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Monday, September 21, 2009

--- On commencing at 9:30 a.m.

MR. GARNER:  So it's 9:30.  Can everybody hear me?  I may have to sit down.  Can you hear me now?  Not well.  Let me see, Paula, if this works.  Can you hear me now?  No.

Okay.  Can you hear me now?  There we go.  Thank you.

Good morning.  I want to start by thanking you all for participating in this week's stakeholder conference on cost of capital, and after such a lovely weekend I think we're all happy to be here.  It's going to rain this afternoon, so a good place to be, perhaps.

My name is Mark Garner.  I'm the managing director of regulatory policy and compliance at the Ontario Energy Board, and what I'd like to do first is to start with a few housekeeping matters.

For those of you who haven't been here before, the washrooms are on either side of the elevators, the women's on your right and the men's on your left.  If there's an emergency, you will hear an alarm.  If it's a short alarm, we're all going to stay here.  If the alarm gets very quick, we're all going to leave and we'll give you instruction at that time.

The thing I'd ask you to do as we go forward during this week is to please identify yourself before you speak.  The consultation is being transcribed, and it's going to be heard via webcast.  Therefore, when you have questions, when you want to make a comment, identify yourself so that people who are listening offsite can understand who you are, and also so that our court reporter can understand for the purpose of the transcription.

We'd like to keep on schedule, and the draft agenda indicates that the conference will run until Friday at noon, and we'd hope to keep to that.

You'll note on our draft agenda stakeholder presentations are provided for up to two hours.  This is to ensure ample time for you to have a discussion.  We're asking the presenters to complete their presentations within 30 minutes and to be available for the parties and the Board Members and Staff for up to an additional hour and a half.

For those of you who wish to make a brief presentation in the time provided on Thursday or Friday, what I'm going to do is invite you to speak to Lisa Brickenden for scheduling.

So, with that, let me introduce the staff who are here as the team.  Lisa Brickenden is here with me.  Lisa is a policy advisor in rates and pricing, and Lisa's going help manage this event.  So if you have questions about scheduling, et cetera, please speak to Lisa.

I'd invite you to ask her any questions you have about how the proceeding is going and what's next on the schedule.  With Lisa today on her left is Alexandre Ruest, who will be happy to answer any of your questions in the other official language of this country; Keith Ritchie on the very right; and next to -- who is from our applications and audit group; and next to Lisa, Karen Taylor, who is executive advisor to the Chair and working with the cost of capital team.

And we do have with our team Kristi Sebalj, who hasn't joined us yet, who will be helping us from legal.  And in her absence today, at the back of the room is Mary Anne Aldred, general counsel of the Board.

Now -- oh, yeah, there.  Sorry.  She's way at the back of the room.  Kristi Sebalj is way at the back of the room.  Thank you, Kristi, for showing us where you are.

Lisa and I will try to moderate the discussions throughout the proceedings and to try and keep presenters on their time lines.

Let me, before we start, also speak a bit about the nature of this conference.  It's a stakeholder conference, meaning that it's not a hearing, but a consultation convened by the Chair for the purpose of developing the Board policy issues.

And the Board Members sponsoring this consultation, so to speak, are our Chair, who is at the back of the room, Howard Wetston, and Vice Chair, Pamela Nowina, who is sitting to his right or to his left, if you're behind them.  And you may also see Vice Chair Gordon Kaiser, who will probably join us later today, and other Board Members who may come and go as the proceeding goes on and as their schedule allows them to be here.

The purpose of a stakeholder conference is to provide a discussion on the substantive issues and matters contained in the issues list which was given out on July 30th.  And I'd like to speak a little bit about what we hope to achieve in this conference.

First, and I think an innovation for us, too, first is this morning we're going to do a little bit of learning, and we have a very distinguished panel with me today to have that learning.  We also want to have participants give us their respective comments, clarify their comments, elaborate on their points, an opportunity to explore in depth some of the issues.  So we're going to ask for you to have a little dialogue with each other as we go through some of these issues, and, through your presentations, help the Board understand better your points of view.

The focal point of the conference is the means by which the Board shall determine the cost of capital.  What we're not doing today in this conference is talking about numbers.  We're talking about the means about how we're going to get to numbers.  And it's about the application and the derivation of the current equity risk premium methodology the Board uses.

So the way that I would couch this conference is we have an equity risk premium, and the Board is looking at how it applies its discretion to the outcome of that methodology that it's been using now for some time.

So with those comments, and before we start, I'd invite our Chair, Howard Wetston, to give some opening remarks.

Howard.
OPENING REMARKS BY CHAIR WETSTON:

CHAIR WETSTON:  Is this on, or can you hear me?  No?  Can you hear me?  Can you hear me now?  Oh, that's great.

Well, you know, this cost of capital stakeholder conference is of interest to me, because 27 years ago I remember the first significant hearing I did as counsel, as the counsel to the National Energy Board, was a TQ&M proceeding, and I still remember sitting in the hearing room with Jeff Edge talking about the cost of capital.


And I want you to understand how much that has informed me in my views of this over the last 27 years.  I'm not going to tell you what those views are, because obviously that's not important at this stage.  So the reason I am saying this is cost of capital is such a critical matter for all our boards, agencies and tribunals that have to deal with this issue.

And I recall so much over the years in my experience in my experience in this area how important it is for tribunals, for boards, to be able to, at any moment in time -- at any moment in time, to be as knowledgeable as it can be, as current as it can be, with respect to its knowledge not only of the cost of capital in and of itself, but of the capital markets.  And I think you all realize and appreciate that.

It came to our attention at the Board over this last year or year and a half that it was important for us to embark on this consultation, on this conference, in order to obtain further information in three key areas.  We outlined this to you all in previous correspondence, which you have.

Let me re-emphasize the three areas:  The potential need to adjust the established cost of capital methodology based on the equity risk premium approach to adapt to changes in financial market and economic conditions.  I assume there will be a fair bit of discussion about that, and, given the materials that have been filed, that is obviously the case.

Secondly is to determine the reasonableness - and I underline the "reasonableness" - of the results based on a formulaic approach for setting the cost of capital.  I underline the fact that it's been a formulaic approach.

And, thirdly, importantly, to guide the Board's discretion to adjust those results, if appropriate.  Discretion is key to the exercise of our judgment with respect to the cost of capital.

So the fair return standard, not new to any of you, will be and will receive considerable attention in this consultation.  Moreover, in this consultation we will be, as you all know from the outline of the issues, concerned with the means, the methodology, by which the Board shall determine the cost of capital.

So the product of the stakeholder conference - Mark alluded to that - will be a Board policy.  And to be clear, this consultation is not about whether the return on equity is too high or whether it's too low, or whether or not it's correct or just right, if anybody can tell me what that is.  It's about whether it meets the fair return standard.  Is it robust enough to guide the Board's discretion at any point in time in dealing, obviously, with the various applications it has before it?

So the potential effect, if any, on specific utility revenue requirements as a result of this consultation and the determination of just and reasonable rates will not be addressed in this process, but obviously if addressed will be done in future rate proceedings.

The equity risk premium approach used by the Board has served us well for many years and provided, at least in our opinion, a host of benefits given the structure of the natural gas and electric power industries in Ontario.

However, in light of the recent changes that have occurred in capital markets and the considerable interest in Energy Regulation in Ontario, due, I might say, in part from the proclamation of the Green Energy Act, the Green Energy and Green Energy Economy Act, I believe that this is an appropriate time to consider the issues to be discussed in this stakeholder conference.

So you all know in different ways that the Ontario Energy Board is not alone in this regard.  We have good company, as the National Energy Board is dealing with this issue, the Alberta Utilities Commission has just completed a proceeding on this matter, the BCUC, the British Columbia Utilities Commission, is also engaged, admittedly by way of an application with respect to considering this matter, and I suppose others are also involved in other tribunals.

Let me make a point, and let me make it very clear, because I think it's important to you all.  We have no intention of acting retrospectively, and there will be no sudden lurches in regulatory direction as a result of this consultation.  Our approach with this stakeholder conference is consistent with the Board's policy development activities generally dating back to 1997, with the issuance of the draft guidelines on a formula-based return on common equity for regulated utilities in March of that year.

So we are committed to a careful approach because the capital markets expect that; they expect stability and continuity from its regulators, and so do consumers.

So we obviously are committed to a careful approach in this matter.  Having said that, and I think I believe, given Mark's comments and these comments, I'd like to get the ball rolling and turn it back over to Mark who will more formally set out some of the, I believe Mark's scope and logistics and obviously introduce the Capital Markets Panel who is sitting up there with Mark today.

So let me thank you very much for coming and let me also say I really appreciate the effort that you've all made to come here and the submissions you've provided us and your attendance at this conference with us this week.

So thanks again.
CAPITAL MARKETS PANEL

Introduction by Mr. Garner:


MR. GARNER:  Thank you, Mr. Chair.  Can I be heard now?  What I'd like to do, actually, is, I think we have talked a bit about the scope, and given time I'd like to move on and introduce the panel.  We have a special panel invited today for the purpose of our mutual edification, and because the Board felt it was important that we get insight into the markets' views of the utilities.

And the fair return standard that we speak about speaks to regulated companies having rates set at levels that would allow returns equal to those of companies with similar market attractiveness, stability, and certainty, and we thought it was important for you to hear directly from the people involved in the market and to get a better understanding, a bird's eye view, so to speak, of capital market conditions.

And this panel has over 60 years, and in my notes it says, someone has put in brackets "to be confirmed," and I think because of the youth of the panel, 60 years, someone was probably trying to figure out if that could actually be true, but 60 years of capital market experience.  And the panel brings a broad perspective from both the sell and the buy side, meaning that this perspectives allow us to understand those who sell the commodity, and those who purchase -- sorry, common equity and debt securities and those who invest in those types of securities, and where each panelist is invited to give us an oversight of market conditions, what the markets have been through, and the variables that affect the market.

And so what I'd like to do is introduce, starting with my very far right, Stephen Dafoe.  Stephen Dafoe is Director of Corporate Bond Research at Scotia Capital.  Mr. Dafoe joined Scotia in 2001 after working 12 years with a major credit rating agency in Montreal, New York, and Toronto, and since joining Scotia Capital, he has followed a full range of public bond market corporate issuers in Canada with a particular research focus on utilities and infrastructure, certainly a timely thing in these days, and while at Standard & Poor's, Mr. Dafoe was responsible for Canadian regulated utility, municipal, provincial, and infrastructure credit ratings.

Now, to his left, Alexandra Zvarich.  Alexandra is director public fixed income with Sun Life Financial, and her current responsibilities include doing company analysis and providing investment recommendations in a number of industries, including public utilities, pipelines, infrastructure, transportation, and construction commitment.  Alexandra's previous work experience includes private debt placements, as well as research, and she has an MBA from Toronto and Master of Arts in Economics from Boston University.

Next to her, Harold.  Everybody moved around, I notice, to make this very difficult for me at the last moment.

Harold Holloway is managing director in TD Securities, Global Energy and Power, based here in Toronto.  And Harold's responsible for covering the Canadian/US power and infrastructure sectors.  During a 15-year career in investment banking Harold has led a variety of equity and debt underwritings and provided advisory services to companies and government entities operating in these sectors.  Harold holds an MBA from Yale and a Bachelors of Law from Osgoode, a commerce degree from Queen's.

And finally to my very right, Matthew Akman.  And Matthew is a top-ranked analyst covering the North American pipeline utility, and power generation companies from Macquarie Capital Markets in Canada.  And prior to joining Macquarie’s in January 2008, Matthew covered the same sector for CIBC World Markets, and prior to that for Credit Suisse First Boston Canada in Toronto.  He came to the securities business from Enbridge, where he was director of strategic planning for Enbridge Gas Distribution and Canada's largest distribution utility.  So, welcome to the panel.  Maybe what we'll do is we'll start in the reverse order and start with you Matthew, if that's okay.
Presentation by Mr. Akman:


MR. AKMAN:  Yeah, thank you very much.  I'm not sure if people can hear me or if I need to use the microphone.  Can I get feedback from maybe the way back of the room?  No?  Yes?  No one can hear me?  Okay.  Can everyone hear?  Yes.  People can hear me now.  That's good.  Let's just get my presentation up somehow.

Is someone getting my presentation up?  Okay.  Good.  I don't have to do that.  Magically things are moving.

This isn't mine, although I'd like to learn about capital markets 101 and utilities investing.

While we're getting this up, I just want to maybe by way of introduction thank the Board very much for having me here and on behalf of myself and Macquarie Capital Markets Canada just to let you know how pleased we are to be here and also all the other participants, many of whom I've worked with in past lives before, and hopefully we can learn from each other through this process.

To get started on the presentation, the current formula return on equity is getting very negative feedback from equity markets today.  What the equity markets are saying is that the current formula across Canada that bases allowed ROEs solely on changes in government bond yields is not working.  And even a formula that bases the allowed returns on equity mostly on or principally on government bond yields is inappropriate.

All is not well in utility land as far as equity markets are concerned.  These stocks have gone absolutely nowhere in the last four years.  And sometimes there are good reasons for that but currently there aren't many good reasons.  When you look at the performance of the companies themselves, they've actually been doing their jobs.  They've been raising dividends every single year for the last four years and when you look at the compound annual dividend growth it's about 7 percent or 30 percent total dividend growth over this period when the stocks have gone nowhere and in a period of falling government bond yields.  So what's happening is that as the government bond yield is dropping, the cost of capital for these stocks is actually rising.

In particular, you can see from these charts on the left-hand side that there's really no correlation at this point between the dividend yield of the stocks and the 10-year government bond yield on which the allowed ROE is based.  If you look at the left-hand side you can see that the dividend yield is rising as they have raised dividends and the stocks haven't gone anywhere and the government bond yield keeps falling, so the relative yield on the right-hand side, which used to have a pretty firm relationship of about 80 percent, has gone well above 100 percent, and the 80 percent was a fairly longstanding relationship until early last year.  As credit markets have improved, this relationship is not coming back together.

What highlighted, I think for many of us, the problem with the current allowed ROE formula was the chaos of the credit crisis from last year, and, in particular, the coming together of two factors that aren't supposed to come together at all, and that is the allowed returns on equity and the cost of debt for utilities.

Now, when these -- in finance 101, they tell us that the cost of equity is always higher than the cost of debt.  And there's good reasons for that, because there has to be a risk premium to the cost of equity.  Now, I recognize that the coming together in nominal terms of the cost of debt and the cost of equity does not mean that they are the same, because there are tax effects, but for companies that have very low effective marginal income tax rates, the convergence of these two data points, or near convergence of it, is alarming.

But let's go back a little further before we go into what happened last year and the chaos of that.  There were glory days and heydays, and it looks like the old formula, based on government bond yields, was working.  In '05 to '07, there was tonnes of equity issued out of this sector, billions of dollars of equity always, it seemed, at higher and higher prices.

In fact, at the peak of it, Fortis, I remember, did an equity issue that was actually done at a premium to the closing stock price, something I had never seen before in my career, and I'm not sure if it's ever happened other than in very liquid stocks.

And you can see on the far right-hand side here that the utilities in Canada were issuing equity at big premiums to their fifty-two-week lows, which is -- in other words, there was lots of appetite for this and the stocks were doing very well.

Now, the companies have continued to issue a lot of equity, and so access to capital or access to equity doesn't seem to be the issue right now.  But the issue is the cost of that equity, and the cost of that equity continues to rise.  If you look at the top table here, what we showed is that for all companies during the credit crisis, the cost of equity became a lot higher.  And these are non-utility companies and you can see that these guys were issuing billions of dollars of stock at only 3.3 percent premium to their 52-week low.  So these guys were so desperate to raise equity last year, they're doing it right at their 52-week lows.

And for the Canadian companies that used to issue equity at big premiums to their lows, last year the likes of TransCanada and Fortis are issuing them also very close to their 52-week lows, and at big discounts also to their 52-week highs.

So although there was access to equity markets for significant equity issuance, it was done on arguably unreasonable terms.

While things have changed very, very quickly -- and anyone who has looked at their portfolio knows that.  It seems that happy days are here again, the stock market is up, it's raced forward, and many companies have taken advantage of that by issuing more stock while they can.  And it's completely reversed.

Now when you look at the bottom right-hand side of this, you can see that companies aren't issuing stock close to their 52-week lows.  They're issuing stock over 100 percent above their 52-week lows.  So people are buying stock in the marketplace at a time when they've already run very, very hard, so very bullish signs for equity markets overall.

But for utilities, things aren't quite that rosy still.  And what's happened in the equity markets is that the winners have become losers and the losers have become winners.  When you look on the left-hand side, the TSX 60 performance in 2008, the household utility names were among the top performers in that 60 group.  Enbridge was the number 9 performer of all 60 large-cap companies on the TSX last year.  That's pretty impressive for a utility, pipeline stock.

But this year, it's completely reversed.  You can see that the bottom three performers last year are actually the top three performers this year on the 60, and the utilities have, frankly, stagnated.  And TransCanada, for example, is the number 40 performer this year on the 60.

So why that is occurring or the implication of that is that actually utilities, despite the big rally in the stock market, are still getting cheaper.  Their cost of capital appears to still be rising.  And when you look at on PE multiples on the left-hand side, you can see that earlier in the decade when bond yields were actually higher -- government bond yields were actually higher than they are now, utilities were trading at around 20 times earnings.  And now they're trading at low teens types of earning ratios when government bond yields have actually fallen.

One of the interesting factors, as well, is that the correlation even between utility cost of capital and the cost of corporate debt appears to be falling apart, because that was tracking at a very predictable level of about 55 percent until the last couple of months.  Credit spreads came in quite a lot.

The cost of corporate debt fell, but utilities have still gone absolutely nowhere, and so the dividend yield on the utility stocks, relative to corporate bond yields, is rising and it's now at about 68 percent, whereas in near-term history it's been about 55 percent.  If they were to normalize back to 55 percent, the stocks would be up.  That doesn't sound like a lot, but the stocks would be actually up 15 to 20 percent, so the stocks theoretically, if these things were even correlated, would be up by 15 to 20 percent from where they are right now.

And I would argue that things could get worse if regulators across Canada maintain the status quo.  The reason is that the allowed ROEs are sitting at around 8-1/2, but if you use just the typical formula based on Canadian Government bond yields, the implied ROEs are going to be lower, closer to 8 percent.

Now, that's not such a big deal, necessarily, on the face of it, except that the stocks aren't performing well in the first place, and I would argue that the market is expecting utility returns to go up, not down; not stay the same, but go up.  And we measured this by looking at consensus data and earnings estimates in the marketplace.

An interesting thing happened last March when the TQM decision came out.  Analyst earnings estimates for the utility companies - in particular, what we're showing here is Fortis and Canadian utilities, which are the most pure-play regulated distribution utilities in Canada - actually went higher at a time when government bond yields were falling, and so analysts were expecting that allowed returns on equity across Canada would rise, despite the drop in Canada bond yields.

And so when analyst earnings estimates go up, that generally means that investor expectations follow, and so investors are now expecting allowed returns across Canada to go higher.

We actually quantified that expectation gap between what the earnings of the companies would be if people were following the Canada bond yield versus what they are in the marketplace, and they're material.  For Canadian utilities we measured about 5 percent, for Fortis about 8 or 9 percent.  So, in other words, if there is no change in the formula returns, earnings estimates and the stocks could be down another 5 to 10 percent from where they are now.

In addition to that, there is this continued nagging problem of trying to attract international capital to these stocks.  And it's not surprising, because allowed returns in the United States for comparable companies, or I would argue comparable companies, are higher.  They still sit at about -- you know, call it 11 percent on a 50 equity ratio, so several hundred basis points above Canada.  And that's pretty much across the board.

You can see on the left-hand side, I think that chart is pretty compellingly showing that across a wide range of regulated utilities, allowed returns in the US are still considerably higher than Canada, and those have not fallen considerably in recent regulatory decisions.  For example, Pacific Gas & Electric still, 11 on 50 in a decision reached by the California PUC recently, despite the reduction in bond yields, in government bond yields or treasuries in the United States.

And so as a consequence of that, it's very hard, almost possible, to get US or international investors interested in buying a Canadian regulated utility stock.  Yeah, Enbridge and TransCanada and TransAlta have some international holdings, but those companies are different.  They're very large.  They have delinkages between the regulated returns and their actual returns, and in many cases they just have big unregulated businesses, so they're not totally comparable.

But when you look at the regulated utility group, or the best proxy for that, the Fortis, Canadian utilities ATCO and Amera, there's almost no significant international holdings to these stocks.

Now, one would argue, does that really matter?  We can support these stocks on our own in Canada, and the stocks, they are not going up, but they're not going down either.  But what I'm seeing in the marketplace is a bigger challenge over time in getting even Canadian investors interested in our own utility companies, despite the fact that you've seen significant inflows into dividend and yield-oriented equities.

And this chart shows that you've actually seen positive inflows in the hundreds of millions of dollars in the past six months or so into dividend or income-oriented equities, which should benefit utilities, versus an outflow in the rest of the equity markets in Canada.  But all Canadian investors really seem to care about is yield right now.  They don't really seem to care about growth based on utility returns.  And what this chart shows is that there's a very strong correlation developing between just pure dividend yield and valuation or cost of capital in the Canadian equity market.

So we measure valuation in this instance on EV to EBITDA multiples, which is another way of doing it.  PE multiples is valid as well.  And you can see that the companies with the highest yield, regardless of their growth, regardless of their risk profiles, regardless of their management teams and all the good stuff companies do, are trading at higher multiples just for paying out more of their cash is what it amounts to.

So what Canadian investors are essentially saying is, you know what?  Don't reinvest your capital at these Canadian allowed returns, because it’s not interesting to me.  Just pay it all out instead, and that’s much more interesting to me and more beneficial to me as an investor.

So in summary, you know you're in trouble as a utility stock when your stock is stagnating when the market is rallying very hard, consensus estimates and your stock are still falling, your US peers get a much higher return than you do, US investors don't really care about your stock, even though you're trying to make investments in US assets as a corporation.  And even to your core Canadian investors, all they really want you to do is pay out all your cash to them and don't really reinvest it in this 8.5 percent allowed ROE.

So that is kind of the analysis part of my presentation.  And I thought for the purposes of provoking thought and maybe for fun, if we have fun this week, that I could present a recommendation.  And that recommendation is for a minimum guaranteed allowed return on equity of 10 percent across Canada.  And above that, for adjusters, relative to company performance and potentially macrofactors and maybe some off-ramps for macrofactors as well. Why 10 percent?  There is a lot of reasons.  What this slide shows, I mean arguably below 10 percent, the government bond yield, if it’s kicking out an ROE, if it's that low, is probably about to produce a credit bubble and we saw how that ended.  Pretty messy.  But above 10 percent, I think there's a lot of compelling -- I'll show you in a sec, but you might want to adjust that 10 percent for social objectives like conservation, for company performance on cost saving to contain rates, for competitive elements of the business or elements of the business that are becoming competitive, like storage incentives.  And you might even have off-ramps for significant inflationary periods or for deflationary periods.

The top reasons for the recommendation is I think it's very simple, and I think simplicity's important because it avoids prolonged and resource-intensive regulatory process.  Regulatory certainty and investor certainty are important in having a minimum guaranteed return and would provide that certainty to investors.

The comparable utility group in the US never seems to go below 10 percent, even in a very, very low bond yield environment like we've just seen.

I would argue that a 70 percent payout ratio of earnings, which the companies mostly have, a 10 percent return only kicks out a 3 percent organic earnings per share or dividend per share profile for the company, which is already lower than market expectations, so any lower than that and the stocks are going down.

And fifth, there is a psychological attraction for investors in knowing the returns are double digits.  And I hate to bring psychological factors into this, but anyone who owned stocks last year and never looked at their portfolio knows that there is a psychological element to owning equities and it's important, and it does drive investment decisions.

So that concludes my presentation.  I'd be happy to take your questions a little bit later, and thank you very, very much for your attention this morning.

MR. GARNER:  Thank you, Matthew.  As Matthew indicates, we're going to take questions after we've gone through the panels and after our break, so I'd like to, in the interest of time, turn it over to Stephen.

MR. SHEPHERD:  Mark, before you go on, I'd like to raise a procedural question.  I've never seen that presentation before, and it's not on the website, and it's not on the Webdrawer.  And normally if somebody takes a position, everybody else gets to see it before it's sprung on them.

So I wonder if it's possible to get these presentations this morning, hard copies or e-mailed copies somehow.

I didn't realize that this person was going to give us --

MR. GARNER:  I think we can get copies of them up and around for everybody right away.  We'll make sure we have that by the break.  Thank you for raising that.  Stephen.  Presentation by Mr. Dafoe:


MR. DAFOE:   Thank you.  It’s Stephen Dafoe.  I’m Director of Corporate Bond Research at Scotia Capital.

And I'll begin presentation just by describing the Canadian corporate bond market and my role as a corporate bond research analyst.  First of all, debt financing makes up 60 percent of an electricity LDC's total capitalization, 64 percent for natural gas distributors.  Now, public bond issues give the cheapest cost of debt financing, compared to other forms of financing such as commercial or corporate bank lending in the private placement market.  This cheaper financing, though, is only available for those issuers large enough to issue a bond in the public market, and several but not all the Ontario LDCs have that kind of scale.

My role in the bond market is as a corporate bond research analyst.  The work I publish and present is read by Canadian and international institutional investors and these are mainly professional pension, insurance, and mutual fund bond portfolio managers.  The intention of my research is to offer facts, analyses of facts, and opinion on company and industry fundamentals and on bond market trends.  Now, this aids professional bond investors in constructing efficient bond portfolios, getting fair returns for their beneficiaries and investors, and avoiding unnecessary risks.  And very often this kind of research involves giving insight into credit ratings.

Bond investors use credit ratings in constructing portfolios in assessing the price of individual bond issues and trying to anticipate the risks of the bonds they're considering for investment.

The intention of the ratings is to help the bond investor assess future uncertainty that can affect bond values.

And very often, part of my job is assessing how the rating agencies are likely to react to emerging new developments.  Essentially, I'm expected to anticipate what the rating agencies are likely to do next, either leaving ratings unchanged, moving them up, or moving them down.

Now, the bond market is often -- seems harder to understand even than the equity markets for a number of reasons.  First of all, each bond issue issued by any company, and a single company can have many individual bond issues, each bond issue is unique.  Even among bonds that have the same main features, rank the same and feature the same covenants, a different maturity date distinguishes each bond issue as a unique security.  This is different than the stock market, where generally speaking each new issuance of a company's common equity is the same and the pool of common equity grows over time if the company is growing.  This means the liquidity of a company stock also tends to improve over time -- of course that depends on market conditions -- but a bond issues liquidity depends mainly on the size of that individual issue, not on the size of the company.  And liquidity is often a selling and pricing consideration of new issues, and generally speaking, bigger is most often better.

The Canadian corporate bond market is a private market, which means the bonds are not exchange-traded.  So secondary market prices are available on a fee-for-service basis to market participants but generally speaking ,price discovery can sometimes be a challenge for individual bond issues, especially small ones that trade very infrequently.

