well, when I said that, what I meant was I didn't assess the issues with respect to the rates on affiliated debt.  And I did not do any analysis of the other utilities to determine what appropriate capital structures for them might be.  That's what I had in mind.

     MR. SHEPHERD:  Okay.  So, for example, your ROE number, as far as you're concerned, it should apply to everybody.

     MS. McSHANE:  And that's what I said in my opening statement, that the ROE could apply to everybody at the appropriate capital structure.

     MR. SHEPHERD:  All right.

     MS. McSHANE:  Whatever that is, and that would be determined in some fashion, either individually or if the

Board is going to have some kind of a stratification.

     MR. SHEPHERD:  On page 16 in your footnote, you talk about the average returns on pension plan assets, presumably because pension plans are your sort of prototypical investor in utilities.  Is that right?  Or is that sort of an indication of RM?

     MS. McSHANE:  16?

     MR. SHEPHERD:  16.  Your footnote 21.

     MS. McSHANE:  Sorry, I was just reading what the footnote went to in terms of the sentence in the text.  


Could you ask me your question again, please?

     MR. SHEPHERD:  So my question is this is sort of an indicator -- your point here is this is an indicator of market returns?

     MS. McSHANE:  Well, it was an indicator of the market returns for those periods.  And part of the reason that I put it in there was because it differed quite a bit from the actual TSE returns, or TSE 300 returns over the same period.

     MR. SHEPHERD:  So smart investors do better than dumb investors?

     MS. McSHANE:  I mean, the pension funds may well have invested in a different portfolio of equities than the TSE.  In fact, most of the large pension funds have allocated to their equity components a large percentage of foreign equities.

     So this isn't -- I mean, this would be a number that would take into account the specifics of the investments of the pension funds, which would be -- focussed more on foreign equity, so not the same portfolio as the S&P/TSX composite.


MR. SHEPHERD:  Now, the other side of pension funds is that when they do their analysis of what they have to collect from their pensioners or from the companies that are funding the pensions, they have to make an assumption about what future returns they're going to get in their portfolio; right?


MS. McSHANE:  Right.


MR. SHEPHERD:  Would that information be helpful to the Board in terms of understanding what the market says are appropriate future returns?


MS. McSHANE:  Well, only if you knew how to interpret it.


MR. SHEPHERD:  Clearly.


MS. McSHANE:  Okay.  So here's my interpretation of it.


If you look at -- DBRS says that the expected asset return average for the major Canadian companies that report is about 7.5 percent now.  They also say that ‑‑


MR. SHEPHERD:  Sorry, this is not companies.  This is the plans.


MS. McSHANE:  Well, this is the expected return on plan assets.


MR. SHEPHERD:  Yes.


MS. McSHANE:  Okay.  That number represents the total portfolio.  So whatever the assumptions are as far as debt and equity, we don't know that.  We could make some assumptions.  


We could say that they are 50/50.  Then you would have to make an assumption about what the expected return on the debt component is.  So let's say it's 5, 5 percent in 2005.  That's not a bad number.


Then you would have to infer from that what the return on the equity market is.  Well, if you do that calculation --


MR. SHEPHERD:  It's 10 percent.


MS. McSHANE:  It's around 10 percent, but that number is in the ‑‑ it's really a geometric average kind of return.  

For cost of capital purposes, if we're doing CAPM, we should be looking at an arithmetic average.  You can take that 10 percent and you can kind of translate it into an arithmetic average by looking at what the historical volatility of the Canadian market has been, so there's a relationship, a mathematical relationship between the arithmetic average and the geometric average.  


So the 10 percent ‑‑ actually, I did it on 9.5, and it comes out to a little bit over 12.


MR. SHEPHERD:  Okay.  But then you have to apply a beta to that?


MS. McSHANE:  Oh, absolutely.  So that's a market ‑‑ that's the Rm number.


MR. SHEPHERD:  Okay.  And you think that if you do that calculation with an appropriate beta, you come to around the 10, 10.5 that you're using, the 10.5 that you've proposed to the Board?


MS. McSHANE:  If I took 12 percent as the market return, 5 percent as the -- if I went through the whole thing and said, All right, 12 percent is the market return, 5 percent is the risk‑free rate, midpoint of 65 to 70 is the beta, add the 5 percent risk‑free rate back to it, add a flotation cost; you're at about 10-3/4.  


MR. SHEPHERD:  Thank you.  And my last question relates to risk premiums in the United States and Canada.  And I have a reference here, but I don't know what it says, actually.  Let's just see.


You've said that U.S. and Canadian utilities are reasonable proxies for one another, and I guess I thought that the data showed that the risk premiums in the United States and Canada over the last 25 years were quite different; isn't that right?


MS. McSHANE:  Are we talking about utilities?


MR. SHEPHERD:  Utilities.


MS. McSHANE:  And which risk premiums?  You are talking about the achieved market risk premiums?  Are we talking about ‑‑


MR. SHEPHERD:  Yes, market.


MS. McSHANE:  The risk premiums implicit in returns or just market risk premiums?


MR. SHEPHERD:  Well, I'm not the expert, so if you could assist.


MS. McSHANE:  Yes, but it's your question, so I'm trying to understand which risk premiums you're talking about.


MR. SHEPHERD:  Any.


MS. McSHANE:  Any?


MR. SHEPHERD:  Help us.


MS. McSHANE:  My choice. 


MR. SHEPHERD:  Let me ask it to you a different way.  Is it correct that utilities in the United States generally have had higher rates of return over the last 25 years than in Canada?


MS. McSHANE:  No.


MR. SHEPHERD:  No.  Do you have data on that?  Is there some data somewhere we can look at?


MS. McSHANE:  Yes.


MR. SHEPHERD:  Is it here or can you provide it?


MS. McSHANE:  I'd have to provide it.  It used to be that Canadian utilities had higher rates of return until about the time that the automatic adjustment formulas got adopted.  And I actually made a nice little graph, which I presented at a CAMPUT conference a number of years ago, that actually shows where that crosses.


MR. SHEPHERD:  That would be useful to have if you ‑‑


MS. McSHANE:  I will be happy to provide that.


MR. COWAN:  Mr. Shepherd, just one thing.  It's Allan Cowan from Hydro One.  I think you requested the three ratings reports, Moody's, S&P, and that.  I just wanted to let you know if you wanted it quicker, it has been filed as part of our Transmission filing at Exhibit A, tab 11, schedule 1.  They're already there.  So anybody who's received the Hydro One Transmission filing can get that there.


MR. SHEPHERD:  Can you give me that reference again?


MR. COWAN:  Exhibit A, tab 11, schedule 1.


MR. SHEPHERD:  Thanks very much.


MR. SOMMERVILLE:  Mr. Rodger.


MR. RODGER:  I have no questions, thank you.


MR. SOMMERVILLE:  Mr. Camfield?  Mr. Aiken?


MR. AIKEN:  No questions, thank you.


MR. SOMMERVILLE:  Mr. Stephenson.


MR. STEPHENSON:  No questions.


MR. SOMMERVILLE:  Mr. Clinton?  Mr. Palimaka?


QUESTIONED BY MR. PALIMAKA:

MR. PALIMAKA:  I think we do have questions.


I'll try and ask them, and I realize you've just said that you weren't hired to look at the risks that smaller LDCs face.  I'm not asking you to comment on those issues, but what I want to understand is the purpose of a risk premium, whether it's in the form of a higher equity structure for small LDCs or a higher risk premium on top of the ROE allowed to other LDCs.  


I want to understand, what is the purpose of that risk premium from a regulatory and a shareholder's perspective?


MS. McSHANE:  It's to compensate for higher risk.


MR. PALIMAKA:  So is another way of saying that that the purpose of the risk premium is to make sure that from a shareholder perspective, there is no difference in value between a higher-risk utility and a lower-risk utility, so that if I have a choice of low‑risk utility or high‑risk utility, I'm neutral, as an investor, as to which one I'd purchase, because I'm compensated for my risk appropriately?


MS. McSHANE:  All other things being equal, that's right.  I mean, you would try to offset the difference in risk with the higher return, which should then translate into a similarity of value.


MR. PALIMAKA:  So as I understand the OEB Staff's rationale for why they haven't accepted their own experts' opinion, it was that they didn't want the differing capital structures to affect ‑‑ to create a disincentive to mergers.  And I should have asked this question earlier.  


I didn't ask the question, but if we can assume that the rationale behind that is that the small utilities, with its greater equity structure, is more valuable before the merger than it is after the merger, isn't that making the assumption that ‑‑ isn't that only true if the risk premium is wrong, I guess was my question?


MS. McSHANE:  Sorry, I didn't ‑‑ okay.  Think about this.


MR. PALIMAKA:  Let me ask it a different way.


MS. McSHANE:  Yes, try it differently.


MR. PALIMAKA:  If the risk premium was right, would there be any disincentive to merger for a low‑risk and a high‑risk utility?


MS. McSHANE:  No, there shouldn't be, I mean, if the risk premium is right.


MR. PALIMAKA:  Right.  So one of the guiding principles from the OEB Staff report is that they want to not ‑‑ sorry.  Let me get the quote right.


They want to "avoid imposing barriers to consolidation within the electricity distribution sector."  And so they were faced with a challenge, and they chose to make everybody's capital structure the same, but wasn't the alternative for them to create a process that would investigate whether the risk premium was correct in the first place?

     MS. McSHANE:  Yes, I think that's fair to say that there should be, as part of an appropriate process for these utilities, an opportunity to really look at what the risks are for the different utilities and determine whether or not there truly is a risk difference and a risk premium differential or capital structure differential requirement as a result.