Now, the relatively less frequent trading of individual bonds compared to common stock, and consequent lower liquidity in the bond market means successfully pricing and selling new issues can be challenging even for large issuers but especially for the small issuer.  And again, even the larger Ontario LDCs often fall in the small and infrequent new issuer category.

This can and often does increase the challenges of successfully selling new issues of debt at a cost of borrowing favourable to the company.

Now, why does the bond market care about returns to equity investors?  Well, quite simply, the regulatory allowed ROEs, together with deemed equity capitalization, dictates the utilities credit metrics.  Ratios like interest coverage, FFO to debt, FFO interest coverage, FFO debt service requirements, free cash flow, all these and other credit ratios are affected by the ROE in capitalization.  And they're examined by rating agencies and bond investors to gauge financial performance and make inferences about future financial risk.

These credit metrics affect the credit ratings, which of course influences the cost of new utility borrowing, the spreads on outstanding bonds, and the value of existing bond portfolios.

So these are ample reasons for the bond investor to be very concerned about allowed ROEs and deemed equity capitalization levels.

However, during an upswing in a utilities' capital spending cycle, the utility needs new equity to maintain that regulatory deemed capitalization ratio.  And this is true whether the company's -- whether the stock of the utility is publicly traded and the company can raise new equity directly in the stock market, or if ownership is private, and, in that case, the company has to increase its retained earnings even if this means the owner is foregoing dividends.

Hence, during an upswing in the capital spending cycle, bondholders want a utility's equity investors to be satisfied enough with the company's financial prospects to put in new equity, as required, to maintain the debt-to-capitalization exactly or very close to the deemed regulatory capitalization.

Now, I'd like to take a look back a little bit at the evolution of my views on ROE in the utility sector, and I'll illustrate this with the cost of debt financing of a sample high investment grade regulated utility from the date of a 30-year bond issue in June 2000.

The spread in percent, which the bond market -- which is the bond market's shorthand of how much higher the yield is compared to its Government of Canada benchmark is shown on the right-hand side of this chart.

So the chart shows a 2030 maturity bond.  It's important to note that what's shown is not a constant term to maturity of any given issuer's debt.  This is a single bond issued in 2000, and its maturity is declining over time.  So all things being equal, its spread should have declined materially over the nearly ten years that it's been outstanding.

Of course, nothing has been equal over the past year, and the most obvious feature of this spread chart is the staggering jump in the yield in late 2000 and into early 2009.  Rising spreads imply falling secondary market values of corporate bonds.

Now, the spike in spreads in late 2008, early 2009, was without precedent for many or most current bond investors and coincided with the global repricing of risk.  The rise in spreads has greatly improved since the worst, but will have lingering effects for a long time.  But the general contour of the bond spread of this typical Ontario regulated utility helps to illustrate the evolution of my views as a bond analyst on the Canadian and Ontario utility sectors.

Early in the decade, my written research and presentations to investors, I was generally bullish on utility bond values.  I thought utilities, including the Ontario LDCs, offered attractive risk rewards for bond investors.

Now, there was some disruption of volatility in bond spreads in the early part of the decade, but, by and large, Canadian utility bond spreads tended to perform quite well over most of the decade.  So apart from some uncomfortable periods, my benign view was borne out and bond spreads tended to tighten through the early and middle period of the decade.

By mid decade, many Canadian utility owners felt ROEs and equity capitalization levels were too low.  Rate applications during this time tended to ask for higher capitalization and higher ROEs.  However, in my written research during this period, I still expressed the view that provided the regulatory regimes remained stable and the risk of utilities of under-earning the allowed ROE was very, very low, financial performance was sufficient for the bond investor.

Now, for what I think was a variety of reasons - things like evolving and improving industry best practices, technological changes that brought productivity gains and overall good management and other things - during this period the sector was able to consistently meet, and sometimes better, the allowed ROE targets.  And this seemed to bear out the thesis that the risks in the sector were low enough to rationalize, if not entirely justify, the prevailing low ROEs at least from the perspective of the bond investor.

And during this time, in my written work and presentations, I critiqued the rating agencies often for being overly cautious about financial ratios given industry's track record of stability.

But I have to add, in the middle part of the decade, along with other market participants, I recognized that utility bonds were not always an especially good value.  However, alternatives in most other sectors in the Canadian bond market were also priced to perfection, so to speak.  All spreads were low in the middle of the decade.

In hindsight, of course, it seems pretty clear today that the tight corporate bond spread prevailing in the 2004-2007 period are now viewed by many as too low and not likely to recur in the near to medium term.

In the past two years, both changing fundamentals in the industry, but, more important, changing bond and equity market conditions, well, they've changed quite dramatically.  And so in my written research and presentations to investors, my opinion has evolved as well.  In the past two years, I've become quite concerned about the effect lower ROEs is having on credit quality.

So what has changed since then?  First and foremost, for a number of reasons, some of which I discussed in my written submission to the OEB in April, ROEs continue to fall with long Canada bond yields.  At the same time, especially in the last two years, the real-world cost of capital was rising.

The effect has been to squeeze the credit ratios that are followed by bond investors and the rating agencies.

As well, the utility industry is becoming more complex.  Things like consumer consciousness, demanding energy conservation, rising requirements to connect green generation, the rising cost of electricity that's far from over, volatile natural gas costs, technology changes, such as the introduction of smart meters, the current severe demand recession that's going to reduce consumption in revenue but won't obviate the capital spending requirements to connect new loads.  The list goes on and on.

For the bond investor, all this means increased complexity, which means increased uncertainty over what the future might bring, which equals increased risk.

The lower ROEs and higher complexity is coming at a time when many and probably all utilities are entering a generational cycle of capital spending on top of demand growth and technical change.  And all this brings pressure on both business risks and utility credit ratios, particularly interest coverage and free cash flow.

So we all know that ratings can influence the new issue spread and the secondary market of existing bond portfolios.  So the next relevant question then becomes:  What might the rating agencies do about all this?

First, I'd like to recall the March 6, 2003 Credit Watch experience.  A major credit rating agency placed the whole Canadian utility sector on heightened risk of ratings downgrades.  I'm pretty sure a few people in the room here remember that event quite well.

My recollection is that the explanations given for the rating actions were not well understood by the financial markets.  In fact, I think some questioners on the conference call were politely skeptical of the reasoning offered.  Others were more openly incredulous.  And having had many conferences with fixed income investors about this at the time, I can say that the experience was viewed by many, and probably most, investors as a false alarm.  And yet it still affected utility spreads for yearly a year, even though investors mostly disagreed.

This underlines the effect that ratings can and do have on corporate bond borrowers' cost of debt financing.

Now, getting back to the present day, the rating agencies have to date been nearly silent on the subject of declining ROEs.  In my view, this is quite possibly due to a reluctance on their part to interject themselves into the regulatory process.  This is quite appropriate, and certainly quite understandable following the experience of 2003.

However, no one should assume that the rating agencies are indifferent to pressure on utility credit ratios.  Time and again, in rating agencies' published reports on utilities, we see the phrase "credit metrics are weak for the ratings".  To me, this is a caution to the reader that fair warning has been given.  "Credit metrics are weak for the rating" means that the agencies can only have so much tolerance for the degree credit ratios weakening, or the duration of the time period where weak credit ratios are expected to continue.

Even if the agencies refuse to interject themselves in the regulatory process by refraining from directly commenting on ROEs, I would not infer that they are indifferent to how the sector deals with the cost of capital issue.

In this context, I have a further concern about how the rating agencies might react to persistent low ROEs and what might happen if they eventually downgrade.  If ratings downgrades were made and investors actually agreed with the rating agencies' reasoning that credit risk in the sector was rising, in that case the spread valuation impact would, in my view, be likely more substantial and material and long lasting than was the case in Credit Watch of 2003.

Now, let me illustrate how various events can influence bond spreads, going back to March 2002 on this same utility bond.  Fallout from utility defaults in the United States, distress in the US cable sector stemming from a high profile bankruptcy, distress in the banking sector from banks' exposure to US utility and cable sectors, all caused Canadian corporate bond spreads, even the spreads of Canadian regulated utilities, to rise.

In March 2003, you can see a spike in the spread caused from a rating action by that major rating agency, even though most investors thought it was a false alarm.  This materially widened spreads for the better part of a year, even as the overall corporate bond market was in a recovery phase from the events of 2002.

Then of course in the right-hand side we see the obvious spike in spreads from the fall 2008 financial crisis.

The next arrow, in March 17th, 2009, this is the day the NEB released its TQM decision.  Many utility analysts and investors view this as a favourable precedent, likely to be followed by cost of capital reviews by other Canadian regulators.  Now, it's hard to discern what effect this event had on the Canadian bond market because it happened at the same time as the beginnings of a dramatic improvement in overall financial conditions globally.

However, I think that the TQM decision did help utility bonds to be the first sector in the Canadian corporate bond market to improve in a big way.

On June 18, 09, this coincided with the OEB announcing that there was not yet sufficient basis to immediately increase allowed ROEs.  I think this disappointed the bond market to some degree though at the same time, of course, this consultative process was initiated.

These have all been material events for utility bond spreads, and I think this illustrates why I'm concerned that this cost of capital discussion is quite material to the bond market.

So, to conclude, and sum up my presentation here, while rating agencies have made few explicit references to falling ROEs, their caution:  Credit ratios are weak for the ratings, has been abundant and frequent.  As a corporate bond analyst, I truly think that in the absence of some relief on the cost of capital, pressure on credit ratios coming at the same time as rising CAPEX requirements, and along with other complexities being introduced in the sector brings the risk of downgrades in the sector that is real.

Additionally, if downgrades do occur and if the rating agencies agree the sector is riskier, the cost of new debt financing could be materially higher than it's been for most of the past decade.

And this is all the more relevant to the Ontario sector given status of even the larger LDCs as relatively small issuers in the Canadian bond market.  For small issuers, successfully placing new bond issues can at times be tricky.

And according to accepted regulatory principles, higher cost of new financing for the utilities is borne by ratepayers.  So I think that the corollary effects of allowed ROEs and deemed equity capitalization levels on the utilities’ cost of debt are material to the companies and ratepayers and should be considered by the regulator and other stakeholders.

I understand that the OEB's focus in the consultation on the cost of capital is the application of the fair return standard as it applies to a utility’s equity investors.  That is as it should be.  The core of the investigation should be an evidence-based assessment of what level of ROE, along with deemed capitalization, allows the utility's owner to achieve a return commensurate with investments of similar risk in today's capital markets.  But the fair return standard also references the utility’s ability to maintain its financial integrity and enables the utility to attract capital at a reasonable cost on reasonable terms and conditions.  I view these aspects of the fair return standard as directly applicable to the utility's ongoing ability to raise funding in the bond market or other debt markets at optimal rates.

In hindsight, I think it's fair to say that in the middle part of this decade, utilities were able to take the Canadian public bond market for granted.  It certainly offered abundant, long-term financing at a favourable cost of borrowing.  However, Canadian corporate bond market conditions have changed.  Along with all investment markets globally, risk is being repriced at higher levels.

To sum up, I think these corollary debt financing factors, while not central to answering the fair return on equity question, should be borne in mind by all participants in the broad cost of capital discussion.

And before I pass on the microphone, I'd ask all participants to note this standard investment research disclaimer on my last slide.  And to the extent I can clarify my remarks and opinions, I'm happy to participate in the Q&A session following the last speaker.

MR. GARNER:  Thank you, Stephen.  Harold.
Presentation by Mr. Holloway:

MR. HOLLOWAY:  I can go through Stephen's disclaimer, if you want.  No.  I have my own, so...

Well, I guess as we're pulling up the presentation, I'll just get started by thanking you for asking me to participate in the cost of capital stakeholder conference today.  As everyone here today knows, Ontario's regulated utilities are expected to continue to require considerable infrastructure upgrades given the growth in installed generation capacity, the shift towards renewable energy and the need to upgrade aging transmission and distribution infrastructure.  The ability of Ontario's regulated utilities to raise capital will be critical to the development of Ontario's infrastructure.  The regulated returns must be sufficient to allow Ontario's regulated utilities to compete for capital.

The slides, once I pull them up, will provide a capital markets perspective for the OEB and others that are participating here today or on the webcast, to consider during your review and discussion of the policy regarding cost of capital.

Unlike my predecessors, I'm an investment banker and so we like to talk a little bit about everything.  So you'll see that I have three very short sections, one on the credit market which we haven't spoken about yet, one on the bond market, which I think we have had quite a bit of discussion already, and the third on the equity market that we've touched on but I think I can bring a bit of a different perspective.  Having the role of selling and marketing equity transactions, I might be able to bring a few different comments to the group today.

Well, actually my first slide is commentary anyway, so I'll just talk through it.

With regards to the -- starting with the Canadian credit market, and on slide 3, I've laid out on this slide what we've seen as recent trends, which is relevant; as you know, that's part of the cost of capital discussion that you will be having.

We definitely have seen fewer lenders participating in the credit market.  Foreign banks that were struggling with their balance sheet and having funding issues definitely withdrew from the market.  Credit spreads have widened meaningfully.  Both higher funding costs and lack of liquidity in the Canadian bank market has driven up significantly the pricing over the last four quarters.

However, all-in costs do remain low due to declining BA rates.  As I will show in a minute, deal volumes have decreased significantly and transactions have been on the shorter end, shorter maturities.  Most recently, many of the deals that are completed have tenures of three years or less.  And finally, investor demand for high leverage deals has increased significantly.  Transactions with higher leverage are tougher to finance and are having lower leverage in their capital structure.

With respect to the shrinking credit market, on this slide we've represented what we've seen over the last 18 months as the number of participants in this sector.  And as you can see, we've graphically depicted that it's declined significantly by almost 50 percent, due to lack of liquidity, capital constraints, and relatively value.  What I mean there is relative value with regards to there are some markets that have higher funding costs and therefore it's more lucrative for the foreign bank to lend in their own home markets, and of course with the capital constraints, it makes sense to pull that capital back  there to their home market.

Just on slide 5, what we've done is outlined -- this is a graph showing the average 90-day BA rate by quarter.  That's the sort of orangey bottom line.  And that's been compared to the average all-in coupon that a triple V credit is seeing in the market.  And as you can see, and as has been depicted by my colleagues previously, that spread has widened significantly over the last two years.  And when we're talking about BA rates that have dropped and the spreads have stayed and widened, you can see by Q2 '09, Q3 this year, we're seeing the spread between those two lines approaching 300 basis points, which is quite significant.

With regards to just the market activity and loans, after reaching a high in 2007, the number of loans in total dollars of these loans have decreased significantly.  The sharp reduction in loans can be attributed both to borrowers preserving in the money loan facilities, i.e., if it's a facility that's still in its -- it can have an extension, they take that extension if it doesn't result in an upward cost to the facility, because they don't want to reprice in these markets.

Also, what's affected this is the significant reduction in Canadian M&A activity.  While M&A activity has picked up a little bit in the last couple of weeks in the sense of size, most transactions this year have been quite small based on historical context.

Now, just moving on to the bond market, and, again, just starting off with the recent trends, as had been mentioned, the market tone has improved significantly.  All-in costs are currently attractive, as increases in the Government of Canada yields have been more than offset by declining credit spreads.

Investor demand in 2009 started primarily in the utility and infrastructure sector, and I'll show that in the next slide, but in recent months has expanded to a variety of industries across the credit spectrum, and have included several high yield deal deals which, interestingly enough, was discussed in an article in today's paper.

Public bond portfolios are also facing rebalancing, and I'm sure we'll have more discussion on how investors look at investing, so I won't dig into that particular point.  And then, just generally, covenants have become more strict.

As mentioned, the tighter leverage limits for lower-rated or weaker credits, and also the changing demand for change of control covenants, this is something that of course really hit its highlight point with the BCE situation a year or so ago, but had been on the radar screen for a number of years, of whether or not a change of control results in a repayment of outstanding debt.

And we've seen quite a few borrowers, particularly in the media, telecom and consumer products area, require that change of control covenant.

A bit of a busy slide, but at the top left is the monthly issuance year over year 2009 compared to 2008.  Maybe I'll just interpret it here.  It's tough for people to see.  But the left-hand generally taller columns are 2008, and the slightly smaller right-hand columns in each pair is the 2009.  And, generally speaking, you can see that total issuance has been down.

I think the aspect here that's of interest is we've tried to separate out total issuance in the bond market from those that have been done by utilities.  And the utility sector in 2009 has been issuing quite regularly, and we've put down on the bottom left some of those utility issuances, plus of their spreads at the time.  And anyone that's flipping through this later, once you've had an opportunity to look at it, you'll see that the spreads have indeed been coming in as mentioned by my colleagues.

And the last point I'll mention on this slide is that financials, which basically dominated 2008, as we all know, late in the year they were -- and early into this year, were reloading their balance sheet as various write-offs and various capital requirements were increasing.  They dominated the sector issuance, but this year they're down to around 50 percent, with utilities and infrastructure and the combination getting around 25, 26 percent.

So very strong market for this type of credit.

With regards to the interest rate environment, as we're all very aware, rates remain extremely low on a historical basis, but when investors begin to expect rising rates, we expect to see additional added issuance activity, obviously, people getting out in front of those increases.  And that's just normal in any cycle.

Our TD Economics, my colleagues, are forecasting Government of Canada yields to remain flat over the next year, but then beginning to increase as we get farther into 2010 and onward into 2011.

That's just to set up the discussion here on the next couple pages.

And as mentioned, aggressive short-term rate cuts but the Bank of Canada since the beginning of 2008 have resulted in a rapid steepening of the yield curve.  And on this particular chart, you can see the top line, which is the dark green line, is the Q1 2008 Government of Canada yield curve.  And as you can see, it's very flat over the maturity, over the long-term maturities.

With regards to the Q3 2009 curve, which is the bottom line, slightly lighter green, you can see how steep it is going up to the five-year maturity, and then takes another bit of ramp-up to ten.  And as a result of this steepening yield curve, most borrowers are issuing debt with the shorter-term maturities in the sort of 3, 5s and 7s, and 10s are always popular.

Moving on to 11, this chart on page 11 illustrates the credit spreads for an A and for BBB credits over the 10-year Government of Canadas.  The Government of Canadas is the sort of dotted line at the bottom, and the A credit is the next line up, the slight -- slightly green line.  And the top line is the BBB.

And as you can see, spreads for A and BBB credits, after moving sort of to historical lows in 2007, then peaked in 2008, the fall of 2008, when the world was coming to an end last year.  And as our markets have stabilized, you can see that the spreads have tightened in.

The last topic I'm going to touch on is the Canadian equity markets and recent trends.  Similar to the discussions in the other two markets, the credit and bond market, you know, there was strains on the equity capital markets.  There was de-leveraging throughout the system, and it created extreme volatility.  And this is an important part I'll come back to with regards to cost of capital.

There was significant outflows of equity, mutual funds, as they -- it was actually beneficial to sit on the sidelines in cash as opposed to watch your portfolio drop day after day, and there was rotation out of riskier stocks, or what people perceived to be riskier stocks, into the defensive, which are, you know, traditionally gold and utilities, as people again placed premiums on stable cash flows.  And of course dividend-paying companies, such as utilities, hit that definition on all fours.

But the strain result on the capital markets resulted in cost of equity rising dramatically, and we saw that by contracting trading multiples and increasing issuance discounts.  And I'll touch on that in a moment.

But since that point, sort of Q2 2009, as people are aware, the Toronto Stock Exchange has staged a significant rally.  People are more bullish.  Economic numbers seem to be turning the corner.  Volatilities have come in, but still are at historic highs or higher than historical trends.

We are seeing fund flows into equity markets, and they've been positive since May 2009, and defensive sectors, such as utilities, begin to underperform the market as the market rebounds and people cycle into other sectors.

However, there is still an exceptionally strong demand for dividend and interest-paying offerings, including preferred shares and convertible debentures.  And if there are people in the room here that follow that on a more daily basis and maybe get some Internet updates from their brokers, they are probably getting one of those or a number of those every single day, as the yield product is very strong.

But, generally speaking, valuations are still depressed based on our historical standards, and risk appetite across the board is generally lower, regardless of what we're talking about, whether we're talking credit and you're talking to credit managers at banks, whether you're talking to bond investors or whether you're talking to equity investors.

And there's still a fair bit of cash on the sidelines that people are hoping will come back in and help the market tone.

On 13, this is just to confirm some of the statements I just made on that previous page.  The top left box, you can see that issuance -- equity issuance in 2009 have already surpassed 2008 levels.  The dividend and income fund inflows have returned, and the outflows to growth and value funds, while not going positive, the outflows have slowed up.  And that's the top right box.

Financials still continue to be dominant, and the last point on this page is that bought deals are still the preferred method of companies to access the equity capital markets.

And the relevance to this is, starting on this page 14, is the volatility that we're experiencing.  And this shows the volatility of the S&P/TSX composite starting in January '07 to September 17th of this year.  And kind of looks like one of those heart pacemaker things that people get, but you can see that it went extreme around the fall of '08.

And, you know, to the points of cost of capital:  When corporates approach equity capital markets and were looking to do bought deals which, as I mentioned, is by far the more common methodology of raising equity capital for corporations, we take a look at what the discount should be, what we're buying it for beyond the commission we're making, but what the discount should be in order for us to be able to sell it onward to the institutions and retail investor.

So when we look at a graph like this, you can see why discounts expanded and have expanded from sort of the 1 to 3 percent level historically, to during that period in the fall of '08 and into '09, we were getting into the 6, 8, 10 percent level, and now we're back down to sort of 3 and 5 percent.

So, you know, that has a meaningful effect on any of the entities that we're talking about today in and the whole market in general.

And just to put this in -- give it, again, some context, this slide here, you have two sets of squares.  The red square is the weighted discount for each of the transactions, only being common equity offerings in that quarter, not including IPOs, and what the discount was.  And, well, you can see the boxes in each of those quarters are generally trending down, and that's what that red line is reflecting.

Now, taking a look at just utilities only, and utilities only we've defined as CU, Amera, Enbridge, Fortis and TransCanada.  We've done the same analysis but have put them on this chart in the blue boxes, which are slightly higher.  And you can see the same point, there's a general trend down, and what that means is discounts are higher which means the cost of borrowing is higher for those utilities.  You might ask:  Why are there not boxes in certain quarters?  That meant there were no deals by any of these companies during that quarter.  But as mentioned, you can see that, you know, generally speaking, discounts the last quarter were in the 8 percent range for the market, and around 5 percent, a little under 5 percent for utility offerings done.

Another aspect I want to raise on this chart are the sort of bigger columns.  And what that's reflecting is the forward PE trading multiples for those same utility companies I mentioned, and where they were trading.  And as some of my colleagues mentioned before me, you can see that back in Q1 of '07, those entities were trading at 18 times their forward PE, and are now down at -- or 18.6, and are now down at 14.6.

So they've contracted by four times, which is about 22 percent from Q1, which means that the cost of equity financing has risen significantly for those companies.

And then, as mentioned, later on the bought deal discount, and it's quite significant.

So, in summary, this last page I won't go through, it's just giving a few more facts as well as repeating some of the broad comments I made in each of these previous sections, and with that, will conclude, and as expected, be available for any questions after the session.

MR. GARNER:  Thank you.  Thank you, Harold.

Next we'll hear from Alexandra.
Presentation by Ms. Zvarich:

MS. ZVARICH:  Can people hear me at the back if I speak without that microphone?  Not really.  How about now?  Better, right?

So it's Alexandra Zvarich, director public fixed income with Sun Life Financial.  It's my pleasure to be here and address you with this presentation.  What I'd like to offer is a view of a bond utility investor and a bond investor in general.

The events of the past 15 months were truly unprecedented.  We've had extreme volatility, extremely low valuations in both equity and debt markets.  Lower equity valuations have made equity financings unattractive for most companies because they were expensive, and liquidity squeeze on high spread levels have made the cost of debt more expensive relative to the recent past.  Capital markets conditions have improved since then, as you've heard from my colleagues here.

It should also be noted that a period of several years preceding the credit crisis should not be considered normal market conditions.  Capital market was much more available and at much lower spreads.  It was not only much more available in general to companies across the credit spectrum but it was also more available to companies with higher leverage and low credit ratings.  What we ended up having was an era of leverage buyouts, supersized M&A deals, credit rating downgrades, sometimes by multiple notches, and of course of private equity involvement in too many companies.

Illustrated on this slide is historic spread for a corporate A credit with average term to maturity of about 8 years.  You've seen a similar or similarly looking slides before.  So the period since 2000 -- or between 2000 and 2002 we've seen some volatility but spreads have generally come down to a low level in 2005, 6, and 7.  What happened there was, spreads blew out in the latter half of 2008 and early part of 2009 to historically unprecedented levels but they've improved since then.

This slide illustrates historic yields for government securities.  You can see that since 2001, the trend has been down.  An historically low level occurred in the first half of 2009.  And the reason for that is not only the credit crisis but also the transfer of -- or the allocation of new dollars into very safe, very liquid investments, being government bonds.  So we've seen some historically low yield levels for government securities and the spread, the yields have recovered to more normalized levels since then.

Throughout all this time, a time of market turmoil and time of volatility, utilities or Canadian utilities in particular have maintained good market access in both 2008 and 2009.

Year-to-date in 2009, we've seen $3.2-billion of issuance, and remaining 2000 maturities are just over a-billion, which will bring total issuance expected for Canadian utilities to just about 4.5-billion for the whole year.

Looking forward, approximately $1.7-billion of utility issuance in each of 2010, 11, 12, 13, will be due to refinancings.  So about the same amount, constant amount, in each of these next one, two, three, four, I guess five years.  On top of that, with -- using 2010 as an example, we'll have new CAPEX financing that is expected to be about $2.3-billion, which is calculated by BMO capital markets, bringing total expected issuance for 2010 to about 4-billion, or slightly below the level expected for 2009.


Speaking of all-in funding costs, you can see that in the first row of this chart, in June 2007, the cost of 10-year utility yield at 5.3 percent, or the 10-year utility yield of 5.3 percent is not too dissimilar from 30 year yield for a utility at 5.6 percent.  So only 0.3 percent difference.

By June 2008, the cost of a debt for a ten-year utility has gone down.  Some of this was due, or a large part of this was due to lower government bond yields, while the 30-year cost of borrowing for a utility was virtually unchanged.

By fourth quarter of 2008, the differential was much wider than in the three to four months prior to that, with most of the change due to a doubling in corporate spread levels.  You can see that ten-year utility spreads have doubled from 120 basis points to 246, and 30-year utility spreads have also almost doubled from 158 to 305.

During 2009, the overall cost of new debt was -- has normalized, I should say, and more so in the second and third quarters of the year than in the first quarter of the year.

Although corporate issuers in general had to shorten the term of their borrowings, highly rated Canadian utilities - and by "highly rated", I mean A-rated Canadian utilities - were able to issue 30-year debt quite successfully.

Speaking of covenant packages, covenant packages are largely unchanged.  This is either due to the reputation of the utility in the market because previous trust indentures were used, or because there was some covenants in those old trust indentures already, but there generally was no change.

A discussion of utilities I guess in my opinion would not be complete if we didn't touch upon utilities in the US market.  And here we can use a rule of thumb:  By multiplying Canadian issues by a factor of 10, you get the US issuance.

As you can see from this chart, 2008 was a peak year for US utilities' issuance.  At $45-billion, issuance in 2008 was about $7-billion US higher than in 2007, and issuance for 2009 is expected to be about $40-billion.  And the reason for that is that a lot of the US utilities are looking at the risk levels of the market chose to pre-fund their maturities for 2009 and for 2010 in late 2008, having to, of course, do this pre-funding at a higher cost of capital.

And this is, I guess, somewhat different from what happened in the Canadian market.  In the Canadian market, there was not a lot of pre-funding in the utility space.

And by way of a perspective on US utilities, let me go through some of the major differences as bond investors see them between US utilities and Canadian utilities.

Few -- in our opinion, few US utilities are municipally or provincially owned, so a higher risk level there.  They have more diversified business profiles, and often times it's a plus.  Rate reviews are less frequent than in Canada.  New bond issues generally lack any kind of bond covenants unless the bond issues are done under historic trust indentures or older trust indentures, which often times is not the case.

And in terms of credit ratings, credit ratings are lower in the US market, and the spectrum of credit ratings is somewhere between an A credit rating and a BBB credit rating, but of course it's more -- just looking at the chart below, you can see that the average credit rating is a lot more skewed to the BBB credit rating.  This is versus an average A level or single A level credit rating for Canadian utilities.

Let me take a step back here and address a couple of items that are important for utility bond investors.  What I'd like to look at is -- offer you a couple of things, go over some of the things that bond investors look in utilities, some of the bond investor concerns, and, as well, some of the lessons we have learned from looking at utilities in other jurisdictions.

So, generally, bond investors are very well aware of the fact that utilities have highly levered balance sheets and that they have significant capital investment programs going forward.

However, we are also very cognizant of the fact that the utilities sector is one of the few sectors that has had either rating upgrades or positive outlook changes or outlook changes, and this would include an outlook change from stable to positive and from negative to stable, mostly from two major credit rating agencies in Canada.

Also, utilities is one of the few sectors that has been able to raise 30-year debt financing in Canadian capital markets.  And on top of that, utilities have generally been able to raise funds at a cheaper rate, at a lower rate, than issuers could do in many other sectors.

So, in our view, what would a significant -- what kind of things would a bond -- a utility bond investor would like to see for utilities that face significant capital investment programs and for utilities that have 30-year funding needs?

These are very simple things.  They are things like stable capital structures, stable regulation, ability to pass through costs, stable credit ratings, and of course adequate levels of ROE for these utilities to continue as viable enterprises.

And, of course, it shouldn't be lost on the audience here that utilities is a core, but of course not the only sector, where bond investors choose to allocate their investment monies into.  When bond investors make an investment, they think about such things as risk adjusted return; how does this investment fit from a sector point of view, a yield perspective; what is our weight in this sector; what can we earn in other sectors; and can we invest money in other currencies or in other jurisdictions?

Now a few points that worry bond investors when it comes to utilities investing.

Well, high leverage is definitely there high up on the list.  We love seeing bond covenants, but well formulated bond covenants.  A change of control covenant in company A, if formulated well, if defined well, would be of much more -- much greater advantage to a utility investor than in company B where it's simple and is not well defined.

We also like seeing as many financial covenants as we can get, also well defined, so we are looking for things such as maximum debt to capital with all debt being accounted for - this is typically bank debt - interest coverage tests, restrictions on distributions, interest rate step-ups as ratings go down, in particular.

We're also well aware of the fact that different ownership structures have different implications for companies in terms of dividend payments or total levels of indebtedness.  I guess depending on the ownership structure, a utility may choose to add more debt at the holding company level, and this is certainly something that would worry us.

M&A and leveraged buyouts are up there on the list, even though M&A and leveraged buyouts would probably not be doable in the current environment, but one cannot predict what will happen in ten years or five years.

And, finally, what we also worry about is, in our opinion, inadequate levels of compensation for taking on risk, meaning low ROE levels.  Why that matters is low ROEs will prevent companies from accessing capital markets or will make utilities' access to capital markets less than optimal, and also create incentive for utilities to engage in high risk/high return activities and may jeopardize their credit ratings.

So what have we learned from other markets?  What really helps us?  A couple of things here.  Having transparent, explainable and consistent decision-making with regular investor updates for debt and equity investors, depending on the market, would be a big, big bonus.

We also like seeing longer decision periods, not annual or once every two years.  We like decision periods that span three to five years.

We find that embedded cost of capital works, as well; performance-based regulation that moderates companies to outperform their targets and share their savings with consumers, while leaving some of the outperformance for themselves.

We are also of the opinion that regulators should require operating companies to maintain minimum credit ratings, and these would be in the low A to high BBB spectrum for operating companies.


As mentioned before, we like seeing all different kind of covenants, and even though covenants can be scarce in the US, other markets -- utilities operating in other markets still offer covenants.

And finally, this is a point for discussion in terms of risk-free rate.  As you know, there are many drivers for government bond yields, including capital and currency flows, inflation expectations, demographics, flight equality and liquidity.  And typically the closest proxy for a risk-free rate is a government bond rate or government bond yield.

But my question to this audience is:  How can government bond be viewed as a risk free investment if an active CDS or credit default swap exists for government paper?  If the investment is truly risk-free, how can somebody have a view or a desire to shed that risk that the fund or investor holds in government bond yields?  That's one point.

A second point on the same is that for periods of time, government bond yields can offer negative rate of return to investors.  Well, my question to this audience is:  How can a truly risk free investment can offer a negative risk on rate of return?

And last but not least, what we believe will help is recognizing that for periods of three to five years financial markets can act outside the realm of reasonable in perhaps establishing a minimum and a maximum bond yield levels that will prevent skewing the results of a formulaic approach.

Let's now turn to our outlook for the future and understanding of what's happening in the capital markets today from a very high level.

There is no doubt that we are in a pause bubble credit collapse environment, and many believe that the downturn has probably run its course but recovery will be slow to take place.  And the reason for that is actually several-fold.

Firstly, the Canadian economy is very closely intertied with the US economy, and the US consumer, and the Canadian consumer remain very weak and overlevered, and more so in the US.

But anyway, the two are related and the case in point is that we should consider economic factors that the US market offers for our review.

Secondly, in the opinions of many economists, the global economy is being held afloat by fiscal stimulus, and some calculate that all of the economic growth or GDP growth in 2009 is attributed to fiscal stimulus programs in various countries across the globe.

And also for 2010, the same group of economists says that close to 80 percent of economic growth in 2010 will come from fiscal stimulus.

Let's have a brief look at supply and supply expectations for both corporate and government issuance, and I'll break it into two parts:  One is refinancings and the other is brand new supply.

So the next couple of years, or in 2010 and 2011, will present a very robust picture for supply of corporate bonds and government bonds.  If you look at the upper chart, the light blue represents investment-grade issuance by Canadian issuers in the Canadian marketplace.

2010 will be a peak year.  And investment-grade issues by corporate issuers is expected to jump 75 percent.

Taking this analysis down to government debt refinancings, this is at the lower chart, I believe these are red bars that include -- yeah, the red bars in Canadian dollars, investment-grade government refinancing.

The peak will start -- the peak, I guess, period will start in 2010 and will continue up until 2015, and if we just look at 2010, the issuance level in 2010 is expected to grow by -- this is for refinancings only, is expected to grow by 160 percent over 2009.  So quite a lot of supply coming down our way.

But refinancings of existing debt maturities is only part of the supply story.  We also need to account for new financing needs by corporate and government issuers.  And just explaining the graph -- or the chart here, the lower two lines are for corporate issuance, and the blue one is gross corporate issuance, which is expected to be quite high in 2009, and I guess this only covers to 2010, but we've seen what was happening with our maturity refinancing expectations on the previous slide.  And the top two lines are for expected government issuance, and it's also at quite high levels.

I guess a part of the moral of the story here is that in deficit-prone years, total government issuance never goes down, it always goes up and exceeds debt retirements by a wide margin.

Many investors, given the supply, would seek to high-grade their investment portfolios and move their investment dollars towards higher-rated debt.

So where are we going?  Well, we've already talked about projections of high corporate and government supply over the coming years and there's only a couple more points to cover here.

Generally speaking, corporate spreads could widen over the near-term, however, popular belief in the market is that demand for income-type products, being bonds and dividend paying stocks, will keep the spreads in check.

The final two points on this slide are about credit conditions and default experiences.  There is no doubt that we'll be seeing improvements in global economy and local economy over the next little while, the question is only how sustainable it is.  But nonetheless, we expect to see more credit losses and bankruptcies, not necessarily from larger institutions but also going down to smaller companies.

The rate of deterioration in credit quality is slow right now, but the number can go up, meaning that corporate default rates can still be expected to be sustained at fairly high levels.

With this, let me conclude my presentation and I'll be happy to answer any questions.

MR. GARNER:  Thank you, Alexandra.  We're a little behind but what I'd like to do just before we wrap up the panel is just put back, at least in my mind, that was quite a lot for us to digest, but I'd just like to tell you a little bit what I heard, and Matthew, with the equity reversal of fortunes and the divergence between dividend yield and government bond yields.  And Stephen speaking to us about the repricing of risk and the links between bonds and ROE.  And of course Harold talking about the shrinking credit market and showing us the steepening yield curve and the volatility in the equity markets.

And finally, I thought, a nice wrap-up by Alexandra of a utility bond investor point of view.  And especially enlightening a jurisdictional review between the US and Canada in that matter, and the importance of covenants that are becoming very important in the bond world.

And I think that's a lot for us to go through.  And we're a little behind time.  But what I'd ask is two things.  One is that we thank our panel for this morning's presentations, and the second thing is would we take a ten-minute break, and keep to 10 minutes.

We do have coffee right outside the room.  If you're invested in Starbucks, the Indigo has a Starbucks.  If you're invested in Timothy’s, there's one on the bottom floor, but either way you're invested, we would like you to be back in 10 minutes.  We do have presentations outside the doors for everybody to take a look at.  And we've been left with some questions already from the panel that will maybe get us thinking when we get back.  So if I could ask everybody to be back by 11:20 by that clock.  Thank you.

--- Recess taken at 11:10 a.m.


--- On resuming at 11:26 a.m.

MR. GARNER:  Okay.  We're going to start, and I'm going to open it up to the floor to ask our panel any questions that they have.  And we'll just take it on from there.  Does anybody have any questions?  I think -- are there some mikes, Lisa, out there?

MS. BRICKENDEN:  You've got one, and the other is a roving mike.

MR. GARNER:  There is a mike out there some place.  Maybe we can go do a search for the microphone.  Does someone have a microphone out there?

MS. BRICKENDEN:  I'll just wander around the floor.

MR. GARNER:  Okay.  Well, why don't we start and assume right now that we can find one and we'll give you a microphone or this one, if we need to.

So can I look to the room?  Are there any questions people want to start...

Okay.  Karen.  Karen Taylor.
Q&A Session, Capital Markets Panel

MS. TAYLOR:  Karen Taylor, the OEB.  It was on.  I guess the question is for Harold.  When you're talking about the total issuance for 2009 versus 2008 year to date - and maybe Alexandra covered this but I wasn't sure - can you just talk about the total size of the market that you're seeing?  So is it that the utilities have a larger piece of a smaller pie, or is the pie a lot larger than what it was?

MR. HOLLOWAY:  Currently, the year-to-date numbers year over year, the pie is smaller, but the amount of utility offerings are larger.  So on a relative basis, you know, again, there's a great deal of interest in utilities and infrastructure.  We break it out, but some might group it together.


MS. TAYLOR:  Just a second question.  A lot of the equity issuance that we saw towards the latter part of 2008 and certainly into 2009, a big chunk of that was, I think, TransCanada; is that correct?

MR. HOLLOWAY:  That's correct.

MS. TAYLOR:  And were those equity issuances related to their utility operations or to their energy or pipeline investments out of the US?

MR. HOLLOWAY:  Both.  TransCanada has done $4-billion offerings.  And, for example, one was in essence to fund the Ravenswood acquisition, which is a power facility outside of New York City, quite a significant investment on their part.

More recently it is for their US pipeline business, so though not directly for purposes or -- you know, there's always a portion of the money that goes into general corporate purposes that could wind up in Canada, but not earmarked as the reason.  Those large equity raises were for non-regulated or businesses outside of Canada.

MS. TAYLOR:  If I could ask maybe a question for Stephen, basically, drawing on your experience with the Standard & Poor's, and now as an analyst yourself look at fixed income.  It is a consistent remark that rating agencies make about how Canadian utilities, in general, are at the lower end of the ratings from a coverage point of view.  They're usually at the lower end of an established range for rating.

Why do you think that they've been reluctant to move when we've seen that type of language for, I don't know, five years?

MR. DAFOE:  Well, they did move in the early part of this decade.  There was a number of downgrades, particularly by Standard & Poor's, of the Canadian utility space.  And in the past five years, as regulatory and business conditions appeared to stabilize, ratings have actually been in a bit of a recovery mode from that setback in the early part of this decade.

So even just last week, we saw Nova Scotia Power upgraded, or maybe two weeks ago.  Nova Scotia Power was upgraded, in part, because of their winning a fuel adjustment mechanism and full pass-through of actual costs, but, in my opinion, of not really the way S&P phrased it, but it was a bit of a recovery from ratings downgrades earlier in the decade.

So one of the points in my slides was that rating events, upgrades and downgrades, can sometimes lag the underlying events that lead to them.  And I would say that that's particularly true in upgrades.  A rating agency will see positive developments and is probably going to wait until they're sure and comfortable that those are well entrenched before they upgrade.

Conversely, if they see a negative development, then, being conservative, they're more likely to move a bit more quickly.

MR. GARNER:  Ian Mondrow.

MR. MONDROW:  Thanks, Mark.  Ian Mondrow here as counsel for IGUA, and Murray Newton, IGUA's president, is here with me as well.

And Stephen, I wanted to ask you a question on your "What Has Changed?" slide.  You talk about some of the factors on that -- sorry, there's no number on the slides that I have, but it's titled "What has Changed?"  And you talk on that slide about some of the factors that, I guess, in your estimation make, even for a bond investor, the utility sector more complex and uncertain, and therefore increase the risk and presumably the required return.

And you have a list of those, and it seems to me with one exception, which is natural gas costs, you're referring primarily to the electric utility sector.  Is that a fair assumption on my part?

MR. DAFOE:  That's true.  Having said that, even natural gas costs can affect the cost of the electricity commodity, which is reflected in electricity prices.  So it's relevant in that sense.  But, yes, you also have natural gas distributors in Ontario, and that is very relevant to them.

MR. MONDROW:  In Ontario we have natural gas costs pass-through, and I thought you just mentioned an upgrade that occurred when a utility out east, if I heard you correctly, realized it.

MR. DAFOE:  Yes.

MR. MONDROW:  So are you aware that we have that regime in Ontario?

MR. DAFOE:  Oh, yes.  But industrial users can and do react to natural gas price increases, if they're able to switch fuels, and can affect consumption and revenue for the electricity distributor.

MR. MONDROW:  I see.  And just to finish on the point, you also talk on that slide about generational cycle of capital spending.  Did you have a particular sector in mind with that, or does that cut across the utility sector?

MR. DAFOE:  Well, I would say that's primarily for the electric sector, but that can include the natural gas sector as well.

MR. MONDROW:  Does it include the natural gas sector in Ontario or Canada?

MR. DAFOE:  I guess I wouldn't call it generational, in that it's not so much related to aging assets, although there is an aspect of that.  I think primarily in the past few years the capital investment in Ontario gas distribution has been for new infrastructure to -- primarily to connect new electricity generation plants.

MR. MONDROW:  Thank you.

MR. GARNER:  I have Fred, and then Michael.  Fred.

MR. CASS:  Thanks, Mark.  I have a question for Stephen, but first I wonder if I could just come quickly back to the questions that Harold just answered.

Harold, you talked about TransCanada's equity issuance, and you talked about TransCanada being involved in projects, for example, in the United States.  What do you see to be the major selling factors in TransCanada's equity issuance as between, say, Canadian-regulated operations and other activities?

MR. HOLLOWAY:  Well -- and, again, if there's representatives of TransCanada here, I don't propose to represent them in how they might portray it, but I'll give you the market's perspective.  You know, first and foremost, TransCanada is a large liquid Canadian entity that's well known.  So the starting point is it's got a market cap that, you know, institutions can hold significant, meaningful positions in, in the sense of dollar amounts, without going over ownership percentage thresholds that they don't want to trip.

Because of the size, institutions can get in and out of that name more quickly because of the volumes that are traded.  When you look at sort of some of the other fundamental aspects, the dividend is attractive.  It has been growing and it gives the right signals both to institutions that are holding that particular name, depending on their bent -- they might look at it as a nice, steady equity dividend fund.  They might see it as a steady and growing dividend, where others see it as a growth story.

And I think the growth story is what we've seen over the last number of years, both greenfield in the sense that they have some very significant projects that they're bringing forward and they're on both sides of the border, as well as these acquisitions and other opportunities.

So, you know, I guess my bent on it is that it's a well-known name providing a decent dividend, but the growth is outside of, you know, the traditional regulated-type businesses.  I mean, they state a position about growing into power.  Well, the power is generally unregulated business.

Now, they managed that risk on a portfolio basis, and they have other mechanisms to manage it, and they've done a good job.  But it's not a traditional regulated business.

MR. CASS:  Thank you.  And then back to Stephen, if I may.

Stephen, in your presentation, you spoke about the bond market's reaction to the NEB's decision in the TQM case.  I wonder -- I'll ask a two-part question to allow you to elaborate.  I wonder if you could speak about the market's expectations around where other regulators might be going and potential market reaction to say a status quo decision from an Ontario regulator.

MR. GARNER:  Stephen, just before you answer, while you think of an answer, can I ask everybody to speak very strongly into the mike, and very clearly.  The back of the room is having a little trouble hearing us.

Sorry, Steve.

MR. DAFOE:  Sure.  I think the TQM decision by the NEB was viewed by a bond market as a very constructive precedent, and I think that there was some expectation that provincial regulators would probably follow suit and offer some relief on ROEs or capital structure or both.

Now, as I pointed out when I was discussing how spreads were improving during that phase, you can't really disaggregate how much spreads improved because TQM and how much they would have improved anyway, but I would say, in my opinion, that the TQM decision was perceived as constructive, and it did help the utility bond sector to improve for the spreads to narrow more quickly than other sectors.  It was one of the first sectors to really begin to improve.

So having said that, I think that there is an expectation by the bond market that ROEs are probably due for some sort of re-evaluation that would lead to some relief, some increase will the ROEs, but I can't quantify that.  That's really, I would have to say, probably a rather fuzzy expectation in the minds of each investor and to aggregate that and measure it just can't be done.

But I think that it is fair to say that no change -- you know, just maintaining the status quo, would likely be viewed adversely by the bond market and that I would expect spreads to widen as a result of that.  And again, when we cross that bridge, if you can sort of disaggregate it from everything else that's happening in the markets becomes difficult, but right now I would expect it to be visible.

MR. GARNER:  Before I turn it over to Michael, just for our audience who may be listening in, you can send in a question by sending it to edr@oeb.gov.on.ca, and we will be able to pick it up here and read it to the audience.

So with that, Michael, did you have a question?
Michael Janigan.

MR. JANIGAN:  Okay.  It's on now.  I have some general questions, and I'm trying to think of the right panelist to address them to but I'll try Steve --

MR. GARNER:  Michael, can you use your mike a little bit closer?

MR. JANIGAN:  Sure.  I'll probably best address them to Stephen, I guess, to begin with, and if the other panelists have some thoughts on this, certainly jump in.

But Stephen, as you understand the Ontario Energy Board has obligations, obviously, to make sure that -- to investors.  But it also has obligations to the consumers for whom it sets rates.  How did you think that they should discharge that obligation with respect to the setting of rates or the consumers of the rates of the OEB, in relation to setting of cost of capital?

MR. DAFOE:  I think I just have to say, I'm reluctant to advise the OEB on how it discharges its obligations.  I think the enabling legislation for the OEB, the Electricity Act and other legislation, certainly gives the legislature’s advice to the OEB on how they should do that.

I guess very broadly speaking, I think that they do have to strike a balance between ratepayers and the companies.  Their obligation to the companies is to set a fair return.  And I think that in doing that, they have to exercise judgment, and they have to exercise their judgment in a manner that's informed by the facts.  And I don't think I have anything more to add to that.

MR. JANIGAN:  Okay.  And in that balance, presumably, the obligation to ratepayers is discharged when the investors get a reasonable rate of return but no more?

MR. DAFOE:  Sure.

MR. JANIGAN:  And in order to be reasonable effectively, they have to be able to access capital on reasonable terms?

MR. DAFOE:  Yes.

MR. JANIGAN:  Okay.  And as I understand it from your discussion this morning, that up until 2008, you thought the formula worked well?

MR. DAFOE:  I would say prior to 2008 I was having difficulty with the formula.  What I tried to say was that in the middle part of the decade, the evidence was utilities were able to access the bond market on favourable terms, and so my view was, it wasn't necessary at that time to adjust the formula to access the bond market.

MR. JANIGAN:  Now, up until, let's say -- is there a period of time you think that the formula worked?  Was it working from 1997 up to a particular point in time?  Or did never work?

MR. DAFOE:  Well, no, I think in the -- I'd reference the NEB's RH2-94 decision as really setting the genesis of this formula-derived returns and I think at that time the formula was probably working fairly well because it had been recently revisited and reset and was in part reflecting market conditions not just for Canada bonds but for corporate bonds and for corporate equity.  Gradually, over a period of years, as Canada bonds, bond yields declined, the formula was working less well but, as I said, still allowed bond financing on reasonable terms up to  fairly recently.  But I think that has begun to change, certainly, in 2007.  And at the end of 2007, and well into 2008, it began to change in fairly dramatic fashion.


MR. JANIGAN:  So it would be your opinion, then, that because of access to the bond markets being more restricted now or more costly to the companies, that a change in the ROE is required?  Examination of the ROE in an upward direction is required?


MR. DAFOE:  Yes, either ROE or deemed capital or some combination of the two, I think that would be appropriate to enable continued access in size, in term, at a reasonable cost of borrowing, yes.

MR. JANIGAN:  And now, I understand from some witnesses that the period between 2004 and 2007 is viewed by some as a very extraordinary or special period.  Would you agree with that?

MR. DAFOE:  Absolutely.

MR. JANIGAN:  And access to capital was at much more liberal terms and in fact, it was available at a premium or was -- companies could get a premium for their issuance.

MR. DAFOE:  Capital was cheap.  I think that, and I think most people on the panel here, and really, looking at the evidence of the cost of debt and equity capital in global markets, that was very widely held in that period, yes.


MR. JANIGAN:  Okay.  So following up on the principle that we increase ROEs or increase capitalization when capital is hard to come by, should we have decreased the formula or decreased the capitalization during that period when capital was easy to come by?

MR. DAFOE:  Well, the formula was being decreased, because the basis for the formula, the long Canada bond yields was also decreasing.  That was what had happened in that period.

MR. JANIGAN:  But the formula's obviously working up to this point in time.  Would there be, should there be a need for further kinds of decreases to equity or decreases in capitalization because this is an extraordinary period, the formula is meant to cover perhaps normal times?  You indicated this was an extraordinary period where companies could access capital on virtually any terms.  Why wouldn't the Board in that circumstance, if we were using an access to capital test or looking at conditions in the market, as it were, why wouldn't we want to decrease equity in order to capture fairness, fairness to ratepayers?

MR. DAFOE:  I think that the formula should move up and down as the real-world cost of these things moves up and down.  And so the formula should be responsive to real-world conditions.

MR. JANIGAN:  Okay.

MR. DAFOE:  The formula happened to work well from 1995 in the NEB's case; in 1997, in Ontario's case, for a long while, certainly for the bond market it did up until about 2006.  But conditions change, and I think we've seen in the past couple of years that the formula is not responding to current conditions in the way that it probably should.

MR. JANIGAN:  This may be a question for more than you, Stephen.  I'm at a loss sort of to understand what we are to make of the events of 2008 up until, perhaps, the initial recovery.  On the one hand we hear it's, you know, it's a cataclysmic event of the last -- hasn't occurred in the last 80 years.  On the other hand, this is something, you know, that is illustrative of some problem in planning in a normal cycle.

What do we make of this in terms of setting the cost of capital?  Is it the position of anyone here that the formula has to capture or has to be able to adequately express values in an abnormal event?

MR. HOLLOWAY:  Well, I think -- and I don't have all the numbers down as succinctly as I'm sure people around the table here do, but if you're talking 39 basis points above, you know, some sort of debt instrument as your ROE, it's pretty fair to say that that's an unusually low premium to pay your equity holders for taking risks for an A credit or BBB or whatever credit you want to say.

And I think if you look historically, and I'm sure we can all use data that people have provided around the table, I wouldn't be surprised to see that more in the 200, 250, 300 range, depending on if it's A, BBB, and other aspects.

So it's fair to say that's light.  Now, the question that you're asking is, you know, is this -- and this is what we're all asking, not just in the sense of this hearing, but on a broader basis:  Is this a new regime?  Have the markets turned into something different?

And the one thing I think most people have come to the conclusion is credit isn't going to be as easy, it isn't going to be as cheap, and that has a whole lot of factors for that statement, one being banks at the very heart of it have to keep higher various ratios.  So they have a lot more, quote, dead capital, in my opinion.

Secondly, you know, all of the various governments and their bodies looking at changing rules and regulations on what banks can do and how they can do it and other non-financial institutions.  So there's a pretty big change going on.

And, as a result, the question is:  what you've just seen, is it a blip or is it permanent?  I can't tell you, but I can tell you that if it continues at something that low of nature, at 39 basis points or something of that magnitude as what an equity investor is getting paid above debt, you're not going to take that risk.  It's just not worth it.

So that eventually will reflect in access to capital.

And the one thing I always wonder, and again people around this table that represent various corporate entities, the question is:  What capital is not being spent?  I can't tell you that.  What projects did people not proceed on because of -- they said the returns in another jurisdiction or for another opportunity were higher?  Then we may be missing -- we don't even know what we're missing.


And I can give you the context of there when I put my M&A advisory hat on and we show people opportunities in Canada, and they say:  Harold, looks good.  Doesn't give me enough return.  I have a limited amount of capital in this environment.  I'm going invest it somewhere else.

So did that hurt our market?  Don't know.  Hurt my business, but that's not the end of the day.  We'll continue on.

But, you know, those are just some random thoughts.

MR. JANIGAN:  Presumably that's not the test, though, that all investors will be interested in utility -- invested in utility equity.  It's more whether or not there is reasonable access to the markets by the utility.  Would you not agree?

Am I still too far away from the microphone?  Oh, okay.  I'm sorry.

MR. AKMAN:  One of the questions I think Michael asked was -- I think really goes to the heart of -- it's on people's minds, whether there should be fluctuations or flexibility in the allowed return methodology to accommodate unusual periods of time such as that we saw last year.