     MR. PALIMAKA:  Isn't it true, then, the reason we're here talking about change this capital structure for a utility like Bluewater Power is because Board Staff essentially don't accept that the risk premium that's currently in place in rates is correct?  So they've chosen to throw away the capital structure, rather than the alternative, which is to investigate whether the risk premium is correct?  

     MS. McSHANE:  Well, to be fair to the Board Staff, I think that basically at this point in the process they're faced with the situation where they don't believe that they have the data necessary to make the distinctions.  But, having said that, I'm not sure that a full analysis has been done.

     MR. PALIMAKA:  I understand that there are all kind of reasons, and we don't have to get into those.  Those can be for argument.  But I guess --

     MS. McSHANE:  But I would say that if I had to interpret what they're suggesting is that in the absence of specific quantitative support for making the stratification that's been done in the past, that what they should do is discard what was done in the past, rather than the alternative, which is to keep what was done in the past in the absence of information that would say we should discard it.

     Does that make sense?

     MR. PALIMAKA:  I understand that, and I take responsibility -- you know, as a mid-sized utility, we take responsibility for not raising this issue earlier, or I at least personally take responsibility.  

But it's a question of how the process begins.  Rather than the process beginning as an investigation as to whether the risk premium is appropriate, the Board Staff approach was to assume it wasn't appropriate.  And I guess it's just -- I mean, we don't even need to have this discussion.  It's not a discussion for you and I; it's a discussion for later.

     MR. FOGWILL:  Maybe I can respond.

     MR. SOMMERVILLE:  Mr. Fogwill.

     MR. FOGWILL:  We started on the basis of a clean piece of paper and didn't look at what came before.  We started on first principles, the principles being transparent, predictable, and efficient.

     And if you look at the objectives that we've got included in our paper, we've been as clear as we possibly can be about where we started from.  So we didn't say that there was anything necessarily wrong with the previous structure.  We just started from our first principles and tried to make it an objective, transparent review.

      And so when we got to the capital structure, we said, okay, so what are the options?  If everyone has the same capital structure, we can stratify the capital structure based on various different approaches.  And we didn't have any information to take us from a very simple starting point, which is everyone's the same.

      So my challenge to you, then, would be, help prove that's incorrect.

     MR. PALIMAKA:  And I will accept the challenge and say that if the process had said that right up front, I think we'd be at a different point than we are right now.  And I take some responsibility for that.

     But we're here, and we'll fix it, I think, is the point.  And maybe we'll get into those discussions after lunch as to how we fix it as we talk about next steps.

     MR. TAYLOR:  Can I just jump in?  I'm with 

Mr. Palimaka.  It's Andrew Taylor.  I don't understand why you would start with a clean approach that differed from what existed in the industry for years before that, because -- and I think you said, in your words, you had no reason to believe that differing strata should apply when, one, we did use it in the past and, two, your own experts suggests that there be two different debt/equity structures in place.

      Despite that, you've assumed something completely different from what already existed and what was recommended.  And now you're asking LDCs to explain why your assumption is incorrect.

      I don't understand why you wouldn't start as a starting point with either what existed in the past and has worked in the past, and ask people to demonstrate why it's incorrect; or start from the point of your experts' own opinion that there should be two debt/equity structures, and ask people to comment as to why, perhaps, there should be four or one?

     MR. FOGWILL:  I'll go back to some conversations that we had with Dr. Lazar and Dr. Prisman.

     We asked them about that.  And they said that  there's some hint of a differentiation in the data – this is the RRR data that gets filed.  But we all acknowledged that the RRR data for 2002, -3, and -4 is still -- has a lot of problems with it.

      So aside from that point, in fact, that data is suspect, which was the only element that would provide any support for stratification, in this case, for two – their suggestion - and Ellie, you can correct me if I'm wrong - their suggestion was more of a transitional type of approach.

     DR. PRISMAN:  That is correct.  Then it also kind of reflects the situation, the actual deemed situation in the market at that time.


MR. TAYLOR:  Just so I understand, then, so is the recommendation, then, of your expert that there be one debt/equity structure or that there be two?  Are we looking for something transitional or not?

     MR. FOGWILL:  Well, they were suggesting the two, and they were suggesting the two because of the fact we were starting with four.  And our position was starting with a clean slate and saying, Let's keep it as simple as upon, and we can build the complexity into it.  And if there's a reason to add complexity, we will.

      In this case, we couldn't find it.

      I asked them, Could you substantiate a difference in capital structure?  Could you substantiate whether the capital structure should be 35 percent equity, 40, 45, 50,

55?  And there's nothing definitive in the literature that says one is better than the other.

     DR. PRISMAN:  I concur.

     MR. TAYLOR:  So then you're not recommending that there be two debt/equity structures?

     DR. PRISMAN:  No, our recommendation as stated in the paper, is two.

     MR. TAYLOR:  Two.

     DR. PRISMAN:  But the reasons, as Mr. Fogwill just explained, are correct.

     MR. TAYLOR:  Well, the qualifications of your experts are really impressive.  And I'm just wondering, who at the Board has qualifications that are similar to your experts that would justify divergence from your experts' opinion?  And if that person is at the Board, I'd love to know why isn't it that person in the room so we could ask that person questions? 


And perhaps you have those qualifications, Mr. Fogwill; I don't know.

     MR. FOGWILL:  I'm not nearly that smart.

     The Staff have taken their expertise they have in dealing with regulated companies, cost-of-service applications, all different types of applications, and taken the input provided by the consultants, and weighed that alongside their practical understanding, as well as the practical understanding of where the market is now and the objectives that the Board would like to achieve, which have been listed there.  And we've come up with a proposal.  And we are looking for parties to comment on that proposal.

      That set of information will then become the body of work that the Board Members will consider.  And if there is a concern related to what we've provided, then it would be extremely helpful if you can provide some empirical information as to why we're wrong, and then we'll go from there.


MR. TAYLOR:  Are you suggesting, then, that the opinion of your experts wasn't based on the practicalities that the Board faces?  It was an academic opinion?


MR. FOGWILL:  The opinion of the experts came from their own qualifications and experience, and I won't speak for what their qualifications and experience are.  They can speak for that themselves.


Our experience and qualifications are different, and combined they formed our discussion paper.


MR. SOMMERVILLE:  Mr. Shepherd, do you have a comment?


MR. SHEPHERD:  I wonder if I could ask Dr. Prisman a question.  Dr. Prisman, did you see any empirical evidence that there should be stratification?


DR. PRISMAN:  No.


MR. SHEPHERD:  Your proposal that there be a transitional two‑level structure ‑‑


DR. PRISMAN:  Yes, I believe the proposal didn't speak about traditional -- transitional.  The proposal didn't literally say that this is recommended as a transitional state, but that was the discussion following it.


MR. SHEPHERD:  And that wasn't because the data told you that.  That was a regulatory proposal.  It's about regulatory policy, not about economics?


DR. PRISMAN:  Well, the proposal ‑‑ not quite.  The academic literature is really confusing or silent, if you want, on an optimal mixture of debt and equity.


And there are some common-sense guidelines, but what we suggested here was based on what we saw actually in the field, what actually has been used mainly by the utilities.


MR. SHEPHERD:  Thank you.


MR. TAYLOR:  Well, I'm a little bit confused - it's Andrew Taylor - because I thought that Dr. Lazar on Monday said that his analysis suggested that there were differences between LDCs who had a rate base above 300 million or below.


DR. PRISMAN:  That's what I'm saying now, too.  There are only two, basically, two differences, two steps.


MR. RODGER:  I just have one follow‑up question for Mr. Fogwill, and I think this will come up this afternoon, so it will help inform my submissions this afternoon.


Just in terms of the process that happens after this consultation, as I understand it, let's assume we just conclude the process at the end of this week, we put in our final written comments, and then at some point the Board Staff takes all that material and Board Staff formulates a report that will ultimately go to the sponsors or the Board representatives, and then the sponsors then present the report to the entire Board.


Is it Board Staff's intention to release that, your report, your kind of semblance of all the material we've heard today, to the parties to provide input, or is really the last chance for commentary as of the final submissions filed on October 6 and then essentially the next thing that all the parties will hear is the Board's determination of these matters either through an issuance of the code or not?


MR. FOGWILL:  There was no expectation that the report that the Staff is going to make for the Board would be sent out for public comment.  But I would remind you that the code, once it is reviewed and adopted by the Board members, will be going out for comment.  It's going to be a draft code.  So there is yet another round of consultation where parties have some additional legal rights in order to get their views and concerns heard.


MR. RODGER:  I just am saying - and maybe we'll speak more about this this afternoon - but I think certainly one of the concerns of my group of clients is that when these submissions and comments are being made, they're not actually being directed or heard by the decision‑maker directly.  They're kind of being made through Board Staff, and that is a concern, but perhaps we can talk about that this afternoon.


MR. FOGWILL:  That's been the entire structure of this process from the start.  This has been led by Staff, with the input and assistance from our sponsors.  And at the end of this part of the process, Staff relinquish control and it becomes an official Board process through this code review, and then the decision‑making has been and always will be with the Board, not the Staff.


MR. RODGER:  I think the concern is just what ‑‑ how the messages will be delivered to the ultimate Board contained in that report, and if the parties can't see that, given the record that we have, is that going to produce a satisfactory outcome?


MR. FOGWILL:  I'm not sure I can comment on whether or not it's going to produce a satisfactory outcome, but I can say that this review process is much more detailed and consultative than any code review process we've done previously.  


Normally in the past the Board has issued a code for comment, without any prior consultation, and then we get comment through the formal code review process.


So I would suggest that this is a much more open and transparent process.  You've got the views of the Staff.  You've got an understanding of where we're looking for some more information.  I can't possibly see how we can be more transparent than that.