And I may be inclined to actually not make those adjustments, because things happen so quickly in the marketplace.  By the time you've made that adjustment and it's gone through rates, the period is over and it's changed again, as we've seen now.

And this is a long-cycle business, no matter which way you slice it.  It takes a long time for the companies to make decisions about capital investments, to make those investments, and to have them pay returns.

And so I think probably what's required in the marketplace and my feel, in talking with institutional equity investors every day, is what they're looking for is some stability.  We don't want to change things just because the market environment has changed suddenly and it could lurch the other way, rapidly, tomorrow.  In fact, we actually encourage investors, often, to do the opposite of what the market is doing, not to follow that trend intentionally, and exacerbate that trend.

And so that I think it's probably best to have a more stable framework in place that can last long term, that can give investors, the ones I speak to on the equity side, the assurance that over a long term, or at least over a five-year cycle, you have some visibility to those returns.

And that's why -- or that's one of the reasons why I think having some kind of minimum or expected level, if not range, would be beneficial to the industry as a whole and to the customers that the industry serves.

MR. JANIGAN:  Just, finally, without breaching confidentiality, are you aware of any utility that has had difficulty in raising capital over the last year?

MR. DAFOE:  The Canadian corporate bond market was close to shut between the fall of Lehman, and as things got worse after the fall of Lehman into, I think, March of this year when the first utility to tap the bond market was one that is widely viewed by the bond market is one being semi-supported by a provincial government.

So, yes, absolutely there have been issues in the past 12 months that have been difficult to execute, where pricing disappointed the market and where the price of a new issue - and this has happened often - widened spreads in the secondary market and caused a decrease in the value of existing bond portfolios.  So, yes, absolutely that's happened in the last year.

MR. HOLLOWAY:  And I can repeat and reiterate that I do know of some bond offerings that did not proceed in the first quarter of 2009 based on no interest and/or pricing.

MR. JANIGAN:  What can we learn from the experience in the eighties when the -- actually, the cost of equity was below the cost of debt for some of the regulated utilities in Ontario?

MR. DAFOE:  I'll have to admit that I'm not as familiar with that data as I am from the 1990s.  All I could say was inflation was very unusually high in the 1980s.  The Bank of Canada rates were very high, pushing Canada yields and short-term borrowing costs high.  But I think that there was probably an expectation on the part of investors that that would not persist forever, and equity values are based more on long-term expectations than on the short-term reaction of borrowing rates to the official administered rate.

MR. JANIGAN:  So when we look at a 39 point spread at any point in time last year, that doesn't mean the sky is falling?

MR. DAFOE:  I don't know if I'd make that inference, actually.  We're talking about very different periods in time.  And I think in the context of the 39 basis point difference we're talking about, where the cost of -- or the price of equity was barely higher than -- or the allowed return on equity was barely higher than the actual market price of bonds.

But, yes, that was a concern both for bond holders and for equity investors.

MR. JANIGAN:  But if we go back in the 1980s, it was actually below the cost of debt.

MR. DAFOE:  Again, I would say that there was expectations that that would not persist.

MR. GARNER:  I'd like to, Michael, Julie --

MR. JANIGAN:  Sorry, I'm monopolizing.

MR. GARNER:  I think, Julie, did you have a question?  Oh, okay.  Jay.  Yeah, I have a hand mike here.  Can you hear that?  
Can you hear this?  You can hear me, though?  So that's the idea.  We can use this one.  That one will go back.

MR. SHEPHERD:  We'll do questions karaoke style.  Yeah, and I need the words on the screen.

Okay.  So I have quite a number of questions, but I'll ask a bunch, and then if somebody else needs a turn, I'll back off.

And let me start with -- and this may be a question for you, Matthew, but I think it's a question for everybody.  You've said that the current ROE is too low, and so let me try to see if I can break that down a bit.

Do you agree that the equity risk premium approach is the right approach to use to get the correct risk adjusted rate of return?

MR. DAFOE:  Well, I think an equity risk premium method is certainly a valid way of calculating it.  And you know, from finance theory there's no question that it's theoretically correct.  I think that one of the things that you learn after many years practicing in capital markets is that theory and kind of practice can diverge, especially for short periods and short periods might mean, you know, several years sometimes.

But, you know, generally speaking, yes.  I think that the kind of capital asset pricing type model is going to give you a theoretically correct and, in practice, long-term correct result.

MR. SHEPHERD:  So does everybody else agree that that's correct?  Does anybody disagree with that?

MR. HOLLOWAY:  I actually don't have an opinion on it.  I mean, I'm more interested in the result and I'm sure this panel have their own conclusions, but I wouldn't chalk me down as that's the absolute correct method.  There's a variety of methodologies.

MR. DAFOE:  I think I'd say that I don't know of any investors that use simple formulas like CAPM in making individual investment decisions when it comes time for a new issue of a bond or even equities for that matter.  Very often these formulaic models, which are sort of a theoretical distillation of what happens in the real world, as Matthew said, don't always agree with the real world.

MR. SHEPHERD:  Okay, so that's an interesting point and let me just follow up on that.  When an individual investor like an institutional investor, for example, a pension fund, makes a decision about an equity issue, they're not actually concerned about underlying formulae, financial theory.  They're concerned about what their choices are between other investments; right?

MR. DAFOE:  Well, I would say that financial theory sort of informs portfolio framework and long-term views but that in the real world, in the immediate term when you're making an investment decision about a new issue, it often plays a minor role.

MR. SHEPHERD:  Okay.  So then the next step on CAPM is to get a risk-free rate.  Do you all agree that government bonds are the best risk-free rate to use?  Generally speaking.  I understand there's problems but...

MS. ZVARICH:  Let me address this one since this was part of my presentation.

It's probably the best proxy out there, but as I stated in my presentation, if you use a benchmark for setting up your risk-free rate that varies from being minus 1 in periods of deflation to being plus 12 in periods of extreme inflation, then that means that your risk benchmark creates extreme volatility for the utility or for the group of utilities that are using the risk-free rate in part of setting of the formula, and as an investor in bonds, you don't like seeing that volatility.

MR. SHEPHERD:  So does that mean that -- if government bonds are the best proxy and they don't work very well, does that mean that you can't really use CAPM because you can't get a proper risk-free rate?

MS. ZVARICH:  At this point, I'd probably abstain from any comments on CAPM but what I would say is that the formula needs to be adjusted, reworked, rearranged, whatever word you want to choose so that it works in periods of deflation and it works in period of inflation.

Because if you're in a period of extreme inflation, it will have all these utilities facing much higher costs.  And if -- I guess if inflation persists only for a short period of time and then your cost of capital is adjusted for a short period of time, with a lag, then I wouldn't say that it's the best approach.

As I was suggesting in the presentation, having a band, having a minimum and a maximum rate would help.  And we all know that things only abstain from the norm for a relatively short period of time, being three to five years, so if there were room in the formula for that kind of adjustment, that would help.

MR. SHEPHERD:  So if you were doing that, if you were having a band, you would have to apply that to all the components of capital; right?  Because the various components of capital all move to various market factors.

MS. ZVARICH:  Probably more so on the risk-free side.  The general notion is that - and it's a very simple rule - is that equity investors require more return on their investment than debt investors, and in terms of adjusting all components, I'm not sure that all have to be adjusted, I'll leave that decision to the Board, but definitely on the risk-free side, there is some work to be done there.

MR. SHEPHERD:  And so what you're suggesting is that the way you fix the problems with other things affecting bond rates, other than the underlying conceptual risk-free rate, is to create a band out of which it can't move regardless of whether the market makes it move; you would say it stays within that band regardless?

MS. ZVARICH:  Well, I would -- that's only a suggestion.  Whether that works for periods of 20 or 50 or 100 years, that's a test that's -- that's something that's to be tested in the market.  But that's certainly something that will give more stability and less volatility to equity returns.

MR. AKMAN:  I think an important point too is that when you're mechanically applying a formula like the CAPM model, we have to acknowledge that it's based on history.  The stats that we use in applying that are based on history.  And we are in a very fast-changing global financial market right now, as evidenced by the speed with which things came unravelled last year and have bounced back so quickly this year.  And so part of what I'm suggesting is, let's look at some of the indicators in the marketplace today and let's not just be looking in the rear-view mirror at statistics that may drive a certain formula return.  So yes, it is valid but let's not close our minds to evidence today that's clearly pointing to, in my opinion, that the cost of capital is rising in a very practical measure, which is, you know, dividend yield relative to certain bond yield metrics or PE multiples or EBITDA multiples, however you would want to slice them, discounts equity issuance.  There's a lot of arrows pointing to that conclusion, and I wouldn't want anyone to lose that in the context of getting mired in history.

MR. SHEPHERD:  Okay, so you raise a good point, and I was going to talk about it later but I'll ask you now.  All of the four of you have talked about the importance, particularly in this category of investments, utilities, of stability; right?

And yet you seem to be suggesting that the Board should be looking at short-term impacts, which seems to me to mean that you're going to have more volatility; isn't that right?

MR. AKMAN:  I'm certainly not suggesting that.  I was suggesting the opposite in my response to Michael's question which is that I think we need stability.  I don’t think we should be lurching back and forth on the methodology based on current capital market conditions as they occur short-term, because short-term phenomena tend to come and go quite quickly.

So, no, I'm not suggesting that the ROE or returns on -- allowed returns on capital generally have large moves over short periods of time.

MR. SHEPHERD:  So isn't that what the -- using a long historical -- empirical series with a long historical period, isn't that what it's supposed to do, is to capture the long-term trend and the long-term numbers rather than short-term impacts?

MR. AKMAN:  Yes.  And I think it is very relevant to use, but, again, we have to acknowledge that in capital markets, the economy globally has changed quite a lot in the last several years, through globalization.  There's a lot of global -- I think probably disconnects between historical data between what we're seeing going forward and what we are seeing, and that can’t be ignored is all I’m saying and I think it has to be a serious consideration in how we're setting returns going forward.

MR. SHEPHERD:  So now I what you understand you're saying.  I didn't before.  So do I understand that you're saying that over the last two or three years or whatever short period of time, there's been a fundamental change in the capital markets?

MR. AKMAN:  I think it's been happening over a longer period than that.  I'm sure some of my colleagues could speak as well or better to that because I focus on equity markets only, but I think, you know, in the last certainly 10 or 12 years it's changed a lot.  But you know, some of the challenges or risk premiums that are in there were masked, I think, for some period of time by what now is -- was apparently a credit bubble.  So, you know, 20 times utility multiples seemed to be okay because the formula was going down and so everything seemed to be working.

But obviously now in retrospect we realize that things were changing very fast and maybe we're into a new, as Harold suggested, reality for maybe a multiple year period that is much more challenging with the focus much more on risk than we had during that period.

But I think that the changing times have been occurring for probably, you know, more than a decade.

MR. GARNER:  Thank you.  I'm conscious of the time, and, Jay, there is a question behind you.  Do you mind if we take that one, please?

DR. SCHWARTZ:  My name is Larry Schwartz.  I didn't hear and, as I check your hard copies, see charts relating that compared Canadian interest rates, including bond yields, to those in the States.  And I haven't checked, frankly, in quite a long time, but it was my impression that Canadian rates in general were lower.  Is that still the case?

MS. ZVARICH:  That probably is generally the case for the whole Canadian market, and that's because -- I guess part of it is the adjustment for currency conversion, but, generally speaking, if the same -- for whatever reason, if the same company -- or has been evidenced by a number of cases in the past, the same issuer issuing debt in the US market could be issuing it at a -- I'll just refer to spreads here, because yields can differ -- generally be expected to issue at a higher spread than in the Canadian market.

And that's probably a function of demand dynamics, as well.  Canadian market is smaller and it has stronger demand for highly-rated entities.

MR. DAFOE:  Maybe I could just add a bit to that.  In much of the recent past, inflation has been lower in Canada than in the US, and that drives nominal bond yields.  As well, in the last 12 months, certainly, there's been a huge supply-demand effect in the US market, because the US deficit is much larger than the Canadian deficit.  So that has tended to keep US yields higher than Canadian yields.

Of course, Alexandra mentions exchange effects.  I think there is a higher expectation in global markets that the US dollar is declining, and that also tends to push US yields higher than Canadian yields.

DR. SCHWARTZ:  Maybe just to follow up on that, would you say - and if my memory is correct, this situation has persisted for a number of years - that the differential now has something to do with the change in view, in policy, by the Bank of Canada that it would -- at some point, a number of years ago, perhaps it took the position that it could now allow Canadian interest rates to below those in the United States without dramatic consequences for the dollar?

MR. DAFOE:  I don't know if I would characterize that as the logic behind the Bank of Canada's actions.  I think they're simply largely responsive to inflation trends in this country, and that's their mandate.

DR. SCHWARTZ:  Thank you.

MS. ZVARICH:  The other thing to keep in mind, and this is more in reference to the future, is that supply dynamics in the two markets will affect the levels of corporate spreads going forward.

Canadian markets are expected to have record - and by "record", I'm looking at a period of last ten years - levels of issuance in 2010 and 2011.  If you look at the US investment-grade corporate markets, the highest levels of issuance -- and this is again looking at the past sort of ten years.  The highest levels of issuance are expected to start a little later, but only a year later.

In 2012, '13, and '14 is, elevated US issuance and highest credit spreads levels, as a result -- relatively speaking, is it going to affect the Canadian market?  I think there will be some relationship there.

MR. GARNER:  Thank you.  Are there follow-up questions?  Michael, you haven't spoken yet.  You may have...

MR. PENNY:  It's Michael Penny.  I'm counsel for Union Gas.  I think this arises out of some prior questions and it touches on the relationship of fiscal policy to the long Canada bonds, but I wonder if you could just comment on that.

Is there a relationship, isn't there, and what is that?  If there is a relationship, what is it?

MR. DAFOE:  It absolutely does.  And maybe to illustrate that, I could look back to the early 1990s and mid-1990s.  Fiscal policy in Canada was one of large deficits.  This created a flood of supply of Canada bonds in the market, and that tended to push yields higher.  At the same time, the provincial governments were all facing deficits, and that not only increased supply, but it caused ratings downgrades of the provincial governments, and that led to sort of a double whammy in provincial bond yields.

They were going up because of supply.  They were going up also because the risk attached to provincial bonds was going down.

And bear in mind again that this is when RH-2-94 was issued by the NEB.  At that time, the long Canada bond yield was north of 9 percent.  And, in my opinion, this didn't simply reflect a risk-free rate plus inflation expectations.  This reflected a view by Canadian and international investors that Canada was no longer risk free.  And so there was a risk component built into the long Canada bond yield at that time.

And I think that comes back to the appropriateness of RH-2-94 today, unchanged.  It simply was too much to expect that setting that formula at a point in time would be good forever.

Market conditions change and various factors can affect bond yields, including inflation expectations, fiscal policy, supply, any number of other things, foreign exchange expectations.  And so, again, I think it's too much to expect a formula to be good for all time.  There should be some flexibility or periodic resets to it, off ramps, other reference points to sort of reassess the appropriateness of the formula, and that that will allow the formula to be appropriate for longer periods of time with adjustments.

MR. PENNY:  If I could just follow up with one question on that, then?  Maybe this is to state the obvious, but how to do you compare that situation in 1994 and the state of government finance and fiscal policy with the situation, I don't know, today, or sort of -- not specifically today, perhaps, but currently?

MR. DAFOE:  There's a big difference.  Yes, there is increased supply today because of government deficits, but today is characterized by a flight to quality in all financial markets, particularly in the bond market, where the investor appetite and demand for sovereign debt and other high-credit government debt is higher, and the demand for riskier investments, including utility bonds, is lower.  And that increases the gap between the government bond yields and corporate bond yields.

MR. GARNER:  I'm conscious of the time, but if there's a wrap-up question, just somebody -- sort of question, Ian, did you have a final question?

MR. MONDROW:  I do have questions, but I can't promise if it's a wrap-up.

MR. SHEPHERD:  I wonder, Mark, if it would be appropriate to continue this after lunch, because I still have lots more questions, too.

MR. GARNER:  I'm afraid our guests, however, don't have that time.  They've committed themselves until noon, actually, today, so we're already indulging on their time.

MR. MONDROW:  How about if I offer a comment which doesn't beg a response, and then you can wrap up after that?

MR. GARNER:  What I'm going to suggest is this, that we take 15 minutes, we stop at 12:30, and then we have the hour lunch to 1:30, if our guests can stay until 12:30.  Thank you very much.

So with that, Ian, I'll go to you, and then we'll see what we can do.

MR. MONDROW:  I won't use all the time if someone else needs to ask some questions.  Obviously we're going to have to leave a lot of questions unasked.

The observation I wanted to make is that there's been discussions - I think Stephen, in particular - about the TQ&M decision, and I just wanted to make a comment.

I'm no expert on the decision, but it's my understanding that the decision was for 2007 and 2008 only, and, in fact, there's a 2009 application before the board, and the cost of capital issues are in fact to be hotly contested.

So I'm a bit -- I guess it's a comment, but I'm a bit puzzled that you would show a graph with a precipitous drop and attribute that -- although you fairly caveated your comment, but you nonetheless made it a couple of times that that's when the TQ&M decision was.

And the implication of that comment presumably is you believe that had an effect on the market, and yet it's a decision of relatively limited scope so far.  So I'm a bit puzzled about that, and I just wanted to throw out that caution.

MR. DAFOE:  In and of itself, it's of very limited scope, you're right.  It pertains to '07 and '08.

Having said that, the evidence introduced that led to that decision was, effectively, if you were to extrapolate that evidence to 2008 and 2009, it would be even more apparent that an increase in the ROE was appropriate.

And so it created an expectation that the new precedent of what was appropriate for '07 and '08 would in fact have a great deal of influence in what was going to be agreed to in 2009, whether that was agreed to in a negotiated settlement or whether it would be another rate case where new evidence would be filed that would, in my opinion, be even more compelling.

MR. MONDROW:  I guess we're going to see another contested case, so we'll see what the board says, which is perhaps more important --

MR. DAFOE:  If you say so.

MR. MONDROW:  -- with respect.  But if I can ask a question, Mark, and then if someone else has -- I'll certainly give up the mike.

But I just wanted to ask Matthew about a slide.  I want to make sure I understand it, Matthew, and it's your slide 8.  It's the losers become winners and vice versa slide, which I felt was quite well done, but I’d like to make sure I understand it and perhaps assist some others to understand it.

So I guess the first thing I want to look at is we look at 2008 and you have Enbridge, Fortis, TransCanada, and TransAlta at top performers, and then in 2009, they drop to, at least on your table, bottom performers.  How are you measuring performance there?  Perhaps I should know but maybe you can clarify that for us?

MR. AKMAN:  That would be I believe, total return including dividends over the period.  So calendar year 2008 in the left-hand side and year-to-date 2009 from Jan 1 on the right-hand side.

MR. MONDROW:  And if we had 2007 and 2006 on here, where would these utilities fall?

MR. AKMAN:  Lower performance.  So, generally speaking, in up equity markets, the utilities and pipelines underperform the market.  And as I showed earlier in my presentation, the pipeline and utilities have gone absolutely nowhere in four years.  And we know that the TSX was up quite substantially in some of those years.

MR. MONDROW:  And in 2008 they didn't go down too far either, that's quid pro quo; right?

MR. AKMAN:  That's correct.  They generally did what they're supposed to do, they held firm.

MR. GARNER:  I'd like to, Ian, if I can, to just scan the room.  Anybody who hasn't had an opportunity to ask a question, first of all, has that opportunity.  And if not, then I turn it back to you.  Jay, you said you had a couple more?

MR. SHEPHERD:  Yeah, I do.

So let me -- let me just follow up on that, Matthew.  Let me just follow up on that, Matthew.  You've suggested that there should be a floor on the ROE, that that would basically fix this sort of problem; right?

MR. AKMAN:  Yes.

MR. SHEPHERD:  Okay.  Would you agree that if you have a floor, it's also appropriate to have a ceiling?

MR. AKMAN:  You might also consider a ceiling, yes.

MR. SHEPHERD:  So what Alexandra suggested, for example, she suggested a range on the risk-free rate, which, you could also do that by having a range on the ROE; right?

MR. AKMAN:  You could.

MR. SHEPHERD:  Then it's just a question of figuring out what the appropriate range is.

MR. AKMAN:  Yes.

MR. SHEPHERD:  Okay.  Second question is, if I'm understanding what you've said, over the last -- well, in general but over the last couple of years in particular, utilities have moved opposite to the rest of the market, and they do that because when people are very -- more risk-averse they move to quality, which is generally utilities, and when they want to take more risks, they move away from them and go to the more speculative stuff; is that right?

MR. AKMAN:  That's correct.

MR. SHEPHERD:  And so -- and we've seen that’s what’s been happening over the last couple of years.

MR. AKMAN:  That's correct.

MR. SHEPHERD:  And utility shares right now relative to four years ago, they haven't done much; right?

MR. AKMAN:  Correct.

MR. SHEPHERD:  The market's down too, right, over that period?

MR. AKMAN:  I don't know.  But my point was that the utilities have raised their dividends by 30 percent in that period of time.  And so if the dividend yield is any measure of the cost of capital of -- or the cost of equity, which it clearly is in finance theory, then something is amiss.

MR. SHEPHERD:  Okay.  One of the things that a number of you have commented on is this narrowing of spreads between corporate bond yields and ROE; right?  And that is -- it's now down to 39 basis points and that's a problem?  And that problem could be that the ROE's too low but it also could be that the corporate bond rate's too high, couldn't it?

MR. DAFOE:  Well, again we have the problem that the formula was set with good intentions and was appropriate at the time but isn't effective in all time periods.

The ROE is set by this formula, that's the 8.01 for the LDCs, and the corporate bond allowance of 7.62 was set with reference to more recent actual corporate bond market observations.  And so this is the mismatch that you have.  What is happening in the real world is reflected by the corporate bond yield, and what is reflected in the ROE does not reflect what is happening in the real world today.

MR. SHEPHERD:  That's what I'm trying to understand, because the 7.62 rate, we all know, is much higher than utilities actually borrow at; right?

MR. DAFOE:  No, I wouldn't say that.

MR. SHEPHERD:  Well, you did tables; right?  Who was it, Harold?

MR. DAFOE:  It was appropriate at the time.  These things do go up and down.

MR. HOLLOWAY:  But I would expect that the all-in cost of borrowing on the table that I put is lower than the 7.62 percent.  I don't disagree there.

MR. SHEPHERD:  And that would be in every case?

MR. HOLLOWAY:  Well, I mean, it depends on maturity, and I haven't flipped to the chart yet but could be.  I mean, if it's a 40-year then probably not, but if it's a 30-year, I mean, it depends on the time in this year when they issued as well.  Earlier in the year, it was more expensive.  But generally, I think your comment is not -- I wouldn't disagree with, that most borrowings all-in costs currently are a lot less than 7.62.

MR. SHEPHERD:  So the reason I asked that, it is true, isn't it, that somewhere around 200 to 300 basis points is the right spread between corporate bonds and utility ROE?

MR. HOLLOWAY:  It sounds right to me.  We could get a, I'm sure, well, a report that, you know, firmed that up, but sounds right.

MR. SHEPHERD:  Okay.  And so in August, Enbridge issued 30-year bonds at 5.75.

MR. HOLLOWAY:  Right.

MR. SHEPHERD:  At a time when, if you calculate the formula, it's 8.38.  So that's 263 basis points, so it sounds like the formula is working in August; is that right?

MR. HOLLOWAY:  I would agree.  However, I mean, I do comment that, you know, Enbridge raising at its corporate level -- I apologize, the chart's up there.  Are you talking Enbridge Distribution or are you talking Enbridge Inc.?  Because if it's Enbridge Inc. it's a different animal in the sense of, you know, it's got more businesses than just the regulated gas distribution business, for example.

MR. SHEPHERD:  Well, it's interesting you say that but those businesses are all riskier than regulated gas; right?

MR. HOLLOWAY:  Right.

MR. SHEPHERD:  So that should increase the interest rate.

MR. HOLLOWAY:  Right, right.  Well, it depends on, as I said -- I don't disagree with that comment.

MR. SHEPHERD:  All right.

MR. HOLLOWAY:  I have to think about it, at least.

MR. SHEPHERD:  I'm conscious of the time so I have one more question.  This is of you, Stephen.  You suggested that the market is expecting higher ROEs from regulators because of the TQM decision.  Did I understand that right?

MR. DAFOE:  Yes, that's a general expectation.

MR. SHEPHERD:  So what conclusion are you proposing that a regulator reach from that expectation?  That they should do that because the market is expecting it?

MR. DAFOE:  No.  My inference is that the TQM decision was based on the introduction of a great deal of evidence that showed that the real-world cost of equity capital did not agree with the old formula.  And so the market expectation is that similar renewed inquiries about the appropriateness of the formula in today's world would be expected from other regulators.

MR. GARNER:  I think what I'd like to do is, Jay, is to wrap up for this afternoon, or for lunch.

I'm remiss to shorten the lunch given I suspect people have things they also want to do during the lunch period.  So I'm going to propose that we come back at 1:30.  Before I do that, however, and go through some details on that.

I'd like to thank our panel, our guests here this morning, both for their presentations and for their time to answer some very pointed questions from the group, and on behalf of Board, thank you for your time and the extra time you've given us today.

Thank you very much.

I'd ask that we reconvene at 1:30.  We'll try and find our other mobile mike, and in the spirit of incentive, if somebody actually can find it for us in this room and give it back, maybe there's an adjustment in it for you that may be beneficial.

--- Luncheon recess taken at 12:26 p.m.

--- On resuming at 1:30 p.m.

MR. GARNER:  So it's now 1:30 -- okay, I'll try that again.

It is now 1:30, and in order to keep us on our slightly delayed time, what I'd like to do is begin.  And rather than introducing Mr. Carmichael formally, what I'm going to ask Donald to do is to just take a few minutes to introduce himself to the room, and then move on with his remarks.
STAKEHOLDER PRESENTATIONS
Presentation by Mr. Carmichael:


MR. CARMICHAEL:  Thank you, Mark.

My name is Don Carmichael.  I'm a financial consultant and formerly an investment banker.  I worked with a combination of three firms, McLeod Young Weir, Richardson Greenshields, and Scotia Capital, for a period of about 35 years.

During much of that time, from the 1980s onward, my practice focussed on, at first, natural gas, transmission and distribution companies, and then as we moved into the '90s I started focussing on the electricity industry, particularly in Ontario.

I was involved in the 1999-2000 restructuring of the Ontario electricity market and carried out transactions on behalf of, in particular, Hydro One, following its unbundling from the old Ontario Hydro.

I also provided my services with respect to other utilities, private sector utilities, operating in Canada, in particular, Fortis, whom I advised on the acquisition of electricity assets in Alberta and British Columbia.

MR. GARNER:  Donald, they're still having trouble at the back of the room.  Can you hear me?  So two things.  One, if you are at the back of the room, there are some seats at the front of the room, so I'd encourage anybody who's at the back of the room, as they'd say in church, to move up.

And we will try and to our best to speak as loud as we can, but I have four, five seats here right at the front, and I'd encourage people to move into the room and make it a more close and intimate conference, in any event.

So if we could do that?  Sorry, Don.