MR. SOMMERVILLE:  Mr. Palimaka.


MR. PALIMAKA:  One follow‑up question.  Just a moment ago, you said that you would invite us to provide evidence as part of this proceeding as to the risk that we face as mid or small utilities, but as I understood the answer to ‑‑ the answer from the OEB on Monday to Mr. Taylor's question as to how a small- or mid‑sized utility can bring forward evidence that it faces higher risk and, therefore, should see some form of a risk premium, I understood the OEB's answer to be you can't do it as this process.  You have to let this process go ahead, and then you have to bring an amendment to ‑‑ the amendment that we just made.  So which is the right answer?


MR. FOGWILL:  It's both.  There is a need for us to look at this from a generic point of view.  And so if there are generic issues with respect to smaller utilities that would affect their capital structure or return on equity, then it would be really helpful if we knew about that so we can assist the Board in preparing a code.


If there are unique situations for an individual utility that are not common, then that is something you will have to do separately.  

I mean, a great example is a small utility with a large industrial base and has only a few residential customers, for example.


DR. PRISMAN:  I have another question here.


If I just refer to the conversation we had, when we spoke after your presentation about the use of -- sole use of CAPM and levered and unlevered the beta, you said something:  This is only Professor Lazar and myself are doing.  


Were you referring to the use only of the CAPM, or the practice of unlevering the beta, or none?


MS. McSHANE:  Clearly I wasn't referring to using the CAPM, because everybody has used the CAPM in some form or another.  So I may have been referring to the levering and unlevering, because I think you were the only people who did that.


DR. PRISMAN:  Well, I would argue ‑‑


MS. McSHANE:  But I thought the question went to who was doing the adjustment to the beta, and that was the question that Mr. Shepherd asked, and then ‑‑ and so I was --


DR. PRISMAN:  Okay.  So just, if I understand you correctly, you refer, then, that only us not using an adjusted beta? 


MS. McSHANE:  Yes, I mean, except for the E3 people who were using your data.  E3; is that right? 


MR. CLINTON:  That's right.


DR. PRISMAN:  So I misunderstood you, then, but if that's the case --


MS. McSHANE:  Dr. Booth doesn't use an adjusted beta either.  So it was Dr. Booth and Drs. Lazar and Prisman don't use adjusted betas.  I did.  Mr. Camfield did.  Did I miss anybody?  So that's the group.

     DR. PRISMAN:  Okay.  And the reason for not using adjusted betas were discussed -- I believe you were in the room with them.

     MS. McSHANE:  Yes, we had that discussion.

     DR. PRISMAN:  Thank you.


QUESTIONED BY MR. KALYANRAMAN:

     MR. KALYANRAMAN:  Sorry.  This is a follow-up question to Board Staff in view of the discussions that has been going on and the exchange with Brantford Power.

I notice on page 13 of the Board Staff's discussion paper of 25th of July, there is a mention that there are several dimensions of risk that vary across utilities.  There is a recognition here that risks do vary across utilities.  But following on, there's a sentence that essentially means that there is no major differentiation.  There is no way to measure them.

     So I go with this premise that there is a recognition that there is a difference in risks but we don't know how to measure them.  Am I correct in understanding that?

     MR. FOGWILL:  There's lots of risk.  I mean, weather is a risk, your operating conditions are a risk.  You can have a small utility in Southern Ontario that can put up its poles in nice sandy soil, and you can have a large utility in Northern Ontario that has to blast rock to get a pole in the ground.  And so the operational risks are different.  The weather risks, the load risks are different.  And there's no correlation that we've been able to see where it's related to specifically size.

     MR. KALYANRAMAN:  So my follow-on question to that is:  Have Board Staff exhausted all efforts to examine the difference in risks between LDCs, both in the Board Staff paper as well as in the consultants?  

And I address this question to the consultants as well, whether Drs. Lazar and Prisman have exhausted all the efforts to look at LDCs, in terms of measuring risks.

     MR. FOGWILL:  Well, we have done - and Mr. Camfield was a part of it - looked at the comparison cohorts.  And it provided some good data, but it's not clear yet from our perspective, in terms of all the stuff we've done so far, that there's any consistent differentiation of risk based on size.

     MR. KALYANRAMAN:  And I would also like to hear the perspectives of Dr. Lazar and Dr. Prisman, in terms of have they considered all the means that we have of differentiating risk between LDCs, including the comparators and cohorts reports that have been alluded to?

     DR. PRISMAN:  In order to do that in a, say, scientific or quasi-scientific way, you'll have to have some data about the, say, rate of return based on EBIT, for example.  But since the current structure of the utility is not as it was, there are no reliable data for us to, say, try to run regression based on the Fama-McBeth three-factors model.  

And if that would be the case, that we would have the data, then we could actually calculate beta for each factor.  And those beta will very likely be different for each utility and, therefore, will translate into different rate of return on equity for the different utilities.

      But as Ms. McShane mentioned correctly, what we have now is the best that we could do.  And we put in our recommendation maybe a suggestion to consider asking the utility to give, say, quarterly data so after a few years you have enough database that you can go and do that research.

     MR. CAMFIELD:  I think the way to handle things would be to first establish linkages of capital market risks to size in a general way, and then, if you understand ... if you understand how those various factors relate to market risk, and thus cost of capital, you can tie those factors as they are observed for market trading equities to what the corresponding values are for the LDCs.  In fact, that's what I hoped to do.  Just didn't get to it.

     DR. PRISMAN:  That's obviously assuming that --

     MR. CAMFIELD:  Yes.

     DR. PRISMAN:  -- a major factor in explaining the risk is size, and not what, say, usual factors that are being used in academic literature, whether one used ABT or one used from the McBeth, size is never a factor in the estimation.  But even assuming a priori that size might be a factor, you would still have to have those data in order to run a regression against a viable what would represent size and see if the coefficient come statistically significant.  But in the absence of data -- 



MR. CAMFIELD:  Well, in the case of both the equity markets of Canada and those of the U.S., that data is generally available.

     DR. PRISMAN:  Not for the utility at hand, not for the

LDC. 

     MR. CAMFIELD:  No, but then we can use that sort of analysis to infer the sort of risk related to --

     DR. PRISMAN:  That may be an innovative suggestion, but I suspect that it has not been --

     MR. CAMFIELD:  The other dimension of that, then, is to understand how the various factors as we incorporated them into the comparators and cohorts analysis relate to business risk such as co-variation of rates of return, EBIT, and so forth like that.

     DR. PRISMAN:  Again, it might be an innovative suggestion, but I suggest --

     MR. CAMFIELD:  Well, I don't have any other ideas, do you?  

    DR. PRISMAN:  No, but I simply suspect that you won't produce much, because even if you look at the studies of the ABT, which is really just multi-factor models, then the ABT does not really say anything about what the factors are.  

In order to get the factors, one uses a statistical methodology, which is called principal component, in order to extract the factors out of all outstanding stocks in the market, and size has never been identified as a significant factor.

     MR. CAMFIELD:  At least in the context of APT, it certainly has in the context of Fama, French, and the three-factor model.

     DR. PRISMAN:  That didn't have size there.


MR. CAMFIELD:  Yes, they did.

     MR. PATTANI:  It's Pankaj Sardana from Toronto

Hydro.  

Are you familiar, Dr. Prisman, with Ibitsen’s  reports?

     DR. PRISMAN:  It depends on what subject.

     MR. SARDANA:  Well, I have one here that says "Risk

Premium Over Time" - this is dated 2006 - which specifically refers to size premium.

     DR. PRISMAN:  No, I'm not aware of that.

     MR. SARDANA:  Mm-hm.  We'd be happy to file it for the

Board.

     MR. CAMFIELD:  That's exactly the analysis that we incorporated into our risk premium analysis, by the way.

     MR. KALYANRAMAN:  If I could just add on to a point here.  What comes to my mind is the fact that those discussions are going on, that there is a report which talks about size premium in the financial markets.  And we also agree that we have a measurable problem with measuring the differences and risks between utilities.  

We have a data problem in being able to not get the right data.  We also have a problem that was alluded to, is that we're in a transitory regime, and therefore some of the results and some of the data that we draw from here may not be conclusive and we may not draw the right conclusions.

      So given all that, to my mind, does it appear that all the efforts that can be put in to find a way of differentiating data have been exhausted? 


That's a question I'd like to leave to the Board.  And I don't think, in my opinion, we have exhausted all methods that we have to be able to differentiate risks, and there's a way to go forward with that.

      Before we draw the conclusion, just because we can't measure, we should be able to follow one method, and that's a one size that should fit all.

     MR. WARRINGTON:  Ron Warrington, E.3.

     MR. SOMMERVILLE:  We really have to bring this broad discussion to a focus at some point, and we also need to have a break very soon, so what I'm going to propose is that we break now.  We'll reconvene at 3:40.  That's in response to a request for a prolonged break in order to prepare for the discussion of next steps.

     And with that, we'll rise at this point.  

Mr. Wight?

     MR. WHITE:  I had one thing I wanted to point out relating to the Prisman report, and it's the final paragraph on page 21 of the Prisman report, which talks about size, and in its standard, and the Board does use it as an indicator of access to capital.

     MR. SOMMERVILLE:  Thank you.  So we will adjourn until

3:40, at which time we'll have a discussion respecting next steps in this process.  

In preparing yourself for that, it's important to keep in mind the nature of this process, which is a consultative process, and not an adjudicative process.  


Now, as you consider the next steps going forward, look to a model that is not an adjudicative model of that maybe but, rather, a model that is consultative in its essence.  And so, as you prepare for the discussion this afternoon, keep that in mind.  

Thank you.  We'll rise now.

     --- Luncheon recess taken at 2:20 p.m.


‑‑‑ On resuming at 3:45 p.m.


MR. KAISER:  Are we ready to proceed, ladies and gentlemen?  

Mr. Rodger.

SUBMISSIONS BY MR. RODGER:


MR. RODGER:  Yes, sir.  The Coalition of Large Distributors, we have three submissions to make this afternoon: two options of how we move forward from here, and also a third submission just generally on the concept of the code.


Now, the question, as we understand it, that arose the other day was really to speak to our perceived adequacy of the fact‑finding process to date.  And the first option we want to speak to is we think that there does need to be some forum for further fact‑finding, a further ... [inaudible].


The first option we wanted to put forward is that we do believe that there does have to be a further period or process of discovery for this Technical Conference.  The second option is to not proceed to issue a code of conduct or a code for ‑‑ a cost of capital code, but to apply the Cannon methodology.  And thirdly, we think there's a jurisdictional issue that should be raised, and that is whether the Board should proceed down this road of establishing rates through a code.


Now, on the first issue, the further discovery phase that we believe is needed, which I'll refer to as the Phase II Technical Conference, we believe that to date this Technical Conference has been very useful and that it has generally met the objectives that the Board Staff has laid out, particularly in its August 31st correspondence where it says that:

"The objectives of this process are to allow participants and their experts to clarify and elaborate on the written comments." 


We think that has been achieved.

"Secondly, to provide participants with an opportunity to explore the rationale and merits of alternatives." 


And I think that's been done.  

And, thirdly: 

"To help the Board gain through the presentations and the exchange of views a clearer understanding of the positions of all the parties." 


We think that has also been advanced.  However, we also very strongly believe that it is clear that there really is no consensus on a clear direction for the Board on which it can move further on this matter.


And let me just give you a couple of brief examples of where we see the information gaps or the fundamental disagreement as it has appeared over this past few days.


Firstly, on the question of rate of return, return on equity methodologies, which ones to use, we have all the experts with no agreement on whether it should be three models or one model; what data should be used; how factors will be weighted; how to actually use the formulas; or what constitutes a reasonable proxy group of companies for purposes of comparators.


Secondly, there is different views on size‑based differentials for rate of returns and capital structures, depending on utility size.


And thirdly, on the whole question of the relative riskiness of LDCs, we've heard everything, that LDCs have essentially zero risk, to those that say that LDCs are facing increasing risk.


We've also had a lot of discussion about the well‑known history in Ontario, about how LDCs have been impacted by various political and regulatory changes, and there's disagreement on the impact of that on a go‑forward basis.


So while the Technical Conference to date has been helpful, we submit that it really is completely unclear what the implication and impacts of moving towards a cost of capital code regime are at this time.  They just simply are not well understood, and we're not sure what the Board should take from this process to date.


Now, for this further discovery process, we have some recommendations for the Board to consider.


The first thing that we think needs to be done would be to identify deficiencies in the information presented to date; in other words, essentially establish an issues list for this Phase II of the process.  

There would have to be some determination made on this matter, and this will require considerations of the appropriate scope of information; the relevance of the information - and by that, I mean the extent to which new information may assist the Board, as opposed to the effort and costs required to produce it - the need to ensure that information requests are reasonably constrained and not open‑ended; and how issues of confidentiality, of commercially-sensitive information would be handled in the current, non‑adjudicative process.


We think that consideration should be given to whether the parties may be able to achieve a consensus on these matters; otherwise, determinations from the sponsors are going to be required.  But we would recommend that the sponsors actually be involved in this issues-identification process, along with Board Staff, in order to move this first component of the Phase II discovery process further.  


And it would be hoped that this meeting of all the parties could happen fairly soon.


Secondly, we also think it's important that the parties hear directly from both Board Staff and the Board sponsors in terms of what they think is missing from the record and what additional information they think would be needed to have a fulsome record for the Board to ultimately review these matters.


And we think this is a reasonably important request, because, as I mentioned before the break, we are concerned about this gulf, if I can call it that, between ending up this process with final comments and then, at some time down the road, simply new codes being issued.


And the concern is that if this record is deficient and we end up with a deficient code, then that's just going to make matters worse for the ultimate review of the codes once they're issued in draft.  That has the potential to be a very contentious process, so let's all be on the same page at this time, in terms of what we think needs to be completed to fulfill the record.


Now, part of this discussion about where we go next arose from written questions that Schools had provided to some of the parties prior to the commencement of this Technical Conference, and our view would be that if we do move to this Phase II, then all participants be allowed the opportunity to ask questions of others.


So there would be some date established for an exchange of questions and a time requirement for those questions to be answered, and we also think, perhaps at the same time, that parties could also indicate whether their intention was to recall certain presenters to speak to gaps or matters that have been raised in this first week, or to offer new witnesses to speak to matters that came out of the issues list, or other matters generally that parties think need to be addressed.


So where this Phase II would culminate at some point in the future would be essentially a repeat of what we've done this week, only based on that new information or new issues that people were concerned about.  And, like this process, we'd be presenting that information, we'd be allowed to answer ‑‑ ask questions on it, and the hope would be that that would flesh out some of the gaps that we think are existing at present.


Now, of course, this would entail that the filing comments, the final filing comments which is currently planned for October 6th, would be pushed out some time to the future.  It's not clear from the discussions with my clients how long all this could take.  


We might be optimistic, but I think we all have to be prepared that this may be a significantly longer process.  However, in our view, the cost of capital code is such an important issue that we think it's important to perhaps not be so fast in concluding it, but to do it right, given the implications.


So this would certainly provide what we think is a much more fulsome approach from the good start of this week, but it would certainly require that further matters be brought forward and further discussion occur.


And, as I've said, we think without this expanded discovery period, we really could end up with a situation where there is a deficient code, and, frankly, we think that's in no one's interest.


And the issue about having the Board's process under legislation where these codes are reviewed after they're issued in draft, while that may be true, there is a real‑life concern that after the draft codes are actually issued, are we really nine-tenths of the way there?  Is it really a fait accompli, and will it be really difficult to make significant changes or important changes to the code in that review?  And there is some discomfort about that once the draft codes actually come out.

      Now, before the break, as well, I talked about a process concern, and I wanted to raise that again, and that is the process that the Board has set everyone on here.  We have this situation where there is this period where after the completion of this Technical Conference Board Staff puts together a report, and that report is through the sponsors communicated to the entire Board.  


We do have discomfort with that.  And that is saying nothing untoward about Board Staff.  This has been a regulatory debate that I am aware has gone on in various jurisdictions, and that is that the parties will not have an opportunity to see what the Board sees in terms of the output of this process until it sees the actual code.

      I'm not sure if there's a remedy for that, given the process that's been set out, but I wanted to flag on the record that it is a concern where the parties are making presentations and it's not right to the decision-maker. 

It's going through Board Staff.  And we don't know what

Board Staff, how they've interpreted the information, how they're presenting it.  And that is a concern, again, given the importance of this code to local distribution companies and their shareholders.  So that's the first option, the Phase II, the expanded discovery process.

      The second option, which is perhaps the simplest one, is to continue this Technical Conference this week, to get through the IRM issues on Thursday and Friday, and then, basically, conclude this process.  And that is, do not proceed to develop codes of conduct at this time.  Instead, properly apply the Cannon methodology for 2007, as Ms. McShane has suggested, and I think what other experts, including, if I'm not mistaken, Dr. Booth, at least said are not unreasonable, and then let the LDCs bring their own cost of capital studies to the Board as part of their cost-of-service rate applications in 2008, -9, or -10, or perhaps further down the road there may be a generic-type traditional hearing for, perhaps, as one witness said, smaller LDCs that may not want to go through their own cost-of-service application.

      But it seems to us that this is an entirely reasonable second option, if the Board wanted to go that way, because of the uncertainty and the lack of consensus and clear direction that has come out of this process.  It certainly could be accomplished for 2007, and it would let LDCs decide in cost-of-service applications what evidence they wanted to be put forward, and that would be completely tested in that process.

      Finally, what I'll call the jurisdictional question.  And I don't believe this has been raised to date.  Certainly, I haven't been involved in this process since day one, but it does seem to me that there is a significant threshold jurisdictional question, and that is whether the Ontario Energy Board should even be going down this path of establishing rates via code.  If you look at the very significant implications for local distribution companies and their shareholders, the interests that are being affected are of the highest order for LDCs.  


Now, while it's true that the OEB has issued various other codes, and there is a comment process and so on, I would submit that those other codes are of a fundamentally different nature than the cost of capital code.  

If you look, for example, at the Affiliate Relationships Code, you're dealing with interaction between the regulated entity and the affiliate, certain structural requirements, costing requirements, governance issues, but the cost of capital code is essentially as a licensed condition a mandatory rate hearing manual.

      And the question that I have is:  Will local distribution companies have the same bundle of rights under the legislation as they do now to bring forward an application of their choosing before this Board to present the facts and the evidence as they see fit and have the

Board adjudicate that?  Or will these codes of conduct reduce or constrain the rights available to utilities?

     So I don't think today is the day to have a fulsome discussion around this, but we did want to at least raise it and put it on the record as a concern.

      So we hope that these submissions have tried to offer a positive way of how we may expand this process and, secondly, to give another option if the consensus of the

Board is that perhaps this broader question should be left for another day.  And it allows us with a mechanism to proceed to adjust rates for 2007.

     Those are my comments, Mr. Kaiser.

     MR. KAISER:  Thank you, Mr. Rodger.