MR. CARMICHAEL:  It's quite all right.  During the period that I was an investment banker, I appeared on behalf of utility clients before the Ontario Energy Board, the National Energy Board, the CRTC, the Alberta Utility Commission, boards in Newfoundland and New Brunswick.

I have -- in terms of education, I graduated from the University of Waterloo with a bachelor in mathematics, followed by an MBA at U of T.

I'll now go to my presentation.  My presentation is, really reflects the material that I submitted in a longer piece.  Just before I go to that, I should indicate that I've been retained in this matter by Enbridge, Toronto Hydro and Fortis Ontario.

In any event, my presentation attempts to highlight the major issues that I raised in my piece to the Board, all of which is on the Board website.

My presentation addresses the issues in the capital market surrounding the ROE formula, the fair rate of return, issues that I thought were discussed quite expertly by the panel this morning.  In fact, many of the points that I'm going make this afternoon I anticipate will just add to the understanding that the panel this morning provided.

First of all, I thought it appropriate that we identify who the major participants and players in the Canadian capital markets are.  Obviously on the lending side you have life insurance companies, money managers and pension funds.

Now, in thinking about these organizations, you can't think of them as strictly Canadian companies.  For example, Manulife recently acquired John Hancock in the United States.  These companies operate global businesses, and, from an investment point of view, they're looking at global opportunities to invest their funds.

Similarly, with pension funds such as OMERS or Teachers or other major participants in the Canadian capital markets, these funds are now looking, again, globally for opportunities, largely in what I call the utility, quasi-utility infrastructure space.

Some of you may have noticed that last week Ontario Teachers increased its ownership percentage in the Bristol airports in England from 17 percent to 50 percent.  This is the type of investment activity that Canadian pension funds and other large, significant institutional investors are involved with.

Clearly, they are going to remain a participant in the public capital markets, but their focus is shifting to the infrastructure, private equity types of markets, and this ultimately represents some additional competition in terms of fundraising for Canadian utilities.

The credit rating agencies we know, DBRS, Standard & Poor's, Moody's.  It's fair to say that each one of those agencies looks at their market as a continental market; that is, every three months, six months, Moody's, Standard and Poor's or DBRS will do a review of, for example, utility credits.  And within that review, there will be Canadian utilities directly compared with US utilities, the financials of Canadian utilities, again, directly compared to US utilities.

So their focus clearly includes Canada and the US as their field of play.

In terms of equity investors, you may note that the first category of equity investors I've listed there is corporate holding companies.  I mean, the reality is that, actually, the number of publicly traded utilities in Canada has declined to, I think, only one, and that would be Pacific Natural Gas out west.

I noticed this morning I think Matthew had TransAlta up on his slide as a Canadian utility.  I'm not sure if I would include TransAlta in that group.  But corporate holding companies often have to make very difficult decisions for them in terms of allocating their scarce equity capital to different companies and jurisdictions for investment purposes.  And, as was discussed this morning with TransCanada, many of their current investment opportunities lie in the United States.

And again, it's question of -- or it raises the issue of comparability of returns in Canada versus those in the United States.

The other major participant in the capital markets are equity analysts that are continually doing research and analysis and looking at the trends in the utility business and the implications for the growth and the integrity of utility companies.

Going to the next slide, the process of forming investment opinions kind of flows in part from work that debt credit analysts such as Stephen Dafoe does, equity analysis carried out in the business, who provide insight in terms of the investment opportunities that exist with various companies.  You often find that large institutional investors have the resources to carry out some of their own research, and they, such internal research is often compared and contrasted to the research that comes from the street.  I think there is some suspicion by large institutional investors that -- and this has from time to time occurred, where institutional research or equity research carried out by the street is viewed to be somewhat biased and maybe not entirely reliable.  And that is, essentially that leads to large institutions doing some of their own research.

But in terms of marketing a new issue of either debt or  common equity, common shares, it's still built around obtaining lead orders from major institutions who have some influence on the pricing and the terms of the issue.  Obviously a favourable view by these institutions on the corporate circumstance of the issuer is helpful to that process.

It also leads to better pricing over time and to greater capital availability.

Liquidity, and I think Stephen referred to this, liquidity is important in the corporate bond market, and at one point -- well, I was involved in the initial billion-dollar offering for Hydro One, which received very good market reception.  And one of the reasons that it did receive a good reception was the fact that it was a fairly large, perceived to be liquid, issue.

Both equity investors and lenders are concerned, and I think this is one very strong message that came through from the panel this morning, about the fairness of regulatory jurisdictions and their willingness to provide fair rates of return to the utilities.  And now I would suggest that with increasing competition from both domestic and global issuers, that investors and lenders can look to other ways to satisfy their demand for investment product; that is, they can look to other jurisdictions if they find circumstances, regulatory circumstances in a particular  jurisdiction to be unfair or unreasonable and what have you.

So the next question is:  What are lenders and investors looking for?  And what I've tried to do is kind of map what lenders and investors are looking for to the fair return standard, because I think that there is a consistency in terms of what providers of capital want and the fair return standard.  From a lender's perspective, what he would like to see in terms of a utility issuer would first be financial flexibility, that is, does the utility have the ability to attract additional debt capital as well as additional equity capital.  Having that flexibility to attract additional equity capital provides some assurance that the credit rating metrics that the lender is going in on today will be maintained over a period of time.

They're obviously also looking for reasonable coverage of earning, reasonable coverage of interest by cash flow, by earnings and by cash flow, such that their investment is safe; and that they're looking generally for the opportunity for the utility to actually improve, or at least maintain, if not improve, its credit rating over a period of time.

Investors are focussed on the risk/reward relationship compared to other opportunities in the market.  They too want financial flexibility.  They as shareholders don't want to be deluded, and they're as well looking towards financial integrity.

So it's my contention that the capital markets and the objective of setting a fair rate of return are quite closely aligned.

Going to the elements of the fair return standard, it's based on, in part, an opportunity cost concept where essentially the utility should be allowed to earn rates of return for a comparable unregulated business.  And the question always becomes, well, how do you determine that?  And I think there are at least three tests that can be focussed on.

One is the comparable earnings test; one is the DCF test; and a third is the equity risk premium.

Now, all these tests have been used in various regulatory jurisdictions.  Some have preferences for one versus others.  But they're all important tests; they all inform people's judgment as to what is appropriate.

There is also the financial integrity test, which really speaks for itself, the maintenance and financial integrity of the utility.

And then finally there is the capital attraction test, the utility's ability to attract debt and equity capital on reasonable terms and conditions in the marketplace.

Now, when I was here in 2006, I stated that all three of these tests and standards are important, and they all need to be considered.  We all recognize that each one of these standards has -- or when I say "standards," I'm actually here referring to the actual tests in terms of the CAPM and DCF test and the comparable earnings method.  We all recognize that each of these methodologies has strengths and weaknesses.  But I think it's also important to recognize that no one single test or methodology is likely to provide, as I say, "the answer."  I think that all of these methodologies should be considered.

And also, coming to a reasonable conclusion on a fair return also requires the exercise of informed judgment by the board or the commission that is ultimately making this determination.  And I think that informed judgment is a very important aspect of this, and I think that investors and lenders are concerned about relying on a single formula.

But, in the final analysis, what each group is concerned about is the outcome, the final outcome:  What's the return on equity?  What are the coverage levels?  Is the utility's ability to attract capital preserved?  Is its financial integrity maintained?  Those are the acid tests that lenders and investors look to.

In terms of the existing equity risk premium formulae, I think that when it was originally introduced, there were various positives that the markets viewed the evolution of the regulatory process.  First of all, it was timely, basically removed the issue of regulatory lag.  It was transparent.  It was reasonably predictable.

There was a good element of regulatory efficiency, and certainly here in Ontario, as the regulated space moved to encompass the 250 municipal electric distribution utilities, it obviously helped processing the burden, if you will, of dealing with all of them through a regulatory process.

Over time, the market has developed certain concerns regarding the formulaic approach.  First of all, I think there are serious questions as to whether the formula is appropriate, whether it is a first -- or whether it provides a reasonable ROE.  Secondly, there are questions regarding how the formula is calibrated, and specifically I'm speaking to the issue of the 75 percent adjustment based on forecast long Canada bond yields maybe versus a potentially lower level of adjustment.

I think more recently questions have been asked about the mechanism's ability to capture changes in the risk return relationship and in the risk return environment.  Certainly the last year has tested that.

Another issue is the ability of keeping utility ROEs in touch with the utility common equity base that's assigned in the process.  Utility ROEs have been declining.  Utility equity bases have been increasing, but only slowly, and there's a question as to whether the decline of the utility ROE has overcome the increase in the utility equity base.

As a general question, do the results meet the fair return standard, and is it likely they will continue over time -- continue to do so over time?

Specific comments and issues arising out of the capital markets is a view in the marketplace that the formula may be broken.  At one point, it was described as clearly being broken.  And not only was that opinion expressed, but there was an additional opinion expressed that, from an investment perspective, investors should focus on companies with low exposure to regulation by a formula.  That's a fairly unique statement.

Equity analysts, at least in my experience, generally hesitate to warn investors away from particular sectors or particular regulatory mechanics, which is essentially, I think, what that statement was.

Equity analysts have expressed the view -- well, actually, equity and debt analysts have expressed the view that returns are too low and moving in the wrong direction.

A second issue is the competition for funds that utilities face, and that is kind of linked to the utilities' capital expenditure requirements and their requirements for external funding.

But with various tax changes that have taken place and the growth of the infrastructure industry in Canada, utilities are facing a reasonable amount of competition for funds from well-rated utility-like operations that are not necessarily regulated, or regulated with a very light hand.

These opportunities are often supported by governments.  They often have credit ratings that are comparable to utility credit ratings.  And because of the risk transfer that takes place from the government to the infrastructure company, their securities are often more attractively priced than utility securities would be.

In 2005, there were various changes made in the Tax Act which allowed institutional investors to more heavily invest in the United States and other foreign jurisdictions.  And this generally reflects a move toward more integrated capital markets, where institutions in Canada are looking at a complete slate of Canadian, US, international companies when they're looking for investments, and these US companies present real opportunities for them.

And it raises, and I think reinforces, the notion that Canadian utilities must look at the financial performance of their US counterparts, and their US counterparts do reflect appropriate comparators, because they meet those US counterparts in the market for securities on a continuing basis.

The note regarding the unusual market conditions, this basically goes back to a point that I think was discussed this morning, that we've gone through a period of relatively low cost capital and excessive leverage.  And I am concerned -- given certain model sensitivity to what periods are used in terms of their formation of, as an example, the equity risk premium, I'm concerned that these lower realized rates of return may have tainted some of the data upon which judgments as to the size of or the amount of an equity risk premium should be.

And I think these past few years should be considered quite carefully in terms of any analysis of what an appropriate equity risk premium would be.

Finally, the Government of Canada yield for a number of different reasons has been declining where it appears for much of 2007, 2008, 2009, maybe less so in 2009, but the cost of capital for utilities has been increasing.

And that is, basically -- I'm sorry about that, I forgot to flip to the next chart -- but that is basically my presentation.  And I suppose we will have some questions now.

MR. GARNER:  Thank you, Don.  Maybe I'll take that.  Sorry.

Thank you, Don, and thank you for keeping to the 30 minutes time.  So if I can open it up to the room.  Are there some questions of Mr. Carmichael?  Jay.  Thank you.
Q&A Session


MR. SHEPHERD:  Wouldn't want you to have empty air time.

I'll start with three questions.  The first is, you said people are saying that the formula is broken.

MR. CARMICHAEL:  Yes.

MR. SHEPHERD:  And you are recommending that investors should avoid companies with formula-based ROE?

MR. CARMICHAEL:  Yes.

MR. SHEPHERD:  Who's saying that?

MR. CARMICHAEL:  The equity analyst from RBC Dominion Securities, he said it -- he produces a paper each year, his first paper is in November where he anticipates where ROEs are going to be, and then he follows it up with a paper in January that confirms the level that was finally adopted.

And so that quote -- sorry, it was made January 16, 2009, and it's made by Robert Kwon, CFA analyst, RBC Dominion Securities.

MR. SHEPHERD:  All right.  Can we get a copy of that?

MR. CARMICHAEL:  Yes.

MR. SHEPHERD:  Thanks.  And the -- I guess --

MR. CARMICHAEL:  Just let me...

MR. SHEPHERD:  Sure.

MR. CARMICHAEL:  The bullet point is -- well.  The title is "Allowed ROEs:  The formula is broken."  Then it says "but will regulators fix it?"  Then he has about five bullet points.  The last bullet point is as follows:
"From a risk/reward perspective, we would focus on companies with the least exposure to the formula."


That's in bold.

MR. SHEPHERD:  Okay.

MR. CARMICHAEL:  Okay?  So basically what he's saying is, you know, stay away from companies regulated by the formula.

MR. SHEPHERD:  Well, that's all Canadian energy utilities; right?

MR. CARMICHAEL:  No.

MR. SHEPHERD:  Pretty well?

MR. CARMICHAEL:  No.  Go back to my earlier statement.  Oh, sorry.  I'm sorry.

You know, what we have in Canada are utility holding companies.  They hold utility operations and infrastructure type operations that span Canada, the United States.  Some have investments offshore.  Fortis, for example, they have investments in Belize, in Cayman Islands, in Turks and Caicos.  So you know, they have their money invested in various different regulatory systems.

So what is being recommended here is to look for companies that have minimized their exposure to the formula.

MR. SHEPHERD:  Okay.  This isn't the first time you've seen analysts saying that the ROE formula is under -- understates the appropriate ROE.  It's been happening for years; is that right?  I mean, I can remember in the early 2000s lots of analysts saying that.  Is that true?

MR. CARMICHAEL:  I think the -- well, no.  I think if you can remember it back to that early, I would say you have a better memory than I.  But I know it has been raised, I think, in 2002 it was raised initially by, actually, Walter Schroeder at DBRS.  And I think what occasioned that was the unbundling of the electricity industry in Ontario was expected to be a very major event.  And DBRS went in the direction of attempting to become a North American rating agency, and they started following utilities in the US as well as utilities here in Canada.

And it was likely Walter who first raised the issue of the differential between rates of return in the US versus rates of return in Canada.  That's my best memory of the circumstances.

MR. SHEPHERD:  Okay.  Good.  I'm going to come back to that in second but let me just make sure I understand.

You're not saying that something has changed very recently to make ROE no longer appropriate; you're saying that ROE has been wrong for a while; right?

MR. CARMICHAEL:  Yes, I am.

MR. SHEPHERD:  How long do you think?  It was originally set in 1997.  When did it start going off?

MR. CARMICHAEL:  Well, if one looks at the Concentric study that the Board commissioned, it looks like it went off almost immediately; that the differential between 150 and 200 basis points between Canadian rates of return and US rates of return opened up fairly -- very quickly after the introduction of the methodology.

MR. SHEPHERD:  Okay.  So we've been under-compensating the investors in Canadian utilities for a decade?

MR. CARMICHAEL:  Could be.

MR. SHEPHERD:  Okay.  The other --

MR. CARMICHAEL:  And, I mean, obviously things became more difficult in 2008 and early 2009.

MR. SHEPHERD:  The other thing you talked about was the competition for funds, and particularly the cross-border competition for funds.

MR. CARMICHAEL:  Yeah.

MR. SHEPHERD:  As I understood what you said, it is that investors, even Canadian institutional investors, are now more willing to look at various jurisdictions and they'll go to the place where they think the regulatory regime is the best.

MR. CARMICHAEL:  Among other things, yes.

MR. SHEPHERD:  Okay. They'll also be influenced by allocation, asset allocation within geographic areas; right?

MR. CARMICHAEL:  Sure.

MR. SHEPHERD:  But that would imply -- your suggestion would imply that Canadian utilities are having trouble -- problems, in fact, getting capital, but they're not, are they?

MR. CARMICHAEL:  Well, if we can be clear that you say Canadian utilities, I say Canadian utility holding companies, which are made up of many, many different projects and opportunities.  There was a discussion of TransCanada this morning.  TransCanada's largest single investment opportunity, looking out for the next five years, is a contracted pipeline that runs into the United States.  Not regulated; contracted.

MR. SHEPHERD:  So you're suggesting that that future investment is going to drive their rating and their interest rate?

MR. CARMICHAEL:  Well, it's going drive investor interest in TransCanada.  TransCanada is -- I mean, you can't characterize TransCanada as, well, it's the Canadian main-line regulated system.  It's much beyond that.  TransCanada owns 35 percent of Bruce Power.  TransCanada Pipeline owns many contracted or non-regulated business ventures.  They're expert at managing large, complex projects.

MR. SHEPHERD:  You heard the experts this morning --

MR. CARMICHAEL:  Yes.

MR. SHEPHERD:  -- talk about how what's happened in the last couple of years is that in fact utilities have been very attractive to -- in the markets, particularly for debt.

MR. CARMICHAEL:  Well, I would kind of clarify that.  Let's put it this way.  The utilities did not fall -- the price of utility stocks did not fall as much as the market as a whole.

MR. SHEPHERD:  No, that's not what I'm talking about.

MR. CARMICHAEL:  I mean, that reflects -- you know, in Canada that reflects oil prices going from a buck-50 -- or, sorry, $147 a barrel to, you know, 70.  That's why stock prices fall in Canada, if you look at the makeup of the Canadian stock exchange.  We're a commodities, materials market.

MR. SHEPHERD:  No, that's not what I was actually driving at.  What I was driving at was Ms. Zvarich this morning was talking, for example, about how utilities are one of the few sectors with rating upgrades and positive outlook changes, and one of the few sectors able to raise 30-year debt and are able to raise funds cheaper than any other sector.

That doesn't sound like somebody who's having a problem competing for capital.  So help me understand that.

MR. CARMICHAEL:  Well, they are able to do all those things.  There is no question about that.

But they are competing with other entities, both domestically and internationally, for capital.

MR. SHEPHERD:  But it sounds like they're competing and winning.

MR. CARMICHAEL:  Well, there was one question that was asked:  Do you know of any utility companies that didn't carry out transactions?  And I don't know.  I heard that there were at least two or three, so that doesn't sound like competing and winning to me.

MR. SHEPHERD:  Well, that's a good example, because we don't actually have the data, but we do have the answer to that question, which was there was a time at the end of last year when nobody could get money, and the utilities were in the same boat.

MR. CARMICHAEL:  Yeah.

MR. SHEPHERD:  Isn't that right?  So that's not competing and losing.

MR. CARMICHAEL:  Pardon me?

MR. SHEPHERD:  That's not competing and losing, is it?

MR. CARMICHAEL:  No, it shows the volatility in the capital markets and why good financial metrics and stronger credit ratings could be of benefit to you.

MR. SHEPHERD:  And I guess the other thing I don't understand is:  Why is it that the credit ratings for Canadian utilities are better, on average, than the credit rating for US utilities?  Professor Booth says that the reason is because they're stronger companies, so the system is actually working.

Don't you agree with that?

MR. CARMICHAEL:  No, I don't.

MR. SHEPHERD:  Why not?

MR. CARMICHAEL:  Well, my experience is that credit ratings in the US are not materially different from credit ratings in Canada.

MR. SHEPHERD:  Well, we saw the data.  The data is there's a substantial difference.

MR. CARMICHAEL:  What data is that?

MR. SHEPHERD:  The data that was put up this morning in one of the slides and the data that was in Dr. Booth's paper.  Both said that in the US it's BBB, that the average utility rating is BBB, and in Canada it's A.

MR. CARMICHAEL:  Well, that's his selected --

MR. SHEPHERD:  We got the data from two people.

MR. CARMICHAEL:  Pardon me?

MR. SHEPHERD:  It doesn't matter.  Okay.

MR. CARMICHAEL:  Well --

MR. SHEPHERD:  I don't want to debate it --

MR. CARMICHAEL:  It's not a serious comment, I don't believe.

MR. SHEPHERD:  Ah.  Okay.  And -- okay.  So that's enough for me for now.  Thanks.

MR. GARNER:  Michael, you had some questions?

MR. JANIGAN:  Oh, thanks very much.

Now, in 2006, I believe, you attended at the technical conference for the -- that dealt with cost of capital issues.  Am I correct on that?

MR. CARMICHAEL:  That's right.

MR. JANIGAN:  Okay.  And at that time, was your position that the formula should be changed?

MR. CARMICHAEL:  Well, at that time my view was that, really, what was required was a full generic hearing was required to make a change in the formula.  As I recall, a vastly different construction of the formula had been presented by two professors, Prisman and -- somebody help me out with the other gentleman.

MR. RITCHIE:  Lazar.

MR. CARMICHAEL:  Thanks.  Lazar and Prisman -- thank you -- which was based on a whole series of methods that hadn't really been tested.

And I was concerned that the formula that had been presented and was proposed to be used was inappropriate.

MR. JANIGAN:  Did you make any conclusions with respect to the existing formula?

MR. CARMICHAEL:  I can't recall.

MR. JANIGAN:  At that time that --

MR. CARMICHAEL:  What I suggested at that time was that a generic hearing should be held; all relevant financial information should be considered, all relevant financial tests should be considered, before any change was made.

MR. JANIGAN:  Okay.  You didn't suggest in your evidence that the current formula was under-compensating utilities?

MR. CARMICHAEL:  As I recall, I didn't address the current formula.

MR. JANIGAN:  Okay.

MR. CARMICHAEL:  I was addressing the issue of the technical conference, which was the proposal from -- the proposal from Prisman and --

MR. RITCHIE:  Lazar.

MR. CARMICHAEL:  -- Lazar.

MR. JANIGAN:  Now, as I understand your evidence, Mr. Carmichael, in relation to the events of last year, I don't believe you're saying in your evidence that we should change the formula as a result of the events of 2008.

MR. CARMICHAEL:  Well, what I'm saying is that the results of 2008, combined with the performance of the formula going back to 2001, 2002, suggests that the formula has to be -- has to be re-examined.

MR. JANIGAN:  And to paraphrase, it was broken before and degenerated results that were problematic in 2008; would that be correct?

MR. CARMICHAEL:  I think I characterized -- characterized the results as being at the lower end of a band of reasonableness.  They were at the low end of the range, and then, with the occurrence of 2008, it clearly took us into a new dimension, if you will, of the questions surrounding the model.

I mean, I think that the introduction of the model, going back to 1998/1999, I think that was a positive step forward.  But the reality is the model is now -- if you go back to the original NEB decision, it's now 15 years old.  And I just look at this as a potential evolution, improvement of the model.  That's the objective here.  That should be everyone's objective, to improve the model.

MR. JANIGAN:  And as I understand from your evidence, one of your concerns is that because of the competition in the market that exists today for capital, based on, as I understand, the two money things, one, US utilities, and, two, investments in infrastructure, which are backed up by perhaps government investments, that we need to consider an upward change.  Am I correct on that?

Would those be the two principal sources of competition?

MR. CARMICHAEL:  You better state the first one again.

MR. JANIGAN:  Competition from US utilities who are generating rates of return that are greater than the regulated utilities under a formula.

MR. CARMICHAEL:  Yes.

MR. JANIGAN:  Okay.

MR. CARMICHAEL:  And increased infrastructure demand, which often offer both equity investors and lenders higher rates of return.


MR. JANIGAN:  Okay.  And in the event that this Board, at some point in time, should find that the US utilities are in fact riskier than Canadian utilities, that would not -- that would somewhat alter that analysis, wouldn't you say?

MR. CARMICHAEL:  Well, I think there are a couple of factors that come into that.  Certainly one factor that comes into it is the discrepancy that exists between common equity bases in Canada versus common equity bases in the US.

Canadian common equity bases are much lower, like double digits lower 10 percent lower.  And that, the fact that there is that kind of difference compensates if US utilities were, in fact, had greater business risk.  The 10 percent incremental common equity that US utilities have available to them to some degree offsets that.  But that still leaves you with a situation where you look at the rate of return on equity and say, you know, you've got 10 percent additional common equity offsetting, potentially, and I haven't accepted -- I haven't accepted the notion that US utilities are by and large more risky than Canadian utilities -- but assuming that for a second, you've got 10 percent equity, additional equity, supporting the business operations of US utilities, and you still have a 150 to 200 basis point differential between rates of return in Canada and rate of returns in -- or actually, I should say, rates of return in Ontario and rate of returns in the US.

MR. JANIGAN:  Would rating agencies take into consideration the percentage of common equity in the US and Canada?

MR. CARMICHAEL:  Very much so.

MR. JANIGAN:  Pardon me?

MR. CARMICHAEL:  Very much.  So that's one of their key metrics.  They compare cash flow to total debt or things of that nature.

MR. JANIGAN:  So if the ratings in the US for these utilities were lower than that of Canada, then presumably we wouldn't look to the common-equity ratios in order to try to resolve the difference?

MR. CARMICHAEL:  Sorry, I don't follow the...

MR. JANIGAN:  Well, if rating agency -- if we in fact find that the ratings of American utilities, the credit ratings are lower than the ratings of Canadian regulated utilities --

MR. CARMICHAEL:  No, I -- you -- excuse me.  You can't really kind of reach that conclusion.  Credit ratings, credit ratings are based on a wide number of factors.  Some of them are quantitative factors.  Many are qualitative factors.  And pinning the difference in rating to a single factor is not really the way credit rate agencies approach the matter.

MR. JANIGAN:  I just want to move on to two more points.  I notice you concurred with the Concentric report with respect to particularly the US and Canadian comparability.  But you suggested that the current 0.75 factor for change in relation to long Canadas was too large.  And at the same time, the Concentric report indicated that the 0.75 change factor seemed to historically track the historic relationship between Canada long bonds and gas utility authorized returns.

Can you explain why you differ from Concentric on this particular issue?

MR. CARMICHAEL:  You're going to have to give me that again, because I must be a little slow today, but --

MR. JANIGAN:  Concentric indicated that the historical data seems to support the use of the 0.75 factor, because it is reasonably close to the historical relationship between Canada, Canadian long bonds, and gas utility authorized returns.

However, you have suggested that the 0.75 is too large and that a 0.50 factor is more appropriate.

Can you suggest why you have taken that position?

MR. CARMICHAEL:  Well, I think if I'm correct, Concentric is comparing against Canadian authorized returns, and my -- when I focussed on the 75 versus 50, what I was looking at was returns in the US relative to returns in Canada.  So they're not -- we're not comparing apples and apples here.

MR. JANIGAN:  Okay.

MR. CARMICHAEL:  It's one base versus another base.

MR. CASS:  I’m sorry, Michael, do you have the references for what you're saying?  We're having difficulty...

MR. JANIGAN:  If you look at the original Concentric report on page 18, the one that was filed in 2007.

Page 18.  In any event, I think you've cleared up the reason for the difference.

MR. GARNER:  Sorry, the transcriber -- sorry, Mr. Chair, the transcriber can't hear any of this -–

MR. WETSTON:  -- so we'd like to assist as much as possible, and if we can, let's assist now so we can get the record as clear as possible as to what we’re suggesting, if you don’t mind.