     MR. MILLAR:  Mr. Kaiser, if I could interject.  Board Staff does have some submissions on this issue, and I should have spoken up earlier.  I think it would be helpful if Board Staff put out their position on this first and our comments on this, in order to give the parties an opportunity to respond to that.  

So I was actually hoping we could go first, and that would allow other parties to hear what we had to say.  And if I know Mr. Rodger, he will ask for relief to make further submissions based on what we've said.

     So with your leave, I think it might be helpful if we went next.

     MR. KAISER:  That's fine.


SUBMISSIONS BY MR. MILLAR:

     MR. MILLAR:  I'll start very briefly with just a quick response to Mr. Rodger's submissions on jurisdiction.  I guess I agree with him that this is probably not the day to have that discussion.  I think the Board has decided that it does have the jurisdiction to do this, or else we wouldn't all be sitting here today, but there has been no notice that jurisdiction would be an issue that would be brought up today, and I thank Mr. Rodger for raising it.  

I'm not surprised to have heard it.  I think Mr. Taylor may have mentioned something about it yesterday, as well.  But what I would advise after hearing what Mr. Rodger had to say, that there be no comments on the Board's jurisdiction as a result of the submissions today.

      But on to my main submissions on, I guess, where we go from here.  It's interesting to recall how we got here in the first place, and it was a result of a letter, an   e-mail letter, from Mr. Shepherd that was essentially seeking a method by which he could get some information from parties who were not planning on making presentations here today. 


So that's the context in which this arose.  The sort of scope has been broadened a little to ask, Do we need further discovery, or what further steps, if any, are necessary to get us where we want to be with this code?

      Is that better?  And let me know if I'm going too quickly.  Sometimes I get carried away.

      It's helpful to recall that from day one the Board has been very clear that this is a code-making process.  And there's no question that it's a new course for Board. 

We haven't typically done this type of thing by code before, and that's perhaps why we're getting some jurisdictional questions, as well.  But I think what we all have to recall is the code-making process is very different from the hearing-making process, and I'm certainly guilty of this, and most of the people in this room make a good chunk of their living from sitting through hearings.  We're hardwired to think about the hearing process and how we go through this, and cross-examination and interrogatories and whatnot.  And like everyone else, I think I'm struggling a little bit with exactly how a code is different.

      But a code is very different from a hearing process, and I'll start with the strict legal requirements of a code are nothing more than notice and comment.

      The Board would have been well within its rights to simply issue a draft code, seek comments on that code, consider the comments, and to the extent that they made any changes to the code, allow for additional comments on the new draft of the code, and then issue the code.

      Those are the legal requirements, nothing more.  And I think everyone in the room is aware of that; it's set out quite clearly in the legislation.

      Now, however, in this case, the Board chose not to do that.  Originally the Board only planned to issue a draft proposal - not a draft code but a draft proposal - from Staff and solicit input from stakeholders prior to issuing the draft code.

      As time went on, we broadened that process a little bit.  We allowed stakeholders to file expert reports or submissions of any type that they so chose.  We're holding this Technical Conference, which was not originally anticipated.  And further, we're also adding -- or the

Board has also added an opportunity for stakeholders to make final written comment on anything they hear in the Technical Conference, or, I imagine, pretty much anything else, for that matter.

      And the purpose of all these steps is to allow stakeholders to present whatever information they feel would be helpful to the Board to assist it in preparing the draft code.  

And I think we've actually heard a lot of things that are very helpful, certainly to me, and I knew almost nothing to begin with, so everything I hear is news to me.  But for people amongst Board Staff and the sponsors who are more familiar with these issues, I'm sure we've all taken a lot from this.  And that was the purpose of this.  

We wanted to get everyone’s views on this, and where we were should go with this code and so you could help us to get the first draft of the code as good as it could be.  And, of course, there will still be the second step, or I guess it would be about the eighth step by now, but we will actually issue the draft code, of course, and you'll be entitled to make any comments you wish on it.


So I think all that has been helpful.


Now, to the extent that further discovery is required, in Board Staff's submission, we do not want this to be turned into a hearing.  It is not a hearing.  It is to remain a code process, I think.  But to the extent that there is further information out there that may help inform the Board before it prepares the draft code, I think we support that.  


So if I could put a proposal out there that may partially satisfy or not satisfy anyone, for that matter - I'll let you tell us in your comments - I think it might be helpful if the Board did allow for some written questions and answers.  And, in fact, this gets to what Mr. Shepherd was asking for in the first place, to allow written questions and answers from any stakeholder to any stakeholder, for that matter.  It wouldn't necessarily have to be people who had presented a witness here today.


And I think it would be helpful to keep it on a relatively tight time frame, and I'll throw out some times.


Questions would have to be submitted, I guess, next week, two weeks for responses to those questions, and then the final comments period, which I think is currently scheduled for October 6 or something like that; that would, of course, have to be pushed back, and I would suggest that would be pushed back about two weeks from the time we got the responses to the questions.


And in terms of the types of information that people might attempt to solicit through these questions, where Board Staff, perhaps, could still use some more information, and we'll let other people say where they think there's an information gap, but from what we've heard so far, one of the examples might be we'd like to see some questions on or some information provided on examples where LDCs are experiencing difficulty in obtaining financing from capital investments.  


That's something we've heard some questions on and some answers on, quite frankly, but maybe there's more out there that we should know.


A second example might be, you know, if any empirical information on the valuation of Ontario LDCs with respect to mergers and acquisitions can be provided.  I know there may be some sensitivity about providing that information, but I guess we're saying that people should be at least entitled to ask those questions.


And, finally, we heard some discussion earlier today about risk profiles for different‑sized LDCs.  If there are some questions -- further information that people think should be available on those issues, then maybe that's something that could maybe be dealt with through some questions and answers.


Again, Mr. Kaiser, Mr. Sommerville ‑‑ or, pardon me, Ms. Chaplin, I said I'd be brief, so I think I'm going to leave it at that.  That's a proposal that the Board Staff thinks might be helpful to this whole process, and I would welcome, in addition to their prepared comments, any of the views of the stakeholders here today on that.


MR. KAISER:  Thank you.  Mr. Rodger, did you have any reply before we proceed with Mr. Shepherd?


MR. RODGER:  No, sir.


MR. KAISER:  Mr. Shepherd.


SUBMISSIONS BY MR. SHEPHERD:


MR. SHEPHERD:  Thank you, Mr. Chairman.


Mr. Millar started by talking ‑‑ by the way, my comments here don't just deal with cost of capital.  I think all the same issues arise with respect to the incentive regulation component of this process, and so while I'll give you examples and things with respect to cost of capital, I'm not going to repeat it all for incentive regulation.  The same problems occur.


And let me start with the general question of the process.  And Mr. Millar said:  Let's not talk about jurisdiction.  Well, unfortunately, you can't help but talk about jurisdiction.  I'll tell you why.


Setting these codes is still effectively, for all practical purposes, a rate decision.  I know it doesn't set the actual rates, but if it looks like a duck and it quacks like a duck, it's still a duck.


And the danger is that because that process does not follow traditional methods ‑‑ and I'm not saying it's wrong.  I'm just saying it's a danger, and particularly because the decision‑making component of it is effectively done in secret.  As Mr. Rodger was alluding to, the actual things that the decision-maker sees aren't seen publicly.  There is a risk that this code‑making process will be perceived externally, whether by ratepayers or by utilities or by a court later or whoever, as sort of getting around the procedural requirements of the decision‑making process.


And let me put that in context.  I just did some quick math.  The cost of capital is somewhere around a billion-and-a-half dollars a year - I think I'm in the right range ‑ of which about $300 million is in play on ROE; that is, between the high end of the recommendations and the low end of the recommendations, rates would be different by $300 million a year, and between the high end of the recommendations and the low end of the recommendations on debt rates is about an $80 million switch.  

So there's a lot of money involved in these decisions.  And the reason why that's important is because anybody who's unhappy with the result is going to be very unhappy with the result, and it's going to be worth their while to fight about it.


If you're a utility and you end up with a 7.5 percent ROE, that's a lot of money to you.  If you're Toronto Hydro, that's a lot of money.  That's worth fighting about.


So this Board has in the past jealously guarded its jurisdiction, and it's done it in a number of ways, but one of the ways it's done it, very effectively, is to be very careful to make sure that it doesn't do anything to allow a successful challenge.  

The Board still pushes the envelope sometimes, and that's fine.  It's a good thing to be creative.  But the Board has also been very cognizant of the fact that if there's a danger that there's going to be a successful challenge, you make sure there's enough procedural safeguards in place to get rid of that.


So what we feel is that this current process lacks -- at the very least, it lacks sufficient evidence, data, information‑gathering evidence, and, in fact, it looks ‑‑ I think we'll find around the table that everybody agrees that there's not sufficient data.


Now, I'm going to -- the sponsors here will be familiar with the fact that I love to be the one that says the emperor has no clothes, so I'm going to say the things that probably nobody else is going to say.


The Board actually has a practical choice here.  This may be ‑‑ it may be the Board's choice - and it's a legitimate choice - to say, We'd like to test our jurisdiction on this point.  It may be it's a legitimate thing to do.  If you want to use codes in the future as a way of doing things like rates, it may well ‑‑ this is a good thing to test it on, then, because you know it will end up going to court.  If you go ‑‑ unless you are sort of trying to make everybody happy ‑ hard to do ‑ then the current process, you can be pretty sure is going to end up in court.


And you sort of heard that implied by Mr. Rodger, although he didn't say it outright, but I think lots of the lawyers around the room are thinking that.


And it's a legitimate test case, if that's what you want to do, or your alternative is you can say, Well, we still want to use the code method of doing some things, but we understand that we're getting a lot of resistance.  We better put in some more procedural safeguards into this process so that it won't be challenged.  So that's my context.