MR. COYNE:  Let me try the one that's here.  I'm Jim Coyne with Concentric, and we'll be addressing this in a little more detail tomorrow, but it is true that we've updated that report, and we've estimated that coefficient a variety of different ways and the coefficient between 0.45 and 0.50 is the one we estimate to be the most accurate representation of the relationship between both corporate bonds and government bonds, based on the most recent data set that was studied.  And we would agree with Mr. Carmichael's characterization that the 0.75 that came out of our 2007 report reflected, as I recall, an analysis in Canada using Canadian allowed returns.

And I think we did it over a very old period of time, prior to the formula, and then during formula.  So in order to corroborate that we looked at the US sample and as a result of that came up with a much lower coefficient.

MR. CAIN:  Thank you.  So all indications we've seen is that appropriate -- we have concerns just using a bond yield, which we'll get into more detail tomorrow, but the relationship as best we could estimate is between 0.45 and 0.50.

MR. JANIGAN:  Mr. Coyne, the comparison has changed from, in this case, Canada long bonds and gas utility authorized return, to the spread between Canada long bonds and corporate bonds.  Is that what you're saying?

MR. COYNE:  No, sir.  We -- the comparison that I just described is between allowed returns in the US --

MR. JANIGAN:  Yes.

MR. COYNE:  -- for utilities between both government bond yields as well as corporate bonds yields.

The reason we believe is though you need to estimate it -- in order to get an independent verification of that relationship, we didn't feel as though it would be appropriate to estimate it for those who are tied to the formula, because by definition, their returns would look like 0.75.

MR. JANIGAN:  Yes.

MR. COYNE:  So the data sets that we've use right hand US data sets, and those are the ones on a corporate bond basis and on a government bond basis, that give you 0.45 to 0.50.

MR. JANIGAN:  And in 2007, it was strictly on the basis of authorized returns going back to the 1990s, is that what I recall?

MR. COYNE:  Let me see if I can verify that.  Otherwise I will before we get to that tomorrow.

In the interests of time, let me look at page 18, and see if I can clarify that tomorrow, in the interests of time today.

MR. JANIGAN:  Okay.   That’s fine.

MR. GARNER:  Michael, do you have further questions?

MR. JANIGAN:  Yes, one further area of questioning.  One area that interests me, actually, was the description of the change in the risk-free rate, that the risk-free rate is less risky than it used to be.  And, as I understand it, for the earned risk premium test to work, you have to start with a risk-free rate.  Am I correct on that?

MR. CARMICHAEL:  Yes.

MR. JANIGAN:  And the risk-free rate, as far as I know, has always been established as the 30-year long Canada bonds; is that correct?  Is there some other instrument?

MR. CARMICHAEL:  I mean, it depends on where you want to start.  I mean, theoretically the risk-free rate was initially proposed to be a 90-day treasury bill, but there were all kinds of issues surrounding the use of the 90-day treasury bill yield.  And I think there was a general kind of consensus view that moving out to a 30-year long bond, Government of Canada long bond, you know, represented a proxy for an appropriate risk-free rate for utility costs of capital purposes.

But the theory has evolved into a method of practice, if you will.

MR. JANIGAN:  I guess what I don't understand is, if the risk-free rate has become less risky, why is that a problem in terms of the cost of capital?  Effectively, you are taking that risk-free rate as the baseline, and then adding on a market premium and the market premium that's associated with an investment in a comparable risk company.

I mean, just because the baseline is going downwards, why is that a problem?

MR. CARMICHAEL:  Well, I think it's a problem -- or it could potentially be a problem.  I mean, you're at the point where you're saying it is a problem.  I'm raising this as a possibility that would have to be borne out by some additional research.

However, I mean, this morning we had a discussion.  I believe Stephen Dafoe provided a discussion in terms of the credit perception of a Government of Canada bond throughout the '90s and going into 2000.  And, you know, the reality was, in 1992, '93, '94, Canada was, you know, on the verge -- on the verge of a very serious financial problem.

Deficits were a huge issue, and I think at the time there was a view that the deficits were structural deficits as opposed to a cyclical deficit.  So Paul Martin rides to the rescue and, after five or six years of good work, in terms of governments at both levels, in terms of both the federal government and the provincial government, the governments in Canada get their financial house in order.

And, in fact, getting beyond 2000/2001, we actually start paying down the debt and we start doing things to increase the liquidity of benchmark issues.

All of these things -- and our debt-to-GDP ratio is coming down just every year, year after year.  So the financial performance of the country improves significantly.  The demand on the capital markets by the country improves.

And certainly going back to 1992, '93, '94, I mean, foreign investors were playing a significant role in setting the yield on Government of Canada securities at the margin, because we needed foreign capital.  As we move through the period, we have essentially removed ourselves from as great an influence from foreign lenders.

So, okay, so what does that mean?  Well, it means that quite likely the so-called risk-free rate in 1994, when the NEB first looked at this structure, was likely higher than it should be in a -- you know, in an ideal world, where government finances were under control and demand met supply in the capital markets.

And with the higher level of risk-free rate, in order to come to an overall appropriate equity rate of return, it appears to me that the equity risk premium that was assigned was actually somewhat lower than should have been the case, and that was to compensate for the additional risk associated with Government of Canada bonds.

Now, nobody -- there's no paper -- and I freely admit this.  There's no paper that you can go to that says, Ah, there's the additional risk on the Government of Canada bond, and we'll take that amount of risk away from the equity premium.

But at the same time, I feel that regulators across the country exercised their judgment in determining what an appropriate ROE should be, and so kind of accepting the -- what I would look at as a reasonable equity risk premium, that reasonable equity risk premium was, in my view, probably shaved to compensate for the additional risk on the 30-year bond.

Now that the 30-year bond has benefited from 15 years of economic growth and surpluses and strong financial management, strong debt management practices, basically, the question that I'm asking is:  The equity risk premium that's been used in the past, has it been reduced below a level which is actually sustainable and which actually is appropriate to attract capital?

The other -- the more recent or unusual circumstances that speakers referred to this morning of, you know, large amounts of credit available at very low cost also kind of contributes to my concern that the equity risk premium as being used in these types of forums are below the levels that are sustainable.

MR. GARNER:  Don, I think we have a question at the back of the room.  Larry.

DR. SCHWARTZ:  Thank you.  Larry Schwartz.  Mr. Carmichael, just to follow up on a point you made, which certainly I agree that the use of T-bills as the risk-free rate is problematic, but in the -- in the process of determining cost of equity capital.

But would you agree with me if that in the same economic environment, when the yield curve was upward-sloping, we switch from using a T-bill to the long-term government bond yield in this cost of equity calculation, that the premium over the long-term government bond yield would be smaller than the premium over the treasury bill?

MR. CARMICHAEL:  Which premium are you asking about?

DR. SCHWARTZ:  Well, presumably we're going to start with a risk-free rate plus some sort of premium over that risk-free rate to get to the cost of equity.

MR. CARMICHAEL:  Right.

DR. SCHWARTZ:  So if we've decided we're not going to use a treasury bill rate and we're going shift to the long-term government bond yield, is it correct to expect that the appropriate premium over the long-term government bond yield is smaller than the premium over the treasury bill rate that gets us to the same cost of equity?

MR. CARMICHAEL:  Well, I don't think you can assume that.  I mean, I see where you're coming from.  But the fact of the matter is, in Canada we've gone through extended periods of time where we've had an inverted yield curve, where it costs less to borrow for 30 years than it costs to borrow for six months.

DR. SCHWARTZ:  Correct, but in the case where the bought yield curve is upward sloping, what we call the normal yield curve.

MR. CARMICHAEL:  Historically, I mean, the way, at least when I went through these processes, what you would do to determine an appropriate premium, we’d look at the Sinquefield and -- I'm in search of -- there were two fellows that had tracked equity and bond returns in the United States going back to the 1900s.  And you could look at the realized returns on equity versus the realized returns on treasury bills, in terms of bonds, whatever -- the names escape me.  I'm sure that someone would be able to add that to the record.  But in any event, you would look back historically and identify the difference between the total return on bonds over an extended period versus the total return on the equity market.  And the difference between the two would give you at least an indication of what the equity risk premium should be.

DR. SCHWARTZ:  Yes, correct.

MR. CARMICHAEL:  And then, based on, you know, current capital market conditions, the assumption is the 30-year bond rate plus the premium, the historical premium, would give an estimation of the corporation's rate of return.

DR. SCHWARTZ:  Yes, you are quite correct.  But if we had used the treasury bill perhaps inadvertently, and then tried to add a premium over the treasury bill to get to the same cost of equity, wouldn't it have to be the case that that premium should be smaller than the premium over the long-term bond yield when the yield curve is upward sloping?  And I'm not talking about measure but in principle, like today, if we were doing this today.

MR. CARMICHAEL:  If you assume that the yield curve is upward sloping and you're doing a point in time calculation.

DR. SCHWARTZ:  Yeah.

MR. CARMICHAEL:  That would be correct.

DR. SCHWARTZ:  Thank you.

MR. CARMICHAEL:  The yield of the treasury bill would be below the yield of the 30-year bond, which would be below the total return on the equity security.

DR. SCHWARTZ:  I'm not sure about that last part.  I'm sorry?

MR. CARMICHAEL:  I'm just saying that the -- an upwardly sloping yield curve would imply --

DR. SCHWARTZ:  That the premium over the long-term bond would have to be less than the premium over the treasury bill to get to the same cost of equity?

MR. CARMICHAEL:  Give me that again.

DR. SCHWARTZ:  Well, as you've said, I think, if interest rates are --

MR. CARMICHAEL:  Right.

DR. SCHWARTZ:  You know, long-term yields are over short-term yields, and we want to estimate a cost of equity, then does it not follow that the premium over the long-term bond needed to get to that cost of equity must be smaller than the lower treasury bill -- than the premium over the lower treasury bill rate?

MR. CARMICHAEL:  Yes.  With a positively shaped yield curve.

DR. SCHWARTZ:  Thank you very much.

MR. GARNER:  Ian?

MR. MONDROW:  Thanks, Mark.  Ian Mondrow, counsel for IGUA.

Mr. Carmichael, I was just going back to the paper that you filed as opposed to the slide presentation.  Just for your reference, I'm looking at page 36, and it's the tenth question posed by the Board in its question list or its issues list for this discussion, this consultation.

And you identified --Now I'm going to have to start all over again.  This time, okay.

There were three things that you identified, Mr. Carmichael, at page 36, and it's in the middle.  And I think these are things that you're saying should be adjusted.  One was the equity risk premium was too low currently -- you were talking to with Mr. Janigan a little bit about that, and I understood you to say to Mr. Janigan that it's too low because it wasn't really a risk-free rate when the premium was set, but I'm not going to go over that again, although you can speak to it in a minute, but maybe just let me get to my question, then you can go backwards of course.


The second thing is sensitivity to changes in credit markets.  And you've talked about the 75 percent factor versus the 50 percent factor, and Concentric’s going to talk about that a little bit more tomorrow.

And then the third thing you identify is: You say that changes in the Government of Canada bond yield are not reflective of changes in the utility's risk profile.

And you pick this up again on the next page.  And I just want to ask a few questions about this so that I'm clear.

Are you suggesting that rather than the Government of Canada bond yield, the ERP formula should be instead going forward keyed off of a corporate bond yield?  Is that the suggestion you're making?

MR. CARMICHAEL:  Well, that's one alternative.  Corporate bond yields would provide more information, and you wouldn't fall into this directional problem that I think we have for 2009, where costs of capital are generally seen to be increasing by virtually all market participants and the ROE recommended was in fact proposed to decline.

MR. MONDROW:  All right.  So in that response you're kind of working backward from the ROE you want to get to, to the base, it seems to me.  But let's just stick with the notion that the regulator should use the corporate bond rate or yield as the base for the equity risk premium approach and formula.

MR. CARMICHAEL:  As I say, I didn't recommend that.

MR. MONDROW:  Well, I'm asking you:  Are you recommending that?

MR. CARMICHAEL:  No.

MR. MONDROW:  So what are you recommending?

MR. CARMICHAEL:  I'm just silent on it.  I wasn't asked to make recommendations.  I would leave that to the research that Concentric has done.  I can see where there would be benefits of capturing more information about the process.  In fact, I would endorse a process that captures the most information possible, such that we can avoid the circumstances that we've been in for the last six to nine months.

MR. MONDROW:  So when you say on page 38 at the top of your paper:
"It is reasonable to expect that the relationship between the cost of equity and the cost of corporate debt..."

 -- which is a corporate bond, I assume --
"...is stronger than that between the cost of equity and the yield on benchmark long-term Canada bonds."


What implication are we to take from that statement in respect of the ERP formula?

MR. CARMICHAEL:  Well, what I'm -- what that whole discussion relates to is how corporate bond yields are made up.  They're made up of a benchmark yield -- a yield on a benchmark Canada bond, say a 30-year long Canada bond, and the credit spread that the market requires to attract investment in that bond.

And what I'm suggesting is that the credit spread metric and the cost of equity have a greater degree of relationship than the cost of common equity has with a Government of Canada bond.

MR. MONDROW:  So that credit spread between Government of Canada bond and the corporate bond reflects a perception of risk associated with the corporate bond not associated with the Government bond; is that fair to say?

MR. CARMICHAEL:  That's true.  But it builds on top of the corporate bond yield.

MR. MONDROW:  I understand that.

MR. CARMICHAEL:  Or, sorry, the long Canada bond yield.

MR. MONDROW:  And one of the Board's concerns within the last year is we saw the corporate bond yield increase significantly relative to the Canada bond yield and come a lot closer to the equity -- cost of equity; in other words, the spread between --

MR. CARMICHAEL:  The formula-derived cost of equity, that's right, which really goes back to the whole issue:  Is the formula-derived cost of equity appropriate or correct or reasonable in the circumstances?

MR. MONDROW:  I guess let me step back a step.  Maybe this will help.  Maybe I'll be clearer.

The long Canada yield is relatively stable, but it seems to me that over the last several months, perhaps over the last year, the corporate bond rate has been very volatile.  And Professor Booth deals with this in his paper and suggests that considering the corporate bond yield as an ERP base as opposed to the long Canada bond yield would simply introduce a significant amount of volatility into ROE calculations.

And I wondered if you could comment on that.  Maybe that's a simpler way to put it.

MR. CARMICHAEL:  Well, there has been a great deal of volatility in both the common share market and in the corporate bond market over the last 12, 18 months.

I think the description this morning was we were facing relatively unprecedented financial market conditions, which gave rise to tremendous volatility and a rapid sell-off.

So the volatility obviously affects corporate bond costs of capital, as well as corporate equity costs of capital, and both of which rose significantly during this period.

So, I mean, the market has been volatile over the last 12 months.  There's just no question about that.

MR. MONDROW:  But doesn't that shift of the corporate bond yield relative to the cost of corporate equity, the collapsing of the corporate spread, increase --

MR. CARMICHAEL:  Well, no, you can't -- I don't want to interrupt you.

MR. MONDROW:  Go ahead.

MR. CARMICHAEL:  But you have to remember that the 8.01 percent, that's a formula-derived cost of capital; okay?

MR. MONDROW:  Yeah.

MR. CARMICHAEL:  That doesn't reflect, in my view - and I think in most people participating in the market's view - that doesn't reflect what the utility's actual cost of common equity capital is.

What I'm saying is the 7.62 is based on transactions that took place in the marketplace for utility issuers raising debt, and that was, on average, approximately the yield that they paid.

The 8.01 that we're focussing on here is the formula-derived cost of capital, cost of common equity capital.

And I think it was entirely appropriate for the Board to say, Well, the spread between these two in 2008 was, as I recall, 247 basis points.  Now it's 37.  What's happened?

MR. MONDROW:  Do you know what the spread is now, because that was in the spring?  Do you know what the spread is now?

MR. CARMICHAEL:  No.

MR. MONDROW:  Okay.  Let's say it's about 200 basis points now.

MR. CARMICHAEL:  Yeah.

MR. MONDROW:  I guess my concern is that if the corporate bond rate is used as a base for the ROE calculation, which was one of the suggestions I think you're making in your paper, we get a very volatile ROE that's very time sensitive.  It depends very much on when you set it, at least in the last year's experience.  And I'd like you to maybe comment on that or maybe Fred wants to.

MR. CASS:  Sorry to interrupt you.  I just wanted to say that I think this is addressed more by Concentric, and I think they perhaps come to the opposite conclusion to what you're saying, so I don't know whether you want to get into that now or save that until Concentric is testifying.

MR. MONDROW:  Sure, that's fine.  I will leave it with Mr. Carmichael and we can talk about it tomorrow again, as appropriate.

MR. CARMICHAEL:  Maybe you better rephrase your question.

MR. MONDROW:  It just seems to me that there's been a lot of volatility in the corporate bond rate, and I thought you were saying in your paper that that corporate bond rate might be an alternative base for the ERP calculation.

And it seems to me, given the amount of volatility that we've observed in the corporate bond rate in the last year, for reasons that maybe we can talk about another time, using that as a base for the ROE calculation under the equity risk premium approach would result in an ROE that was extremely time sensitive, that would have been very different six months ago than it would be now if we were setting it today versus six months ago.

And that seems to me to be a problem.

MR. CARMICHAEL:  Well, I take your concern, but I would also say to you that using the equity risk premium model, with that comes some significant sensitivity in the periods that are used and the periods that, for example, kind of either -- book-end the analysis period.

The time series data that's used to formulate these models is very sensitive to the starting period and starting value levels and the ending period levels.  They can have a huge impact on the result.

MR. MONDROW:  And so the more volatile the base that you use, the more that's going to be an issue, obviously?

MR. CARMICHAEL:  The more volatile --

MR. MONDROW:  So if the long corporate bond basis were --

MR. CARMICHAEL:  No, I mean, not necessarily.  It depends on -- it depends on values at the start of your analysis period and the value at the end of the evaluation period.

MR. MONDROW:  Fair enough.  But everything else being equal, if the corporate bond yield is more volatile than the long Canada bond yield, the time series sensitivity that you identified is going to be more of a concern, isn't it?

If you accept the premise that the corporate bond yield is more volatile than the long Canada bond yield, you're going to have more of an issue with time sensitivity and cost of equity changes that are very dependent on the time that you set them.

MR. CARMICHAEL:  Well, I'm just considering your questions.  It is likely that the corporate spread, just thinking about its past, in the last year, has obviously been quite volatile.  But stepping back, 2000 to 2005, you basically had corporate spreads going from -- for 30-year issuers from 135 down to 110, something of that order.

So over an extended period of time -- I think you're trying to focus on an eight-month period where obviously the -- I mean, the financial system certainly of the US was called into question.  And for there not to be significant volatility in corporate bond spreads, that would be kind of highly unlikely.  So --

MR. MONDROW:  Fair enough, I get -- that was the driver for this review.

MR. CARMICHAEL:  Yeah.

MR. MONDROW: -- so that's why I'm focussing on this period.  But I take your point.  So thank you very much.

MR. GARNER:  Okay.  Thank you.  If we can, I'd like to get us back on track on this point.  But Jay, if you have more questions on the same subject, go ahead.

MR. SHEPHERD:  Again, on page 36 of your report, Mr. Carmichael, you talk about -- you say in that same question:
"Changes in the Government of Canada bond yield are not reflective of changes in the utilities risk profile."


And I was a little confused at that because I didn't think the bond rate was supposed to reflect changes in corporate risk profiles in any way; it's supposed to be a risk-free rate, isn't it?

MR. CARMICHAEL:  Well, I'm looking at that from the point of view of the formula and how it operates.  Recall how the formula operates.  You take 75 percent of this year's yield, subtract the base year yield, and you add that to the base ROE.  So what I'm saying is, we've had a period where, because of market conditions and flight-to-quality issues that Stephen mentioned, where Government of Canada bond yields, while corporate bond yields were going through -- you know, escalating rapidly, we saw the charts presented this morning, while those bond yields, corporate bond yields, were increasing rapidly, every other cost of capital was increasing rapidly.  Government of Canada bond yields, in fact, were declining.

And that's why the formula-generated ROE declined from 8.57 to 8.01.  And what I'm saying is that falling Government of Canada yields don't convey any information about perceived rising corporate risks and corporate costs of capital.

MR. SHEPHERD:  That rising risk was a risk in the eyes of investors; right?  Was a perceived risk?  The utilities weren't any riskier this year than they were last year or the year before; right?

MR. CARMICHAEL:  Well, it was -- Mr. Dafoe referred to this concept of "repricing risk."

MR. SHEPHERD:  Mm-hm.

MR. CARMICHAEL:  The risk could have remained the same except the price to carry those risks was higher.  So instead of accepting 100 basis point corporate credit spread, it all of a sudden became 150 to justify --

MR. SHEPHERD:  So okay, so here's what I'm driving at here and the reason I wanted to ask the question.  Because the methodology, the ERP methodology that's used by this Board and every other regulator, is based on --

MR. CARMICHAEL:  Well, it's not completely every other.

MR. SHEPHERD:  Almost every other.

MR. CARMICHAEL:  Well, is it every regulator?  I don't think Nova Scotia uses it.

MR. SHEPHERD:  The equity risk premium methodology --

MR. CARMICHAEL:  Yes.

MR. SHEPHERD: -- at its root requires a risk-free rate and a premium over that rate to reflect the appropriate equity amount.  You're not challenging whether the risk-free rate is a problem; you're saying that the premium isn't reacting properly because the formula doesn't have any way of making the premium react.  Correct?  Is that right?

Because the premium's where the risk --

MR. CARMICHAEL:  The adjustment mechanism, the year-to-year adjustment mechanism, which is essentially the 75 basis points based on the change in Government of Canada yields, is not working appropriately.

Firstly, I believe that 75 basis points adjustment is too high.  Secondly, I believe that the comparison of last year's Government of Canada -- or the base year Government of Canada yield to the prospective year Government of Canada yield doesn't convey any information about capital market conditions that necessarily relate to a corporate entity.

MR. SHEPHERD:  Is there a way of solving this without re-estimating the CAPM model, let's say, each year?  The problem with the 75 basis points not reflecting the reality of risk changes is going to be the same if it's 50 basis points because the market doesn't work that way; right?  It moves around more than that.  So doesn't that mean you have to re-estimate every year?

MR. CARMICHAEL:  Well, it means that long periods of time -- well, it means that, really, the formula can't be left in place for extended periods of time.

And in this -- in responding to the questions of the Board, I suggest, you know, every three to five years, the formula should be reviewed and recalibrated.  And the three to five years is dependent upon, you know, how satisfied are stakeholders that the formula is working correctly.  You know, what experience have you had with the formula in the last three years, four years, five years, to determine when it is again appropriate to, as I refer to it, "recalibrate," recalibrate the equity risk premium, recalibrate the transition rate, whether it should be 50, 60, 70, you know, where that transition should be made.  So that's, I think, what -- well, that's what I'm recommending.

MR. SHEPHERD:  Thank you.

MR. GARNER:  Thank you, Jay.

Are there any other questions?  If not, what I'd like to do is try and put us back on to schedule.  It's 3:05 right now.  What I'd suggest is that we reconvene at 3:20, and again, I think coffee's outside, Lisa?  Coffee is outside, and 3:20.  Thank you very much.  Thank you, Mr. Carmichael.

--- Recess taken at 3:07 p.m.


--- On resuming at 3:25 p.m.

MR. GARNER:  We're going to try to reconvene and restart the consultation.  So we're all back at our chairs.  I'd like to quickly welcome Dr. James Vander Weide from Duke.  I believe, Michael, you're going to say a couple of words and apparently invite us to take off our clothes.

MR. PENNY:  Well, just the jackets.  Since there's no presiding member, there was nobody to ask, so I was going to suggest that since it's hot in here, that maybe the gentlemen and the ladies, if they're wearing jackets, can remove them.

MR. CASS:  So you're the presiding member now?

MR. PENNY:  I said there is none.

MR. GARNER:  Well, in the spirit of things, Michael, I've taken off my jacket for you.

MR. PENNY:  There's a vote of support for you.  So I thought since Jim is new to Toronto, or at least new to the OEB, the courteous thing would be to introduce him instead of having him do it himself.

So Jim Vander Weide is from Durham, North Carolina.  He has a BA in economics from Cornell University, and got his Ph.D. in finance from Northwestern University.  He's a founding member of the School of Business of Duke University, and has been a professor there for 35 years in the School of Business.

He's written, done research, and taught in the areas of corporate finance and economics for those 35 years.  Jim just recently retired from teaching responsibilities at Duke, but remains on the business faculty as a research professor.

Jim has participated as an expert witness in over 400 regulatory and legal proceedings, mostly in the US, but they include proceedings before the Federal Energy Regulatory Commission, various state regulatory commissions - I think it's 42 states in total - the Federal Communications Commission, and then Canada, the Canadian Radio, Television and Telecommunications Commission, and more recently in Canada the National Energy Board in the TQM proceedings, the Alberta Utilities Commission in the recent generic cost of capital proceedings, and he's filed evidence and will be appearing cost of capital matters in the pending Terasen proceedings before the British Columbia Utilities Commission.

So with that, Jim, let me turn it over to you.
Presentation by James Vander Weide:

DR. VANDER WEIDE:  Thank you very much.  It's a pleasure to be here with you today to discuss these important issues.  I will say that taking the cab into the hotel, this is a beautiful city.  You ought to be -- for those of you who live here, ought to be very happy that you can live in a nice city like Toronto.

I'm going to keep my remarks relatively short.  You've all had them for some period of time.  And, in addition, I have some details on my methods that follow my overhead.  So you're sure that those of you who have taken the chance have had an opportunity to see some of this before.

My purpose is to address the first question that the OEB raised prior to this consultation and that is:  What methods can be used to determine whether the OEB's fair rate -- or ROE formula is producing a fair return fair rate of return?

And I'm going to propose six methods for that.  First, I'm just going to remind you what the formula looks like, and I'm going to just point out that in today's interest rate environment, at least as of August 10th, the forecasted yield on long Canada bonds was 4.23 percent and that the formula using that interest rate would produce a risk premium of 4.17 percent.

That will be useful, because I will refer to this risk premium at several points as we proceed.

Again, I mentioned I looked at six tests of whether the formula is producing a fair rate of return, and I want to mention that the cost of equity or the fair -- in estimating the fair return is a very complex thing.

So there's not just one simple test that can tell you whether the fair rate of return -- whether the formula is meeting the fair rate of return.  One can look at the cumulative evidence of several tests, and each one of these tests will take a different perspective.

Some of them will look at experienced returns, that is -- or realized returns, as some people refer to them.  That is the returns that were achieved by investors in utility stocks in previous years compared to investors in the Canadian market index.

Some of them will look at forward-looking returns; that is, returns that investors might expect going forward.  And one way that I look at those is to give some results of a discounted cash flow approach on a forward-looking basis.

And a third type of test or a way that we can examine what investors might require is to look at allowed returns in jurisdictions that are not -- where allowed returns are not determined by a formula.

So in each case, as I go through these tests, we have to keep in mind whether these are historical returns or they're forward-looking returns or they're allowed returns, because those are three different things, and we use all three of them to test whether the return provided by the formula is fair.

Now, the first test is to look at experienced risk premiums on investments in Canadian utility stocks.  And there are two Canadian utility stock indices that I'll look at.  Neither one of them is perfect, because, as has been previously mentioned, most Canadian utilities are really part of holding companies that have diversified operations.

And so there are no perfectly regulated Canadian utilities, but this gives some evidence from the Canadian markets of what we might expect, among other methods, for future rates of return.

And the two indices are, one, the set of returns for the utilities in the S&P/TSX utilities index, and that index goes back to 1956.  And in each year, what I do is I compare the return that was earned by the investors in the index, in that year, to the yield on long Canada bonds, and then I do that year by year through 2008, even as bad as 2008 was, and I average these returns to see what the average risk premium was for investors in the S&P/TSX utilities.

I also do the Bank of Montreal cap to markets basket of utility stocks.  The utilities in that index have an advantage in terms of the information that we're seeking to obtain, in that they have a greater percentage of their revenues from traditional utilities operations than the utilities in the S&P/TSX utilities index.

The disadvantage is the series doesn't go back as far in time.  It begins in 1983, whereas the first index goes back to 1956.

So I look at both of them and I take an average of the two, and I find out that the experienced average risk premium on an equity investment in Canadian utilities is 5.5 percent.  That's the risk premium compared to the long -- to the yield on long-term Canada bonds.

As I indicated earlier, the risk premium that the formula currently provides is 4.17 percent.  So one test is:  Is the experienced risk premium greater or less than the premium provided by the formula?  And the answer is the formula risk premium is less by approximately 130 basis points than the experienced risk premium over periods of 30 to 50 years on Canadian utility stocks.

The second test of whether the formula is producing a fair return is based on allowed rates of return.  And here I choose to look at allowed rates of return in the US because those are determined based on evidence that's provided in each proceeding.  There are no US states that really have a formula rate of return, like those in Canada.  And so they listen to evidence and they reach a judgment based on the weight of the evidence, and the advantage of this set of returns is that there's no circularity involved in testing the formula return because these returns aren't determined by the same type of formula that's used in virtually every province and regulatory jurisdiction in Canada.

And it turns out that if one looks through the years 2006 through 2008 at allowed returns for electric and natural gas utilities in the US, the allowed returns average approximately 10.4 percent on equity, and the allowed equity ratios are approximately 49 percent.  If one updates through the first six months of 2009, the numbers are quite similar.  The allowed ROE average, I believe, is approximately 10.5 percent, and the percentage equity is down slightly, to closer to 48 percent equity.

Again, the test is to compare these allowed returns and equity percentages to the allowed returns and the equity percentages used under the formula in Ontario, and it's fairly evident that the allowed equity returns are approximately 200 basis points higher in the US than they are in Ontario.  And the equity ratios are from 10 to 15 percent greater, on average, in the US than they are here.

The third test of whether the formula's providing a fair return is to look at the sensitivity of the forward-looking required return.  This is the third type of return.  I've looked at historical, I've looked at allowed, and now I'm looking at forward-looking returns.

Forward-looking returns are determined by a discounted cash flow model applied to comparable risk utilities.  And in this case, I also look at a historical period of time, and what I do is I do a discounted cash flow cost of equity in every month over approximately the last ten years.  And I compare that discounted cash flow estimate of the cost of equity in each month to the current interest rate on long-term Canada bonds in those months, and calculate a risk premium.

My purpose of doing that rather than to just estimate what the discounted cash flow result is now is so that I can see what the sensitivity of the forward-looking risk premium is to the interest rate.  So I can test the adjustment mechanism in the OEB's ROE formula, which, as we've heard previously today, adjusts the risk –- the cost of equity by 75 percent of any change in the long Canada bond, and I can test to see whether that adjustment mechanism really reflects the sensitivity of forward-looking returns to changes in interest rates.

And for the utilities that I look at, I look at both electric utilities and natural gas utilities, and I examine whether they are -- I attempt, to the best of my ability, to find utilities that are similar in risk.  And I'll discuss that as we go, what I do.

And one of the advantages of the US utilities compared to the Canadian utilities is that the US utilities tend to have a higher percentage of their revenues from regulated operations on average than the Canadian utilities.  The US utilities, there are a lot more of them.  Usually I feel comfortable if I have a larger sample -- more comfortable if I have a larger sample of utilities than if I have a smaller sample of utilities, because estimating the cost of equity for any one utility involves a lot of uncertainty.

And so the more companies I have, assuming they're of the same risk, the more comfortable I feel with the estimate of the cost of equity, okay.

So there are a lot more publicly traded utilities, and the third advantage is that the data required to estimate the cost of equity is more readily available.

For instance, if one is estimating a discounted cash flow estimate of the cost of equity, it's very helpful to have good estimates of investors' growth expectations.  In the US, there is widespread use of analysts' growth expectations for utilities.  And I've done a lot of research that indicates that investors use the analysts' growth rates to estimate the future growth of the proxy companies on average.  The stock prices of utilities are highly correlated with analysts' growth rates, and sometimes some have worry to whether analysts' growth rates are overly optimistic.  I've reviewed the extensive literature on that subject, and there is no evidence that if you conduct your tests properly, that there is no optimism in the analysts’ growth forecasts.

So these are the advantages in this test of using the US utilities.  And I find that the cost of equity, the forward-looking cost of equity, declines by less than 50 basis points when interest -- when the interest rate on long-term government bonds changes by 100 basis points.

So if the interest rate goes down by 100 basis points, the cost of equity goes down by less than 50 basis points.  In other words, the risk premium increases when the interest rates go down, and the risk premium decreases when interest rates go up.

And so the evidence that the sensitivity is less than 50 basis points indicates that the 75 percent sensitivity used in the formula is probably high.

Again, each of these tests has to be viewed in combination.

The fourth test -- oh, I'm still not finished with the forward-looking risk premium.  Also from the equity risks premiums, then, and the relationship to the interest rates, one can forecast what the most likely current risk premium would be.  That is, if you know what the current interest rate is and you know what the historical relationship has been between the forward-looking risk premium and interest rates, you can calculate the current forward-looking risk premium.  And with the ex ante data using data through February of 2009, I found risk premiums in the range of 7.5 to 8 percent.  That was a period when government interest rates were somewhat artificially low.  The interest rate here was the long-term government.  So I also updated that using more current data, and I find that now it's closer to 7 to 7.5 percent.

Again, one may quibble with certain aspects of this study, but taken together, we now have four different studies that use different methods and different approaches that all provide some evidence that the formula fails to provide a fair rate of return at this time.

The fifth test is to look at the sensitivity of allowed rates of return to changes in interest rates.

Allowed rates of return in the US occur very -- you get a lot of evidence on allowed rates of return, because there are approximately 55 market-traded electric utilities, and there are at least 12 market-traded natural gas utilities.  And so you have a lot of utilities, and there are a lot of rate cases going on on a regular basis.

And so one can look at those allowed rates of return and to see how sensitive the average is by year to changes in interest rates.  And, again, it turns out that the average allowed return changes by less than 50 basis points when interest rates change by 100 basis points, supporting the conclusion once again that the 75 sensitivity in the formula is too high.

And then my last test of the six different tests is one that we've talked about in this room quite frequently today.  This is not a test that goes over a long period of time, but it's just the simple logical fact that in the period of financial crisis that we experienced over the last year and a half to two years, one would have expected the cost of equity to go up as investors' aversion to risk increased.  And, instead, we found that the ROE formula produced lower ROEs during this period of financial crisis.

Now, one could say with regard to this test that, Well, aren't we through the biggest part of this crisis, and so maybe everything's going to be all right again?  Well, first of all, I'm not quite as optimistic that we're entirely through this crisis.  It's not nearly as bad as what it was in the depth of the crisis, but, on the other hand, there are some structural factors that are unlike any period that we've had for several decades.

One of those structural factors is that over the last decade consumers have been spending more than their incomes, and they found out a hard lesson that most of the people in this room probably learned when they were very young from their parents, and that is, you can't spend more than what you earn, okay?

I wish that if my students could remember one thing, they would remember that one, but a lot of consumers forgot that basic lesson of finance and they overspent.  And now they're having to recognize that they can't continue to spend at the levels that they have over the last decade.

And so we're going to have quite a period of time where consumption expenditures are not as high as they have been over the last decade.  And, as a result, we're also going to be having a hard time generating employment to the same extent that we have in the past.

All the financial and economic forecasters that I've followed are predicting that, yes, we're past the depth of the recession, but the expansion is going to be very weak because of these factors.

And, third, we have to live with the government deficit -- government deficits around the world that are much higher than people have experienced in recent times.

So based on these six tests, then, I conclude that the fair return standard requires that Ontario utilities be given an opportunity to earn a return on their investment that is commensurate or approximately equal to returns on other investments of comparable risk.

And from my studies, I find that the formula does not produce a fair return, according to my six tests.  And I conclude that Ontario utilities should be allowed to earn ROEs in the range of approximately 10 to 11 percent on equity ratios in the range 40 to 50 percent.

These allowed returns and equity ratios are not independent of each other, because the higher the equity ratio you have, normally, the allowed return.  And so if you're at the high end of the range on one of these two, you would likely have to be at the lower end of the range on the other one.

But I find also that US utilities are generally allowed a rate of return on rate base of approximately 8 percent, and that is -- that is for electric utilities, it's for natural gas utilities, and it is not very sensitive at all to bond rates -- to bond ratings.  It's not very sensitive to the percentage of revenues generated from regulated services.  It's a number that seems to be an average for utilities throughout the US.

So that completes my presentation, and I'd be happy to take questions on it at this time.

MR. GARNER:  Thank you, Jim.  So we'll open up the floor and look for some questions.  Why don't we start with you -- I've gone blank...  I'm pointing at you, yes.  Jay, thank you.
Q&A Session:

MR. SHEPHERD:  I'm the new boy.

MR. GARNER:  I know.  It's hard for me to remember who you are.

MR. SHEPHERD:  It's because I'm so quiet.

MR. GARNER:  That's probably it.  And while we're waiting, I'd just say, Jim, thank you also for that clear presentation.  I think we could all hear you in the back of the room that time.  And I think they're all thanking you.

DR. VANDER WEIDE:  I'm used to trying to reach out to the students in the back of the room, so...

MR. SHEPHERD:  Thank you, Dr. Vander Weide.  Can I ask you first about -- your first point, as I understand it, is the average experienced equity risk premium for utilities over the last however many years is about 550 basis points.  We're only at 417 now, so there's something wrong; is that --

DR. VANDER WEIDE:  That's one bit of evidence that corroborates that conclusion.

MR. SHEPHERD:  Okay.  So I thought about that, and then I looked at your own paper, at appendix A, which is on page 39.  You have the experienced risk premiums every year, and they're all over the map.  Like, at any given point in time, the relationship between the long-term average and that year is -- like, 417 is actually good.  That's real close.  All these other ones are way off.

So I don't understand how that's a relevant fact.

DR. VANDER WEIDE:  Well, it's fairly clear that one cannot use experienced returns on a year-by-year basis.  For example, Dr. Booth does a whole host of studies looking at experienced risk premiums on the market portfolio, and he doesn't look at historical risk premiums in one year or another year.  He looks at it on average over a long period of time.

And the logic behind that is that in any one year you might not have got what you expected.  For instance, investors at the beginning of 2008 in the capital markets did not expect that they would lose 40 percent on their investment on average.  That doesn't mean that that was their required return in 2008.

However, if one looks at data over a long period of time, one wouldn't expect that investors would consistently either underestimate or overestimate the required rates of return.  In some periods, they would earn less because they got less than what they expected.  In other periods, they would earn more because they earned more than they had expected.

But if we look at a long period of time, then it would be at least one indicator of what they required, not in any one year, but on average over the entire period, and it would be only one among several indicators that one would look at.

MR. SHEPHERD:  Okay, I understand that.  So I understand why you would look at a long data series as your -- the thing you want to test to, but what I don't understand is why you would take a point-in-time calculation of the Board's rate and say, Well, that's got to be wrong, because at this point in time it's not close to the 35-year average.

I don't understand that, because it would seem to me that that 417 is actually closer than any of these years.

DR. VANDER WEIDE:  Well, again, it doesn't matter what happened in any one year.  That's a totally irrelevant number because investors don't necessarily get what they expected --

MR. SHEPHERD:  I understand.

DR. VANDER WEIDE: -- in the year.  But on average, at least we have some evidence if we look at a long period of time of what they require on a going-forward basis.  It could possibly even be off over 30 to 50 years.  But at least it's additional evidence of what they require.  I'm not saying it's perfect.  Neither are any other -- is any other test perfect.  But the evidence becomes cumulative.  And if we see that investors in fact experienced risk premiums, on average, of 5.5 percent, and, by the way, this was an average for many years in which interest rates were higher than what they are right now; and we have other evidence from our other methods that the risk premium tends to increase when interest rates go down.

MR. SHEPHERD:  Well, that's my follow-up question.

DR. VANDER WEIDE:  So that the 5.5 percent, if anything, is low.

MR. SHEPHERD:  Okay, so --

DR. VANDER WEIDE:  Because the average interest rate over this long period of time is higher than what it is at present.

MR. SHEPHERD:  So that's my follow-up question, and that is, if 550 basis points is where you should be, then presumably we could go back to 1997 to when the Board actually estimated this model and started the formula working, and see whether -- what they used as 550 basis points.  And if they did, they were right, and if they didn't, they were wrong; is that correct?

DR. VANDER WEIDE:  I don't know what the risk premium would have been from the base period of this -- of these studies to 1997.  One would have had to look at the period from 1956 and 1983 through 1997.  And my goal here was not to examine what the commission did in 1997.  My goal is to –- only one point in time, and that is to examine whether the current formula, at this point in time, provides a fair return.

MR. SHEPHERD:  Here's the thing I'm trying to get at, Doctor, and that is the -- sorry.  The Board has a different question.  The mike's not on.  Is it not on?  It's not.

MR. GARNER:  Just press the bottom of it.  It should be on.  Press the bottom and just wait, Jay.

MR. SHEPHERD:  Is that better?  Is that better?

MR. GARNER:  There you go.

MR. SHEPHERD:  The -- now I've lost my train of thought.  The Board has a different question if it's asking itself:  Did we start at the right point in 1997, and we're off now because of the formula; or did we start at the wrong point in 1997 so we're off now because we started being wrong?  Mr. Carmichael said earlier we were wrong in the beginning.  In 1997, we were already wrong.  And I take it you're not telling us whether it's the formula that's the problem or whether it's the starting point that's the problem.

DR. VANDER WEIDE:  I didn't examine the starting point in and of itself, I looked at six tests of whether the current formula provides a fair return.

MR. SHEPHERD:  Okay.  So then I have two other questions.

The first is, you've suggested that the annual adjustment should be 50 basis points, not 75.  And other people have said that too.  I take it you would agree that that would promote greater stability in the ROE.

DR. VANDER WEIDE:  First of all, I don't agree with your hypothesis.  I'm not suggesting that the formula should be adjusted to use 50 basis points.  I haven't, in fact, accepted the hypothesis that one ought invariably to rely on a formula.  What I'm saying, all I'm saying is that the formula as it exists right now does not provide a fair return.  I have not suggested a method for adjusting the formula.  I've provided evidence that, to one question.  And that is:  Does it provide a fair rate of return right now?

MR. SHEPHERD:  Well, so then how should we understand your statement that the 75 basis points is wrong and that 50 would be more correct?

DR. VANDER WEIDE:  You ought to understand it as a test of whether a formula based on a 75 percent adjustment factor provides the right adjustment.

If you want to use a formula.  I have not said that you ought to use a formula.  But if you have a formula that's based on a 75 basis point adjustment, that -- one of the things that's an issue with that formula is that it adjusts – it is too sensitive to changes in interest rates.

MR. SHEPHERD:  All right.  And then my last question relates to the different decisions by US regulators and Canadian regulators.  And one of the things you said is that returns in the US are higher than returns in Canada; therefore we're wrong.  But it's also possible that the US regulators are wrong, isn't it?

DR. VANDER WEIDE:  There are a lot of things that are possible in the world, and I would think that that's a possibility that they're wrong as well.  But there is a difference between the two.  And one is that if you -- one difference is that in Canada, returns are almost uniformly determined by a formula.

I have studied finance for well over 35 years, and I don't know of any formula that gives you a right answer for any length of time for anything in finance.  There isn't a formula that will tell you what the cost of equity is.  There isn't a formula that will tell you precisely what the right capital structure ought to be.  The world changes.  And one ought to be constantly open to the possibility that a formula that works at one point in time may not work at a different point in time.

So the advantage of looking at US returns is that those are determined based on capital market evidence at the time of the case.  Again, it's possible that US -- that the US regulators are wrong, but that is an independent test.  Remember, this is one of six tests.  It's -- I'm not putting everything on this one test.  I'm saying that regulators in 50 different jurisdictions have looked at evidence from many different utilities, and on average have come up with numbers that are higher on a higher equity base.

MR. SHEPHERD:  You're aware that this Board has also looked at evidence on the equity risk premium a number of times in the last few years:  In 2003, a full hearing; in 2006, a review; and some rate cases.  Would you consider those to be equivalent information that allows you to then calibrate this Board's decisions?

DR. VANDER WEIDE:  One, I'm happy that they have looked at different evidence at different points in time.  On the other hand, the question is whether this formula currently provides a fair rate of return.  And I've looked at six different tests of whether it does.  And I don't -- I find that in all six cases the formula does not provide a fair return.  It doesn't meet those -- any one of those six tests.

MR. SHEPHERD:  And the final part of that, then, is, you heard this morning -- you were here this morning; right?  You heard the experts who came to talk to us talk about the fact that US utilities generally have lower bond ratings.  They are riskier, right, than Canadian utilities.  That's true, isn't it?

DR. VANDER WEIDE:  Well, let me say what I believe to be the truth.  I think it was somewhat misrepresented in some of the conversations that were taking place.  In the US -- well, both Standard & Poor's and Moody's both have three levels of bond ratings within each category, within in any category.  For instance, within the A category, the S&P, for example, will have an A plus, an A, and an A minus.  And within the BBB category, there will be a BBB plus, a BBB, and a BBB minus.

It was represented, I don't recall by whom and maybe they were only looking at a range, but that the US utilities were in the BBB category.  That's a very broad generalization.  In fact, the average for the US utilities is more like BBB plus - that is, the electric utilities - and for the natural gas utilities it's closer to an A minus, which is approximately what the bond ratings are for Canadian utilities.

But, in addition, it was brought up -- there are two other factors that would lead one to be very careful in rushing to a conclusion that US utilities have greater risk.  One of those is that these are bond ratings.  The fair rate of return we're talking about is a fair rate of return on equity.

Equity investors have a lot different risks than bond investors.  If you hold a bond to maturity, other than the possibility of bankruptcy, you are guaranteed the rate of return that's equal to the coupon, or the rate of return that's the yield to maturity on that bond.

So bond investors are primarily concerned with the possibility of bankruptcy.  Equity investors are residual investors.  They get whatever's left, so they don't get any promise of anything from the company.  So they're more concerned about the variability in their return rather than simply the probability of bankruptcy.

So the first point is that equity -- bond ratings don't necessarily capture equity risk, but the second point is that the ratings are quite similar - perhaps slightly different, but still quite similar - in the US to Canada.

And the third point, someone this morning brought up the fact that in Canada the utility bonds tend to have more covenants than US utility bonds, and --

MR. SHEPHERD:  I actually thought they said the opposite.  Did I misunderstand that?

DR. VANDER WEIDE:  I think you did.  I believe -- I understood them to say that the Canadian bonds have more covenants than US utility bonds.

And those covenants add an additional protection to the purchaser of that bond.  The ratings that S&P provides are generally called "issuer ratings".  That refers to the risk of the company as a whole.  And if you, for instance, buy a mortgage bond from a utility rather than an unsecured bond, the ratings on those mortgage bonds are generally one step higher than the issuer rating.

So if the issuer ratings are BBB plus for the US utilities, the mortgage bond ratings would be A minus, on average, for even the electric utilities and slightly higher for the natural gas utilities, and I would suggest that the mortgage bond ratings would be more similar than -- if it's true that Canadian utilities have greater degree of covenants than US utilities, that the mortgage bond ratings would be more comparable to the Canadian ratings than the issuer ratings.

MR. SHEPHERD:  Thank you.

MR. GARNER:  Thank you.  I'm going to go around.  Larry, you had a question, did you not, so why don't we start there?  And then, Ian, I think you're next.

Before you do, though, can I just again repeat, because we do have listeners on our audio, that you can send questions through - and I'll repeat again - edr@oeb.gov.on.ca, for the people who are listening in.  Thank you.

Sorry, Larry, go ahead.

DR. SCHWARTZ:  Thank you, Professor Vander Weide, for a very thorough study, I think.

My questions are perhaps somewhat conceptual.  Speaking somewhat generally, what would you think would be the  relationship between the utility ERP and the more general market return premium, the equity market premium, that Ibbotson and Sinquefield have tried to estimate over long periods of time?

Would you think that the risk premium would be higher or lower than that?

DR. VANDER WEIDE:  Well, I've studied that issue, and one can estimate that using data like the Ibbotson and Sinquefield specifically for utilities, rather than for the market.

So if you look at the -- and calculate a long-run beta for the utilities -- because beta fundamentally measures the ratio of the risk premium on the utility to the risk premium on the market.

I would expect the utilities to have a beta less than one, meaning that their risk premium is less than the risk premium on the market.

DR. SCHWARTZ:  Okay.

DR. VANDER WEIDE:  For US utilities, if you look over long periods of time, like the Ibbotson and Sinquefield data, you will find that the US utility risk premium is about 93 percent of the market risk premium.

For Canadian utilities, the data that I presented suggests that the Canadian risk premium for the utilities is approximately equal to the risk premium, over this many years of history, to the market -- to the risk premium on the Canadian market.

Now, although I fundamentally believe that utilities are less risky than the market, I don't believe that betas, as they are traditionally calculated, measure that risk.  Some witnesses have suggested that betas are approximately 0.5 for utilities.  Looking at this long-run evidence, I suggest that the risk premium on the utilities is much closer to that for the market than being only half of the risk premium for the market.

DR. SCHWARTZ:  Okay.  You've kind of anticipated, I guess, some of the question.  But, now, my understanding, I've been interested in this research question called the equity risk premium puzzle, which suggests that the Ibbotson Sinquefield market risk premium of, what, around 6 percent was too high, and perhaps very, very, substantially too high.

So that if that's the case -- oh, do you have an idea for the US as to what the equity risk premium ought to be, if Ibbotson and Sinquefield are wrong?

DR. VANDER WEIDE:  I tend to think that the Ibbotson and Sinquefield data provides a reasonable estimate.  I'm not a true believer in the CAPM, as some are.  I think it provides some useful information, but it's not the be-all and end-all in terms of models for estimating the cost of equity.

But one of the difficulties is estimating the market risk premium.  The evidence that suggests there was an equity risk premium problem arose in the late 1990s during the tech bubble, and during the tech bubble people were wondering, Why is it that stock prices went up so rapidly for all of these companies?  How could one explain it when many of them hardly had any earnings?

And so the possible explanation was that maybe the risk premium has come down, and maybe that's why those stock prices had gone up so much, was that investors now required a lower risk premium.

So there were a lot of studies in the late 1990s trying to estimate what the investors' risk premium was.  And I would suggest that most of those studies relate primarily to that period of time.

Since the late 1990s, stock prices have gone down, and I don't see analysts today wondering why stock prices are too high.  I see them wondering why they're so low.

DR. SCHWARTZ:  Fair enough.  So, just to recapitulate, you think that the equity market premium for utilities is, I guess, what, about 93 percent of the market-wide risk premium?

DR. VANDER WEIDE:  Yes.

DR. SCHWARTZ:  Okay.

DR. VANDER WEIDE:  At least that's what the long-run evidence indicates.

DR. SCHWARTZ:  And if you challenge the people, the proponents of the puzzle and we assert that Ibbotson Sinquefield are approximately right, and their number is -- was it taken to be 6 percent?

DR. VANDER WEIDE:  Right now it's 6.5 percent.

DR. SCHWARTZ:  So the equity risk premium should be, for the US, 93 percent of 6.5?

DR. VANDER WEIDE:  Again, I'm not a true believer in the CAPM, and I would normally recommend looking at several tests.  But if you wanted --

DR. SCHWARTZ:  I'm not talking about CAPM.  I'm just asking --

DR. VANDER WEIDE:  Well, if you wanted to put it in the framework of the CAPM, I would suggest that betas in the 0.9 range would be more appropriate than betas of 0.5, one, because there's some evidence that, as I suggest, the risk premium for utilities has been roughly 90 percent of that of the market; and two, because there's a great deal of evidence that the capital asset pricing model significantly underestimates the cost of equity for companies whose betas are less than one, and especially if they're very much less than one.

DR. SCHWARTZ:  Okay.  I'm certainly prepared to accept your view on that but in any case, so if we say Sinquefield is 6.5 percent for the market, then 90 percent of that should be the utility risk premium for the States.

Your premiums for Canada, Canadian utilities, at least on the forward-looking approach, are substantially higher than that.

DR. VANDER WEIDE:  They are for the forward-looking approach.  For the experienced returns, they were 5.5 percent, as you recall.  And so, so those two pieces of evidence would corroborate each other.

But, again, I would look at several approaches.

DR. SCHWARTZ:  Thank you very much.

MR. GARNER:  Thank you.  Ian.

MR. MONDROW:  It's on.  It's on.  Thank you.

Doctor, my name is Ian Mondrow, you've heard this morning, I think, I'm counsel for the Industrial Gas Users Association.

DR. VANDER WEIDE:  Yes.  Good afternoon.

MR. MONDROW:  Thank you for your presentation, it was very clear.  I want to start with that in a way.  The Board issued a letter to parties, it was addressed to Robert Warren, who acts for the Consumers Council of Canada, on August 20th, and in that letter to Board reiterated that its consultation is prompted by the state of financial markets.  And you have conducted these six tests and provided lots of interesting information very clearly; I agree with my colleagues.

But I'm having a bit of trouble focussing in on what it is that you've presented that really speaks to the current state of financial markets as opposed to a kind of a de novo review of the ERP approach.  Can you help me focus on that?

DR. VANDER WEIDE:  Yes.  My last test, the sixth test, as you recall, was a test of whether the formula produced higher returns in periods of higher risk.  I believe not only was the -- the risk, although it is gone down somewhat since, say, the third and fourth quarter of 2008, the risk is still considerably higher than it was in 2006 or 2007.  And so I would have expected that the required return would increase.  And instead, the formula produced a return that decreased during this period of heightened risk and averseness to risk.

MR. MONDROW:  In this context "risk" is a relatively concept, isn’t it?  I mean, if capital is looking for a home, it will go to the least -- sorry, it will go to a home where the returns are commensurate with the relative risk of that investment, as opposed to an absolute value.  So when you say that the equity return has gone down, you have to really look at that movement relative to the movement of other types of equity in the market to draw conclusions, don't you?

DR. VANDER WEIDE:  Well, I was referring to the formula ROEs, and I'm not saying that the cost of equity has gone down, I'm saying the cost of equity has gone up as a result of this risk and I'm testing whether the formula went in the same direction as the risk.