So our specific suggestions, actually, are quite similar to Mr. Rodger's suggestions.  We start from the premise that you don't need to try to fix everything all at once.  We have identified in the last few days some deficiencies in this process, apparent deficiencies in this process.  


There is some information that's not here that ‑‑ I mean, even the experts agree we would be helped with this information.


So let's start with -- and what we're proposing that the Board do is start with a process for getting more information and allowing everybody to see it.  And we suggest two components, essentially the same ‑‑ similar to what Mr. Rodger is suggesting.


First, allow all parties to ask written questions of all other parties.  And I think we could have a short time frame.  It's not like we have an issues list of a thousand things.  There's a small number of issues.  There's a small data set to get.  It's a lot of data, but the list of types of data is relatively small.


So allow everybody to ask everybody questions.  But the second component is I think you should tell us all to sit in the room and figure out a consistent dataset that we need all the utilities to provide.  One of the issues here is that - and Mr. Millar alluded to this 

- he said, Let's allow all the stakeholders to provide information.  Unfortunately, most of the information is in the hands of the utilities.

      So we not only need to allow stakeholders to voluntarily provide it, but the Board needs to say to the utilities, who are all registrants, so they have to do what you tell them to do anyway -- needs to say to them, Lookit, here's a list of data that we need, and please provide it.

      And the reason why I think you want to put everybody in a room and sort of work it out is that there are confidentiality issues and sensitivity issues which I think there are ways of getting around.  I think we can protect against the problems of, you know, one utility seeing the other utility's deal analysis, that sort of thing.

      It's not like we'd have to reinvent the wheel here.  There are solutions that have been used before.

      So what we propose is that you do that, but preferably soon, next week, and just get us to give you a list of all the things that we think we all agree that the Board needs with Board Staff in the room -- I don't think the sponsors need to be there, but certainly Board Staff does, and how we propose to deal with issues like confidentiality.

      I think if we do those two things, the Board will then have a much stronger evidentiary base.

      Now, I'm not saying that after that there won't be some need for some other process.  It may well be.  But I think that when you have the information, that will inform you as to whether some other process is required or not.

     It may not be.

     I just want to make two other comments.  One is in response to Mr. Millar, where he said that we all agreed that the legal requirements as to a code are X, Y, Z.  Well, that sort of begs the question as to whether you're allowed to do this by code, which is, of course, the more fundamental legal question.

      And the second comment was a comment by Mr. Rodger,

and what Mr. Rodger implied is -- I think, and he can correct me if I am wrong -- is that the Board might be able to comply with its jurisdiction by saying, We'll set the code, but any utility that wants to come in and apply for something different can, so nobody's stuck with the rates that the code says.

      The problem is that solves the problem for the LDCs; it doesn't solve the problem for the ratepayers.  And if you don't solve both, you’ve still got the jurisdictional problem.

      So unless you have any questions, those are submissions.  I guess I can't call them submissions, but they're comments.

     MR. KAISER:  Thank you.  

Mr. Janigan.

SUBMISSIONS BY MR. JANIGAN:

     MR. JANIGAN:  Thank you, Mr. Kaiser.

     VECC shares the concerns that have been raised by the various parties about proceeding in the manner which has been outlined to date for determination of this matter following the Technical Conference.

      We have very real concerns about the state of the record, the testing of the evidence, and effectively the way in which this will proceed to the Board, similar to

Mr. Rodger and, I believe, Mr. Shepherd.

      I've listened to the comments of Mr. Millar, and I appreciate the fact that we are involved in a code-making process, rather than a formal proceeding.  With respect, that really does not mollify or change my concerns.

      Without commenting on the suitability of a code to set rates in the future, it's my submission that there are inputs in this kind of code that the ordinary expectation is the Board will determine those inputs; it is not necessarily part of the code-making process itself; that it seems to me that there are fundamental determinations here about things like estimation techniques, capital structure, and updating formulae, this sort of thing; that, in effect, those are the sorts of things the Board should determine, the inputs and the code-making process should try to incorporate those inputs into a code.  

And I'm not going to comment about the jurisdiction to apply the code at a later date.  I haven't directed my mind to that extent.

     But at this point in time, particularly given the state of the record, to proceed in the fashion that has been chosen, I think there are problems.  And I think ... and I understand the difficulty of attempting to deal with this area of -- these kinds of issues.  They're very difficult and complicated issues.  But I think the problem has been from the start that we have started with a blank page, rather than looking at what we have in place to begin with.

      And the problem is, once we have started with the blank page, it is very difficult to then reinsert all the evidence in an appropriate fashion to come out with an appropriate decision.

     So in thinking about this -- and there's obviously two options associated with it.  One is to try to put a fix in that will transform this proceeding into something that will end up with a product that will be appropriate; or, sort of A poorly buttoned sweater kind of analogy, where you've started to button a sweater the wrong way, and you have to unbutton it in order to get to the bottom to start to button it up again.

      I think that it may be possible to do the former, rather than the latter, but it strikes me that the Board should determine, as the first input in the code, the question that's stated in the Guide for Presentations that was circulated prior to this conference.  And it is:  Should the Board move off its current cost of capital methodology for determining capital structure, ROE, and debt rates?

     And it strikes me as, as a first input, the Board should determine that matter.  If the answer is "no," then presumably the code has been written to a large extent.  If the answer is "yes," then the Board may have to consider what steps should be taken to provide additional evidence, additional information requests, to ensure that the appropriate decisions will be made in order to alter the cost of capital methodology.

      It strikes me as if we don't -- we do not need at this point in time much additional material to determine that question.  I think the state of the record that exists at the present time -- and in particular, I draw to the attention of people here that, in effect - and Ms. McShane and Dr. Booth agree on this point - what is in place at this point in time would not be unreasonable to continue.

      Given that state of the record, it strikes me as the first and most important consideration of the Board should be whether or not they should continue down the current path, or to change it.  

The old axiom that the perfect is the enemy of the good seems to me to be particularly applicable here, and not necessarily to give my submissions on this question initially, but it strikes me that it would be opportune for the Board to determine that they would wish to decide this input into the code-making process.

     And if they decide it in a certain fashion, obviously, the rest of the concerns then would evaporate.  

Those are my submissions.

     MR. TAYLOR:  Mr. Kaiser, it's Andrew Taylor.  Sorry to interrupt.  I was wondering if I could jump ahead of the queue, just because I might be called out on a moment's notice for a personal matter.

     MR. KAISER:  All right.  Please go ahead.


SUBMISSIONS BY MR. TAYLOR:

     MR. TAYLOR:  Thank you.  I agree with Mr. Millar that the Ontario Energy Board Act does include provisions that allow the Board to create a code, and those provisions are separate and apart from the rate-making provisions.  

And, in fact, the Board doesn't have to undertake the type of process that it's undertaken today and this week.  All it has to do is come up with a code, send it out for comment, and then it can issue that code.

      But it's important that we all understand that what we've been through to date in this forum is not a proceeding.  It's a Technical Conference.  And from a legal perspective, it has similar status to a discussion around the water cooler.  The protections under the Statutory Powers Procedure Act do not apply to this type of forum.  No one here was cross‑examined; they were questioned.  And everything that was said was said outside of being affirmed or under oath.


What was given was not testimony, but really comments and views.  No evidence was filed; merely comments were filed, and views.  And there's a difference.  It wasn't evidence as you would see in a typical proceeding.


Now, this forum was helpful from an educational perspective.  It was enlightening.  I enjoyed everyone's company and the food was delicious, but we can't for one moment think that what we've gone through can serve as a substitute for a proceeding.  


And I understand that it's the Board's intention to avoid having a hearing on this topic.  And at the end of this process, the Board will issue a code, and then that code will be incorporated into all of the LDCs' licences by way of a licence amendment proceeding.


But we've got to remember that that proceeding -- that will be a proceeding, when we amend the licences of all the LDCs in Ontario; and if you look at the Ontario Energy Board Act, 19(2) says that: 

"The Board shall make any determination in a proceeding by order." 


So at the end of that proceeding, the Board will issue an order.  

And if you jump ahead in the Act to section 21(2), it says: 

"Subject to any provision to the contrary in this or any other act, the Board shall not make an order under this or any other act until it has held a hearing, after giving notice in such a manner and to such persons as the Board may direct."


So we're going to have to have a hearing at some point.   

Now, what's that hearing going to look like?  There's different ways.  There's two ends of the spectrum.  On one end, it could be simply, Should we insert this code by reference into all the LDCs' licences?  Let's just plunk it right in; a very simple and straightforward hearing.


On the other extreme, it’s going to be, Well, should we insert this code, and let's look at the substance of the code.  

Now, when you have a proceeding, when you have a hearing, automatically the Statutory Powers Procedure Act kicks in, and because of that, certainly procedural protections are put in place.  

And what does that mean?  That means that people will have the opportunity to pose interrogatories, to file evidence - not just comments but evidence - that people can be ‑‑ or that people can be taken to task on -- and not just simply on whether or not evidence ‑‑ not simply evidence on whether or not the code should be dumped into people's licences, but the substance of the code.  Because, in that proceeding, we will not know - we will not know - whether substantively the code is up to snuff, whether or not LDCs will be earning a return on their investment.


We have already heard today - and I'm not going to get into it in depth - but this forum hasn't provided the means for the Board to make a final determination on whether it is up to snuff.  So we're going to go through that hearing, one way or another. 


I know the Board wants to avoid it, but there is no avoiding it, because that's the law.  The SPPA is going to kick in.  And if the Board tries to go for simplicity and says, Well, the issue is whether or not we incorporate the code or not, and let's say that cost of capital goes down.  I'm willing to bet that LDCs are going to judicially review.  And if the cost of capital goes up, I'm willing to bet that the consumer advocates are going to judicially review.


It's a huge, huge issue.  It's important to everyone.


So we've got a best‑case and a worst‑case scenario.  The worst case is the Board tries to plunk the code in and we go to judicial review.  The best‑case scenario is we go back and we look at the substance of the code and essentially repeat what we've done here.  We're all going to be saying, Wow, déjà vu. 


I'm sure almost all the submissions that were filed will be re‑filed, but when they are, they'll be re‑filed as evidence.


And at that time, I'm sure there will be some interrogatory process, and Mr. Shepherd will be able to ask all the questions that he wants.  Whether or not we answer all of them is another issue, and we'll deal with that at the time.


But that's the best‑case scenario, is a repetition of what we've already seen here.  And it could be in the context of a written hearing or an oral hearing.


So my recommendation to the Board is:  Don't issue a code as part of this process.  I know you can, but don't.  What you should do is develop a code in the context of the licence amendment proceeding.  You'll be doing it in the context of a proceeding where the SPPA will apply, and we'll be able to thoroughly evaluate real evidence in order to figure out what the cost of capital should be for LDCs.


The other concern that the Board should have, if it issues a code now and then goes into that proceeding, is we go into the proceeding and there's a perceived bias that the Board has already made up its mind as to what the cost of capital should be for LDCs.  


That's a huge problem for the Board, because it's almost as though everyone who's making representations in that proceeding is going to have to be refuting what the Board has already accepted.  It has pre‑determined the issue in that proceeding, and that is going to be grounds for another judicial review.


When you go into this next proceeding -- and whether you continue here or not is really irrelevant.  You know, we've already spent the time and the resources here, and, like I said, it has been educational, but my point is don't let this be a substitute.  


So I don't have a recommendation as to whether or not you finish here.  My recommendation is simply don't issue the code now.  Do it later in the context of that proceeding.  


And the other point is, dealing with perceived bias, I personally don't think that the starting point in that proceeding should be, one, a code already issued; but it shouldn't be the proposal that Board Staff has put forward, because then again you risk the problem of there being a perceived bias.


What you start with, in order to avoid any type of bias, is the status quo.  If it's not broken, don't fix it.  And if someone thinks it's broken, well, present evidence, and let us cross‑examine them and let us pose interrogatories as to why it's broken.


Legally, that's the way this should work.


I think that the process that the Board has undertaken here ‑‑ I'm sorry to offend, but I think it's been a bit of a mistake.  From a legal perspective, I think it's been a mistake.  But it's not too late to remedy that mistake.


Those are my submissions.  Thank you.


MR. KAISER:  Thank you, Mr. Taylor.  

Mr. Adams.


MR. ADAMS:  I'm going to decline to comment.


MR. KAISER:  All right, thank you.  

Who's next?  Mr. Cowan?

SUBMISSIONS BY MR. COWAN:


MR. COWAN:  Thank you, Mr. Kaiser.  Some of what I have to say will sound very familiar with what Mr. Rodger has said, and I think we're starting to see, as we move through this process, there maybe is a little bit of consensus starting to arrive about maybe potential next steps.


I, like the CLD and Hydro One, we're saying there's probably two options here.  We think this process to date has allowed many of the stakeholders to present their position, and for all the stakeholders in attendance here to ask questions about these positions, and, as such, that's been quite helpful.


However, as everybody has noted, there's still clearly gaps outstanding, with little or no consensus positions emerging, other than possibly the automatic adjustment mechanism.  It seems to be Dr. Booth, Ms. McShane, and a few others have noted what's wrong with using the automatic adjustment mechanism properly applied.


Now, Mr. Rodger has already identified many of the key issues he feels are outstanding.  Hydro One agrees with those issues.  I don't plan to repeat that here now.


Like the CLD, we do believe there are two options available to the Board.  One is to formalize the next round, which would allow for an issues list determination, a complete IR process, including all parties, as I think has been suggested by people here already.
      This would allow for a fulsome discovery process, and it may have to be followed up with another Technical Conference to clarify some of the issues.

      We'd also suggest that after that process there should be an ability to at least comment on the final report before it is submitted to the Board for final determination.

      The timetable suggested by Board Staff, we feel, is inappropriate.  If you want to do a fulsome review and get information that is necessary, you would need more time to do it properly, and especially if we're trying to seek it from so many players.  So we would suggest that you would have to look at a little more lengthy process than the one suggested by Board Staff.

      Without that, I'm not so sure what better information you would get than what you have today.

      One concern, obviously, is this expanded process could have potential impacts, if not managed properly, on the time lines for the ‘07 reset, and, of course, the first tranche of LDCs coming forward for a full cost of service, and we all have to be aware of that as we try to establish how the next steps should be determined.

      Now, as an option, in the absence of a complete review, Hydro One recommends the maintenance of the status quo, with the following elements:

      For LDCs with rated debt - so that is debt that is reviewed by DBRS and the other rating agencies, the costs of the added scrutiny that is required because of the rated third-party debt - that for '08, those LDCs should come before the Board for a full cost-of-service review, including a full review of applicable capital structures and ROEs.

      For '09 and '10, once that capital structure and the proper ROEs have been determined, then, again, the automatic adjustment mechanism would kick in, and that would then determine the ROE for '09 and '10.  

For '07, no reason to not stick with the status quo; the existing capital structures, and again, just use the existing ROE mechanism to adjust the ROE.

      Now, to take into account the Board's concerns with how do you manage the other, well, 84, 85 LDCs out there who do not have third-party-rated debt?  We basically are suggesting maintain the status quo.  

‘07-'10, you maintain the four default structures for capital.  You adjust the ROE using the -- again, the adjustment mechanism, and proceed with the normal cost-of-service reset that's planned for the one-third/one-third/one-third tranche.

      Now, using this method doesn't require a code.  All you really have to do is update the Handbook.  There's no need to institute a code, and that's what we would recommend.

      Now, although we haven't ventured into the second generation and third generation part of this process, which starts tomorrow, Hydro One suggests that we try to keep the second-generation process simple and move any resources to spending the time to properly determine the third-generation IRM through, again, an interrogatory process, a Technical Conference, Working Groups, what have you, because this is really where the key decision has to be made if we're all going to be able to be reduce the regulatory hearing time.

      And so, instead of, again, spending more time on cost of capital, let's gear our resources to what makes the most sense.  And, in Hydro One's view, that would be establishing the parameters for third generation IRM.  We can keep the second generation - it's transitional - fairly simple and, again, no codes are required.  A simple update to the Handbook could suffice.

      So, Mr. Kaiser, and stakeholders, this is Hydro One's position.  Thank you.

     MR. KAISER:  Thank you, Mr. Cowan.  

Mr. Aiken.

SUBMISSIONS BY MR. AIKEN:

     MR. AIKEN:  Thank you, Mr. Kaiser.  

I've sat here for the last three days listening to the experts differ with one another, and I know if I was in the Board's shoes, I'm pretty sure my conclusion would be, It's a good thing we had Dr. Cannon back in 1997, because he seems to have got things right the first time around.

      We now have experts well below Dr. Cannon and well above Dr. Cannon.  So my submission is quite short and quite simple:  Leave things the way they are.  I have yet to see anything in these three days to indicate that there should be a change.  

And those are my submissions.

     MR. KAISER:  Thank you, sir.  

Mr. Stoll.

SUBMISSIONS BY MR STOLL:

     MR. STOLL:  Thank you, Mr. Kaiser.  

I'm going to step back to what Mr. Rodger was saying.  I think, from London Hydro's perspective, we do have a concern around some of the jurisdictional questions that have been raised and rephrased.  We haven't fully landed on a position there yet, but I think it's something that warrants or will warrant further discussion in the future.

      And part of it will have to do with how the code is written and how prescriptive it becomes, because it bumps up against the just and reasonable rates that the Board has to set.

     So there's going to be a tension at some point.

     Now, stepping back in the options, I think our preference would be to reverse Mr. Rodger, the way he had phrased his two options, as far as what our preference is.

      We haven't heard any evidence that would lead us to say we should change where we are.  Quite frankly, we've heard lots of good information, but where we are, why change?  We just haven't heard anything that's compelling that would warrant us saying, Yes, we can support.  And there's good reason to change.

      So I think our preference would be for the status quo.

      If we're not going to maintain the status quo, then we need further information, and we can debate about the scope and an issues list around that.  But I think if we are going to proceed on with coming up with a code right away, we do need further information.  And I think that's one of the themes we've heard before and we'll probably hear from one or two other people, so I'm not going to belabour the point.

      But I think what we have is insufficient for making decisions that are as fundamental as they are to the ratepayers, to the utilities, and to the shareholders.  

And those are my submissions.

     MR. KAISER:  Thank you.  


SUBMISSIONS BY MR. TUNLEY:

     MR. TUNLEY:  Thank you, Mr. Kaiser, sponsor.  I'm going to focus my comments, really, just on the specific information requests by Mr. Shepherd, and I'll just group my comments around four issues:  process; just the breadth of the requests; the problem we see of the requests being made only of the participants in this process; and then, fourthly, confidentiality.  And I'll just summarize.

      In the course of that, I'm going to agree and differ a little bit from what's been said already, but I'll go through it in that way.

      Just then on process.  First of all, I accept

Mr. Rodger's submission to you about your options for the process going forward here.  But just within the process that you are embarked on, the other comment I would make is just about the timing of the requests that have come from

Mr. Shepherd, because there is a concern, just on that issue.  

Really, information of this kind, which can be an input to the experts' reports, if it was useful, should have been requested and provided before we got into the conference process itself.  

And I'm going to make the point as well that if it was really relevant for your purposes, I'm sure any one of the experts around the table would have requested it earlier.  


The fact of the matter is they all made submissions; they've all made their comments to you without needing that information.  And that should tell you a lot about the relevance of the information.  The fact of the matter is none of the experts really have requested it.

      Just moving to the breadth of the requests.  There are the eight questions outlined in the School Energy Coalition's submission.  There is really no prioritization.  And, again, I have a concern about how it's going to be relevant at this stage and how the Board is going to have a way of integrating it with the other information you've had at this stage, given the breadth of the information that's requested.


Some of it, I understand, may already be available to the Board or Board Staff in prior filings and proceedings, and ... fine.  Some of it that's requested is actually not applicable to an LDC like Newmarket Hydro.  


Just to be clear, items 4, 6, and 8 in Mr. Shepherd's request have no relevance to us, so there's a sort of broad sweep of requests that it's going to be very hard to focus it on anything very tangible that you have to deal with or that other parties can respond to.


My third point just is I'm concerned that the requests that have been made, if they're to proceed in the process we're in today, are only going to the participants in this process.  I'm going to submit that the information that's requested by Mr. Shepherd can't be helpful if it only comes from a subset of the LDCs who happen to be here.  That's a critical point.  


But the other side of that is I'm concerned from a process point of view.  If the Board invites participants into a process like this and then says, Well, the price of being here is that you and you only are going to be subject to these kinds of requests, there's a real disincentive created for LDCs, in particular, to come and to participate.


And I just ‑‑ I'm very concerned in terms of how the Board approaches this kind of issue, not just today but in the future, that you not set a precedent that will discourage, because I share the view that was just expressed that you've actually ‑‑ it's been very useful in terms of sharing information and setting forth some comments, not evidence, as was said, comments and positions that we can all understand a little better.


But if, as I say, the price of doing that is that these kinds of requests are going to eventually be enforced by the Board, there is a real disincentive to participate.


The big issue, though, is confidentiality.  And there are three items, 2, 3, and 5, in Mr. Shepherd's list that really raise confidentiality issues.  They're not normally requested or provided.


One of the objectives that's been discussed in the context of the conference is the desirability of encouraging merger activities.  And I just want to point out the obvious.


I mean, to the extent that any LDCs participating in this process are actually contemplating or participating in any merger activities, requesting or providing this information in the context of a hearing like this is extraordinarily prejudicial.  I mean, it will discourage exactly what, at least in some sense, people have indicated they might want to encourage.


And, again, it's partly because of the way the process has unfolded, the timing of these requests and the nature of the process we're involved in, that, again, my submission is the Board runs a real risk of not only not achieving what it wishes to achieve in a positive sense but actually discouraging what it does wish to achieve.


So just to conclude, Newmarket Hydro and its experts, first of all, are not seeking any additional information at this stage to complete the process sort of "as advertised", but, obviously, if the information requests process develops as is proposed, we will perhaps participate.  We'll review what's happened, see if there is additional information we would like to ask for, and we'll participate.


As for, though, requests of Newmarket, my submissions to the Board are it shouldn't be this kind of broad-sweeping document‑by‑document request.  You know, for heaven's sake, let's focus on what is; the reason being there's too many illegitimate uses for this kind of broad, documentary sweep, especially in the context that we're talking about.  


There's too much risk of people not wanting to participate, if that's the price.


Rather, I submit what the Board should encourage, and what participants should look at, is focussing their requests for specific data, rather than broad categories of documents and, with the question, explain how it is that they propose to use that specific data to assist this Board in making some of the determinations that it may wish to make arising out of the process.


So I hope those suggestions are helpful.


MR. KAISER:  Thank you.  

Mr. White.

SUBMISSIONS BY MR. WHITE:


MR. WHITE:  Yes.  First, I'd like to add my thanks to the Board and Board Staff for the process over the last three days.  It has been helpful, and I found it somewhat interesting.


I would assume that part of the reason for seeking a code to deal with the PBR2 rate process is to find a mechanism that will deal with the volume of regulatory submissions.


Under the Rules of natural law, an administrative tribunal must consider what is put before it and respond with reasons.


What has been imperfect about this process is that it is not evident whether submissions to date have been ignored, rejected, or even considered.  What is best about good regulation is the good decisions which demonstrate consideration and the response with reasons.


In the end, all we are left with is the words in those decisions, and they will underpin the guidance for all LDCs and other parties to determine whether or not there is an exception, whether it's worthy to pursue a different process, a specific hearing to deal with a situation.  


Failure to have strong decisions may result in a greater level of requests for specific hearings and may, in fact, end up in increasing workload.


Also, robust decisions with reasons for what was accepted, what was rejected, will provide an opportunity to avoid inconsistency in the application of the regulatory process.  Those reasons help people who are formulating decisions make the right decisions in terms of what is put before the Board when a final rate application comes forward.


Those decisions and those words provide guidance to intervenors, applicants, subsequent Board panels, advocates for the interested parties, and, in fact, staff of the applicants.


So, please, as we move forward, ensure that those reasons for the decisions and for the content of them include the substance which will allow the best applications to come forward from my clients.


I think ultimately we're going to end up in a hearing process to vindicate the code, or a more direct process.  

To the extent that that can be made less onerous for everybody, that's a good process.  If there's a front‑end process to identify specific questions and narrow some of the issues, then ECMI, on behalf of its clients, would be happy to participate in that process.


Those are my comments.  Thank you.


MR. KAISER:  Thank you, Mr. White.  

Mr. Millar, any response?


MR. MILLAR:  Nothing from me, Mr. Kaiser.


MR. KAISER:  Thank you.  

Any other parties?


MR. SHEPHERD:  Mr. Kaiser, given the comments of Mr. Tunley, I wonder if I might have a response?


MR. KAISER:  Go ahead.


REPLY SUBMISSIONS BY MR. SHEPHERD:


MR. SHEPHERD:  Thank you.  I'll be brief.  

Mr. Tunley says that our requests were too late, but, of course, in this process there was no procedure for asking any requests in the first place, and we tried to work within it.  And only when we realized that there was no other way to get the information did we initiate a process that didn't even exist.  


He also says the information we've requested is not relevant, despite the comments of all the experts throughout the last three days that most of it is relevant, and they'd like to see it.

      Third, he comments that it seems unfair to penalize the participants by making them provide all this information and not anything else.  We agree, that's wrong.  It's the only thing we could ask for, because we couldn’t ask people who weren’t here.  But we agree, the Board should get a full dataset, not a partial dataset. 


It makes the information better too.

     And the last thing he says that I want to comment on is:  He is concerned about the confidentiality.  I agree with him a hundred percent.  I think confidentiality in this type of documentation is a significant issue.

      But accepting the principle doesn't mean giving up and saying, We can't solve it.  It's not like this issue has never come before the Board before and the Board has spent a lot of time thinking about how to make sure that it can deal with confidential information in a good manner.

      I have one other comment to make, and that is, a number of people have said that we should keep the status quo as the preferred option.  I guess my concern is, remember we're talking about what evidence do we have before us.  If we don't have enough evidence to decide on a new method of doing this, how do we have enough evidence to decide whether or not the old method is still good?  It's the same issue.

      And so it seems to me that once engaging in the question, once the Board asks what's the right cost of capital, you can only answer it with evidence.

     Those are our submissions.

     MR. KAISER:  Thank you.  Mr. Adams.

     MR. ADAMS:  Mr. Kaiser, I appreciate that I had an opportunity to make comments and I declined the opportunity.  I wonder if I'd have permission to make a written submission at an early time on the questions that you've raised here. 


I didn't feel like I was in a position to respond to the comments of various counsel, and I wouldn't be making any submissions on jurisdiction, but I appreciate that it goes beyond what you've set out as procedures for this comment period, and I would just ask for your indulgence.

     MR. KAISER:  Well, that's fine.  If you can get them in tomorrow morning?

     MR. ADAMS:  Yes.

     MR. KAISER:  All right.  Thank you.

     Thank you, ladies and gentlemen, for the comments that you've made this afternoon, they've been very helpful. 

Mr. Rodger?

REPLY SUBMISSIONS BY MR. RODGER:

     MR. RODGER:  Just one final thing, Mr. Kaiser.  Just in response to Mr. Shepherd, if the Board did choose to continue this process with some expanded discovery -- and

Mr. Shepherd in the issues identification said he wasn't sure whether the sponsors should be involved with that.  We certainly would like to have the sponsors involved, and I think precisely for the reasons that's been raised by

Mr. Tunley.  We think that there maybe other utilities that raised similar issues and it would be very helpful to have the sponsors in the room to help get through what should be produced and what should not, and that will make the process more efficient.

      The other issue was perhaps Mr. Millar, and I was trying to elicit feedback from either Mr. Millar or the sponsors about my submission earlier to have the Board sponsors themselves also indicate what they think is missing from this process, or other information, other witnesses, that they would like to hear from.  I wonder if I could get some kind of feedback on that proposal, please.

     MR. KAISER:  Mr. Millar, do you have any response at this point?

     MR. MILLAR:  Well, Mr. Chair, in my submissions, I did indicate three areas on which we felt that perhaps the record could be fuller.  And I don't have anything to add aside from that.

     MR. KAISER:  Well, Mr. Rodger, we'll consider your request and your submission.  Thank you for your comments this afternoon.  We appreciate those comments [inaudible].  They are difficult issues, and we will try to get you a response as soon as possible. 


We will resume at 9 o'clock tomorrow morning, according to the schedule.  Thank you.    

--- Whereupon the Technical Conference concluded at 5:02 p.m.
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