And in fact, it went in the opposite direction of the risk; the formula produced a lower return in a period when risk increased.

MR. MONDROW:  And so that's a problem if the lower return results in an inability of the utility to attract capital or to honour its debt covenants and so on, so you have to look at the impact of that lower return.

DR. VANDER WEIDE:  Well, I wasn't looking at either -- I was looking, really, at one of the three tests of the fair return.  And that was the test of whether the returns were commensurate with returns on other investments of the same risk.

And I don't believe -- if risk is increased, the required return ought to increase.  If a formula produces a return that goes down when risk is increased, that's not in, in my mind, what one would expect for a fair rate of return.

MR. MONDROW:  One of the things that as I understand your answers to the Board's questions you suggest to address this problem that you've identified is that you prefer to use A-rated corporate bonds versus Government of Canada bonds.  I was having this discussion, trying to have this discussion, earlier with Mr. Carmichael.  Did I understand that correctly?  That's your preference?

DR. VANDER WEIDE:  That was in a response to a different question.  And as I indicated, this was a perfect -- that was my preference.  But I didn't say that I would use those utility bonds in a formula.  I said it was my preference if I'm estimating a risk premium to do it over utility bonds than over the risk-free rate.

MR. MONDROW:  All right.  Have you had a chance to look at Dr. Booth's -- sorry, Professor Booth's paper?  He spends a little bit of time talking about the impact of the current crisis on utility bonds, that the yields have been very volatile, that liquidity has been an unusual problem, and that those liquidity problems haven't been observed in equity market.  And I think we'll hear from him directly but he concludes that using corporate bonds is problematic, if you're trying to use that as a baseline to determine an ROE for a utility.  Can you comment on that?

DR. VANDER WEIDE:  Sure.  I believe what he was saying was that -- and it goes along with the question that I heard you ask earlier to the previous expert who was providing a presentation, that the use of utility bonds, at least judged on the evidence over the last year and a half, might provide more volatile returns.  And I would suggest that it's not the volatility of the return that's important.  It's whether it provides a fair return that's important.

If we wanted stability, if that was our sole criterion, we could either have a formula that the return ought to be 15 percent in every year.  That would be about as stable as it gets.  Or we can say to the opposite extreme:  It ought to be one percent in every year.  And that would be very stable.

But neither one of those would be a fair return.  The fair return changes with capital market conditions.  And it seems to me the issue at hand is how can we determine whether we're providing a fair return, not how can we determine whether we can provide a stable or a constant return.

MR. MONDROW:  All right.  Just a couple more questions.

You comment, I think this is page 5 of your answers to the Board's questions, you comment on the Concentric report from 2007, and you recite -- this is a response to question number 4.  And you recite, you refer to that report and you say:
"The report compares the allowed ROEs and equity ratios for a comparable group of US natural gas distribution companies to the allowed ROEs and equity ratios for Canadian natural gas utilities."

You go on to paraphrase the finding in that report.  You say they find that comparable risk US utilities have significantly higher ROE allowed ROEs and equity ratios than Canadian utilities, and you opine that this finding is certainly an important test of whether the OEB ROE formula satisfies the comparable investment standard.  And then you talk about the other tests that you set out in your response to question 1, and which you went through in your presentation here today.

My question about that is, have you evaluated the robustness of that Concentric work or are you simply accepting the outcome when you make the statements that you make --

DR. VANDER WEIDE:  I'm not sure how, how you're defining the word "robustness."

MR. MONDROW:  Well, you seem to be concluding that comparison to US utilities based on what Concentric found is certainly an important test of our ROE formula here.  So it seems to me that in doing so, you're accepting, at least for the purposes of this response, that Concentric is correct when it concludes that there are similar degrees of risk between US utilities and Canadian utilities.  And I'm asking whether you've done any analysis of that yourself or are you simply proceeding on the basis of Concentric's findings?

DR. VANDER WEIDE:  No, I've done analysis of that myself.

MR. MONDROW:  And you commented earlier -- it's obvious, there are 50 states in the US.  And I assume that the regulatory regime in each of those 50 states is different, isn't it?

DR. VANDER WEIDE:  Well, there are differences and there are similarities.  The basic similarity is that all of the US utilities are regulated on the basis of rate of return regulation, where they look at evidence on the companies' operating expenses, they look at evidence on the rate base, and they look at evidence on the cost of debt and the cost of equity and the capital structure, and they determine a revenue requirement.

They also have a concept of a fair rate of return.  And the concept is rooted in the same legal standards as the Canadian concept of a fair rate of return.

So I think that those similarities are very strong among the regulators.  However, what happens is they each get different pieces of evidence.  They all have the same philosophical principles, but they listen to the evidence that's available and presented to them in each proceeding, and they evaluate that evidence on whether the operating expenses are reasonable, and whether the rate base is reasonable and whether the rate of return that's presented is a fair return.

And on the basis of that, they reach a judgment about what the revenue requirement is, and that's what the utility in that jurisdiction is allowed to earn.

MR. MONDROW:  But you're saying that the rules and the principles that each of those 50 regulators apply are basically the same?  It's just the evidence that's different?

DR. VANDER WEIDE:  When we say -- "basically the same" obviously has some vagueness to it.  I've suggested what the similarities are.  There are some differences.  I wouldn't consider them large.  And when you're looking for comparable companies -- because you have to realize that we don't have a lot of pure regulated utilities in either Canada or the US that are 100 percent pure regulated utilities that are publicly traded.

There are -- probably in every jurisdiction, there are some slight differences in various principles of regulation.  For instance, cost recovery mechanisms may be different.

I'm suggesting that the similarities are more -- there are more similarities than there are differences in the regulatory practices among the 50 states, and there are more similarities between the regulatory practices in the US and Canada than there are differences.

MR. MONDROW:  Do regulated utilities in the US tend to over-earn or under-earn?

DR. VANDER WEIDE:  I haven't studied that issue, because to calculate the rate -- the actual rate of return for a utility is somewhat difficult unless you're a regulator of that utility.  Most utilities -- or many utilities are parts of holding companies, and they have other businesses, not all of them.

The percentage of their regulated revenues tends to be higher than for the Canadian utilities.  But, in addition, many of the regulated utilities operate in more than one state.

And so even if you looked at the annual report of the holding company and you looked at their segment report for their utility segment, you wouldn't get a rate of return by state that you could compare with an allowed return, and it would take an exceeding amount of effort for -- the regulators in each state know whether the utility earned more or less than the allowed return, but for a person to do a study across the whole country in every state would be a very difficult job.

MR. MONDROW:  Okay, thank you.  Last question.  Thank you for your attention.

In a number of -- in your response to a number of the questions asked by the Board and addressed in your -- in the first part of your documents that you filed in this proceeding, you recommend further study.

Can you encapsulate for us what it is -- and you've been very candid with us.  What you provided is basically a response to the first question and a series of tests and observations.

Do you have a recommendation, though, for how this Board should proceed, given what you've seen and what you've learned in comparing our formula to your empirical evidence?

DR. VANDER WEIDE:  I have not thought through how they should proceed.  That I would leave to the discretion of the Board.  What I would recommend, respectfully, is that they look at the evidence on the fair rate of return and evaluate the evidence that the formula is not providing a fair rate of return, and then through perhaps a proceeding, or whichever way that they would find to be best, to assess the evidence on what a fair rate of return is.

MR. MONDROW:  Okay.  Thank you very much.

MR. GARNER:  Are there other questions?  Okay.  Yes, Karen has one, and I think, Jim, you have one.  Go ahead, Jim, or are we waiting for the mike?  And Michael.

I'd just like to remind people Dr. Vander Weide is not available tomorrow, so that if you do have questions, today is the day to do that.

MR. GRUENBAUER:  Can you hear me okay?  Thank you.

Doctor, I hear you're going to Florida for the rest of the week.  I think that's --

DR. VANDER WEIDE:  That is correct.

MR. GARNER:  Unfortunately, to see regulators, I think.

DR. VANDER WEIDE:  Yeah, not much fun involved in this.

MR. GRUENBAUER:  Well, say "hi" to Mickey for us when you're down there.

I can't help myself from asking this question, so here we go.  Could I just get your viewpoint on what weight, if any, people should give to the fact that here for Union Gas that's operating under an incentive regulation mechanism, there's an earnings-sharing mechanism that's a component of what they can earn as a return on equity?

Do you have any views to offer on that aspect of it, and differentiate it from the way things are in the US?

DR. VANDER WEIDE:  Well, it's my understanding -- and if I don't address your question directly, you know, I will certainly be happy to clarify anything you want to ask on a second line of questions, but it's my understanding that for the LDCs such as Union Gas, the fair rate of return is a component in the earnings sharing.  And so it would be my understanding - and, you know, I haven't studied this with the same depth that I've studied the six tests that I presented earlier - that the fair rate of return would be very important for determining whether there should be earnings sharing or not, and to what extent there should be, if there is.

In addition, I think that it would be important to achieve some understanding of whether the formula provides a fair rate of return, because at some point in time the incentive regulation mechanism is going to -- in the not -- in not that many years in the future, is going to come to an end, and at that point in time Union and every other company would have an interest in having an approach to determining a return that is truly fair.

MR. KITCHEN:  Jim, Mark Kitchen from Union Gas.  Excuse me.  Jim, our focus in this proceeding has been on whether or not the formula meets the fair return standard, and we really haven't turned our mind to or discussed in any depth at all the implementation issues around this.

We really need to wait and see what comes out of this proceeding before we go there.

MR. GRUENBAUER:  Thank you.

MR. GARNER:  I think, Michael, you had a question?

MR. JANIGAN:  Thank you.  Michael Janigan from the Vulnerable Energy Consumers Coalition.

Dr. Vander Weide, in relation to your test 5 and test 6, is there data included in that about the test and the results of that test somewhere?

DR. VANDER WEIDE:  Yes.  Behind my responses to the issues raised by the Board is a copy of a generic testimony.  I took out any reference to any particular utility, but it does present data through February of 2009, and the data for that is presented in the schedules to that testimony.

MR. JANIGAN:  Could you refer me to the page on that?  It's test 5, to begin with.

DR. VANDER WEIDE:  The page where the testimony is?

MR. JANIGAN:  No -- well, the data associated with it.  I mean, there's -- one of the tests is that you compared the volatility of utility stocks with the volatility of the market as a whole.

DR. VANDER WEIDE:  Yes.  In Exhibit No. 1, I show the returns on the S&P/TSX Canadian utilities and the yield on long-term Canada bonds in each year from 1956 to the present, along with the risk premium.

MR. JANIGAN:  Yes.

DR. VANDER WEIDE:  And, likewise, I did the same thing for the BMO capital markets utility stock data set in schedule -- in Exhibit 2 of that, on page 41.  And then I just calculated the standard deviation, which I didn't report in the exhibit but I reported it in a table in the testimony.

MR. JANIGAN:  Okay.  And on test 6.

DR. VANDER WEIDE:  Yes.

MR. JANIGAN:  Where would I look to for the data on that?

DR. VANDER WEIDE:  There isn't any data for test 6.  Test 6 is a very simple test.  It just asks:  Did the formula produce a higher return in a period of greater uncertainty over the last year and a half, or did it provide a lower rate of return in a period of greater uncertainty?

I don't think that -- well, I've never heard anyone quibble with the fact that we have had greater uncertainty over the last year and a half, but it’s certainly my strong belief that we have had greater uncertainty.  And I haven't heard anyone quibble with the fact that the formula produced a lower rate of return in that period of time.

And those are the two pieces of evidence that lead to the test 6 conclusion.

MR. JANIGAN:  Okay.  That's fine.

Can you -- on Exhibit 1, on page 40, the risk premium that's listed at the end there is 4.29.

DR. VANDER WEIDE:  Yes.  That's an average over the entire period of time.

MR. JANIGAN:  But I heard earlier it was 5.5.  Can you clear that up?

DR. VANDER WEIDE:  Sure.  I used two different data sets, the S&P/TSX utilities, and the BMO capital markets utilities data set.  I suggested that the BMO -- the companies in the BMO capital markets data set were more representative of the utilities because they had a considerably greater percentage of revenues from utility operations than the companies in the S&P/TSX utilities stock index; in fact, some of the ones in the S&P/TSX utility stock index have mostly unregulated generation -- are income funds that are unregulated generation operations.  But the advantage of the S&P/TSX is that it goes back for long a longer period of time.

So recognizing that neither one is perfect, although they are suggestive, I took an average of those two, and if you take -- if you take the numbers, it turns out that 5.5 is the approximate average of 6.64 and 4.29.

MR. JANIGAN:  Okay.  Have you done a comparison between the earned returns of Canadian utilities with the earned returns of US utilities?  Would it be fair to say, that, for example, the earned, the achieved ROEs of the --

DR. VANDER WEIDE:  The accounting ROEs, in other words, is what you're asking; right?

MR. JANIGAN:  Exactly.

DR. VANDER WEIDE:  Yeah.  The accounting ROEs for utilities, as I suggest, you have to be careful with the word "utilities" --

MR. JANIGAN:  Yes.

DR. VANDER WEIDE: -- because there are the regulated utilities, we sometimes refer to those as utilities, and then there are the utility holding companies, which we also sometimes refer, somewhat loosely to, as utilities.

It's difficult in general to find a general study of the earned returns for just the utilities' subsidiaries that are the regulated portions.  It's even more difficult in the US because many of them operate in multiple states.

But there are -- it is easy to get data on returns for the utility holding companies.  Now, it is clear in Canada that the utility holding companies have unregulated subsidiaries that earn -- that do better on average than their regulated subsidiaries because the average achieved accounting ROE is higher for the utility holding company than what it is -- than what are the allowed returns, and I would guess than what are the achieved returns for the utilities.

MR. JANIGAN:  So in effect, if the earned returns are greater in Canada, you would ascribe that to diversification?

DR. VANDER WEIDE:  No, I would subscribe it to investing in more profitable enterprises.

MR. JANIGAN:  I thought that was diversification.

DR. VANDER WEIDE:  No, those are two different things.  You can diversify even if you invest in less profitable operations.  But --

MR. JANIGAN:  Remind me not to do that.

DR. VANDER WEIDE:  Even if they had the same -- if they had zero correlation between each other but the unregulated higher returns, the return for the holding company would be a higher return.

MR. JANIGAN:  You also indicated in your discussion today that you noted with respect to US utilities that the risk premium was not sensitive to bond ratings.  Did I get that correct?

DR. VANDER WEIDE:  Yeah, and I'm just trying to focus in on which risk premium we were talking about, an ex ante or an ex post or an allowed.

When I made that statement, I was referring to a forward-looking risk premium.  And I have done this for quite a number of years.  And I generally have not been able to find a relationship between the forward-looking risk premiums from DCF studies and bond ratings; nor have I been able to find a correlation between betas and bond ratings.  If it is, it may be a weak correlation, but it's not a significant correlation.  Equity ratings are different than bond ratings.

MR. JANIGAN:  I guess that brings up what do we do with the discussion concerning the potential effect on being able to raise capital in the debt market because you have a too-low of an ROE?  I mean, by the sounds of those studies, there seems to be no connection at all.

DR. VANDER WEIDE:  I haven't made a connection between the ROE explicitly and the ability to raise capital in the debt markets.  I believe that utilities had difficulties during the crisis in raising debt in the capital markets.  My issue is very focussed, and that is, has the return on equity been a fair rate of return?

MR. JANIGAN:  Dr. Vander Weide, is there any difference in terms of looking at the treatment of Canadian and US utilities by the approach that is taken in some US jurisdictions with respect to the valuation of rate base?

DR. VANDER WEIDE:  If I could seek some clarification on that, are you referring to using a market value rate base or a book value rate base?

MR. JANIGAN:  That's correct, the difference between historical and market value.

DR. VANDER WEIDE:  Virtually -- I don't know of any utilities, there may be some that I haven't testified for, but the utilities I've testified for and that I'm aware of all use basically original cost rate bases.

MR. JANIGAN:  I think Indiana's may be an exception but I can't think of any others.

DR. VANDER WEIDE:  It may be.  I haven't testified for an electric or gas utility in Indiana.

MR. JANIGAN:  Thank you, Dr. Vander Weide.  Those are all my questions.

MR. GARNER:  Thank you, Mike.  Jay, do you have a question?

MR. SHEPHERD:  I have one question.  In the US ROE is set by cost of service proceedings; right?  Generally?

DR. VANDER WEIDE:  Yes.

MR. SHEPHERD:  And I take it you think that's the preferable way of doing it?

DR. VANDER WEIDE:  I certainly understand the trade-off between administrative efficiency and having an accurate estimate of the fair rate of return.  And it's kind of a dilemma.  It's a complex and difficult trade-off.

If capital market conditions don't change very much, I can understand that for a reasonably short period of time, there are some savings involved in administrative costs from having some mechanism that would either keep the rate of return stable or would have a formula of some kind.  What I'm, though, very concerned about is I have never found a formula that will work in all circumstances for any length of time.  The cost of equity is just very complex.

And so I don't know how to make that trade-off between regulatory cost savings and having a fair rate of return.  I would suggest that you can experiment with having various mechanisms to reduce the number of required return proceedings.

On the other hand, you wouldn't be providing a fair return unless the utility always had an opportunity to come in and seek a review, without prejudice, of what its fair rate of return is.

MR. SHEPHERD:  Presumably the utility or the ratepayers.

DR. VANDER WEIDE:  Or the ratepayers, one or the other.

MR. SHEPHERD:  So the reason I ask the question is because we use -- in Ontario, we use incentive regulation quite extensively.  In incentive regulation, it's correct, isn't it, that the utility, although it has an allowed rate of return, it also has an opportunity to earn more than the allowed rate of return?

DR. VANDER WEIDE:  That is certainly one form of incentive regulation that's sometimes practised, and that provides a lot of advantages in giving incentives for an improved performance.

If the -- again, one has to check whether the results of that process -- although it provides excellent incentives for cost savings and efficiency, whether the result of that process still provides a fair rate of return.

MR. SHEPHERD:  But it's correct, isn't it, that from an investor's point of view, they don't care whether the experienced -- or the rate of return they experience in the end came because the Board set a high ROE or whether the Board gave the utility opportunity to earn more.  They only care about what they get; right?

DR. VANDER WEIDE:  Yes.

MR. SHEPHERD:  So if the incentive regulation mechanism on average gave you another 100 basis points, let's say, then you'd have to take that into account in setting the allowed ROE, wouldn't you?

DR. VANDER WEIDE:  Oh, if -- no.  That's a different question.  I was anticipating that you were going to ask me:  Do investors take that into consideration?  Well, they undoubtedly do.

The question with regard to setting the allowed ROE, normally one is looking at a set of comparable risk companies, and you're applying cost of equity methodologies to those comparable risk companies.

And so if the particular utility that you're regulating has an incentive regulation or any other mechanism that reduces risk, what you need to do is compare that to see if that makes them more or less risky than the comparable companies.  If all of the comparable companies have similar mechanisms, then it's just a wash.  It doesn't have an effect on the allowed rate of return.

But if those mechanisms make this utility, either because they have some mechanisms but they're less than what the others have, or they have some mechanism but they're more than what the others have, then you would have to adjust the results of your cost of equity estimates for the comparable companies to recommend -- when you recommend a fair return for the target utility whose rate is being set.

MR. SHEPHERD:  So final question.  So you have this chart, Exhibit 1, in appendix A to your written paper that has all the total returns for utilities over this 54 years.

Do you have data that tells what the regulator-approved returns were at any given point in that period?

DR. VANDER WEIDE:  I have average data for regulated utilities.  I forgot -- I can't recall right now how far back I have individual utility allowed rates of return.

MR. SHEPHERD:  Would it be relevant to compare the experienced return to the approved returns when you're setting a new approved return?

DR. VANDER WEIDE:  For just the entity that's regulated?

MR. SHEPHERD:  For the entire group.

DR. VANDER WEIDE:  Well, these companies aren't the regulated entity, so the experienced returns can't be directly compared to the allowed returns, because the allowed returns are just for the regulated part of the business, and the experienced returns, either experienced market returns or experienced accounting returns, are returns for the holding company, the entire entity.

MR. SHEPHERD:  But I thought that you were saying that this average over the period, the equity risk premium for utilities, as you've said, was something that this Board could use as a benchmark.  But if it's wrong because they have all these unregulated businesses, then how could it be a benchmark?

DR. VANDER WEIDE:  Well, first of all, let me make two comments.  First of all, these are for Canadian utilities.

MR. SHEPHERD:  Yes.

DR. VANDER WEIDE:  And if these utilities don't provide any insight to Canadian regulation returns, then there aren't any Canadian utilities that provide any insight, because these are the only two data sets one has of utilities in Canada.

Admittedly both of these data sets have companies in them that have some unregulated operations, but there aren't companies that are 100 percent regulated of any significant number.  I don't know of any that has all regulated operations.

MR. SHEPHERD:  So it's a data limitation?

DR. VANDER WEIDE:  It's a data limitation, yes.

MR. SHEPHERD:  Well, but it's true, isn't it, that unregulated operations generally will have a higher rate of return, because they're riskier?

DR. VANDER WEIDE:  Not because necessarily they're riskier.  I don't know on what basis you can conclude that.  They only have higher rates of return, in general -- not always, but they have higher rate of returns because they invest in more profitable businesses.

MR. SHEPHERD:  So then this 4.29 or 429 basis points, if you tried to extract the utility -- the regulated utility component of that, the number would be lower?

DR. VANDER WEIDE:  We don't know.

MR. SHEPHERD:  Well, you just said that the unregulated businesses are generally more profitable, so presumably that's --

DR. VANDER WEIDE:  Yes, but these are market returns.  If we were looking at a set of accounting returns, then one might make that conclusion, but one would also have to do a much more sophisticated study than I have of whether the unregulated businesses were more profitable.

I'm looking at data just for the last several years.  I don't have data on these -- on the accounting rates of return going back to '83 or '56 on these holding companies.

MR. SHEPHERD:  Thank you.

DR. VANDER WEIDE:  Market returns are affected by other factors.






MR. GARNER:  Michael, you -- thank you, Jay.  Michael?

MR. PENNY:  I wanted to pick up a little bit on that, because all three of the last three questioners have asked about actual versus allowed returns, and the subject came up with prior presentations, as well.

And I thought it might be useful, Jim, if you just, leaving aside the details and specifics, but just at a theoretical level, in terms of the type of analysis you're trying to perform here, explain your view of the relative relevance of allowed versus actual returns and whether it matters to your analysis or whether it doesn't, and sort of just explain that.

DR. VANDER WEIDE:  Sure.  The important thing to investors is that they have an opportunity to earn a fair rate of return.  And so to them, risk represents the probability or the likelihood that they won't be able to earn a fair rate of return.

If the allowed rate of return is not equal to a fair rate of return, then just because you actually earn the allowed rate of return doesn't mean you have no risk, because the risk is the relationship of the actual to the fair rate of return.

So if you were -- for instance, if the fair rate of return were 10 in round numbers, and you were allowed 7 and you exactly earned 7 in every year, I would consider that to be a risky investment from the point of view of the investor, because they had a 100 percent chance of not earning a fair rate of return.

That's not an investment that I would recommend to anyone.

So the way that you measure risk has to be to look at the actual return compared to the fair return rather than the actual return compared to the allowed rate of return.

MR. GARNER:  Thank you.  Are there any more questions?  Karen, do we have a question from Staff or...?

MS. TAYLOR:  It's a technical question provided in your submission, Jim.

DR. VANDER WEIDE:  Yes.

MS. TAYLOR:  And I looked at the Sharpe ratio calculated, and we'll just stick with the S&P/TSX utilities index, and then look at the TSX market index.  And the return per unit of risk over both study periods, from 1983 to 2008 and 1956 to 2008, was higher for the S&P/TSX utilities index in the Canadian market generally.

What does that tell me about the Board's ability to rely on the capital asset pricing model, given the assumptions in that model?

DR. VANDER WEIDE:  To me, it provides additional evidence that the capital asset pricing model, with betas of approximately 0.5 or in that range, does not provide a fair rate of return.

And the reason for that is that the Sharpe ratio is only a meaningful measure of comparison if the capital asset pricing model holds.  And if the capital asset pricing model does not correctly predict risk and return in the marketplace, then the Sharpe ratio doesn't provide relevant information about much of anything.

And there is significant evidence that the CAPM, even though it's one method that's used to estimate the cost of equity, most people who use it recognize that it doesn't estimate the cost of equity at all well for companies whose betas are less than one.  And especially a lot less than one, like 0.5.

So to me that data on the Sharpe ratio would indicate that one ought to be careful to rely entirely on the CAPM, especially to rely on the CAPM with betas as low as 0.5.

MR. GARNER:  Thank you, Karen.  I think we have to take a final question from Larry at the back.

DR. SCHWARTZ:  If no one else wants to ask... okay.

MR. GARNER:  Go ahead.

DR. SCHWARTZ:  Something you said I thought was very, very interesting, that is if the fair rate of return were 10 but the allowed return were only 7, then -- and I think I see what you mean, it's -- well, it's just unfair.  But is that the end of the story?  I mean, wouldn't you expect the stock price to capitalize those differences and so that people holding the stock at the time, 7 percent return became the future return, well below the fair return, the stock price would drop, and then subsequent investors would get the 10 percent?

DR. VANDER WEIDE:  Well, that would be true if investors expect the 7 to hold throughout the entire future period of time.

DR. SCHWARTZ:  Then that was your hypothesis.

DR. VANDER WEIDE:  Yeah.  Well, no, that wasn't my hypothetical.  I thought that was your hypothetical.

DR. SCHWARTZ:  I’m sorry, I thought you said they'd expect 10 but they’re only going to get 7 into the future.

DR. VANDER WEIDE:  Well, no, I suggest suggested that one couldn't look at whether you actually earned an allow return of 7 in order to say that there was very little risk in investing in a utility, because risk has to do with whether you're able to earn your fair rate of return, not where you're able to earn your allowed rate of return.

DR. SCHWARTZ:  Thank you very much.

MR. GARNER:  Thank you.  I think if there are no other questions, we'll conclude for today.  Before we do, I'd like to thank Dr. Vander Weide for joining us.  I hope he's enjoyed Toronto, and hope he's enjoyed these questions, which may have looked like cross-examination.  And when he heads to Florida, he'll explain the difference between a consultation and a hearing quite well.

What I'd like -- so thank you, Dr. Vander Weide.

Before we leave for the day, there is just some housekeeping for tomorrow morning.  I think on our draft agenda we have 9:30 as available for questions, but I think what I'd propose is at 9:30 we start directly with Mr. Coyne from Concentric.  Jim, if you're ready to do that, would that be okay?

MR. COYNE:  Yes, we'll be prepared.  And if I might make a note on the agenda, I should have mentioned at the time, there will also be Dr. Gaske and Julie Lieberman, my colleagues, that will be with me.  So we'll form a panel of sorts, as that best suits the interests of this process.

MR. GARNER:  Thank you very much.  So with that, I think if there are -- yes, I'm sorry, at the back of the room.  James Coyne is going to be joined, and I'm sorry, I don't have both of your names down in front of me by -- his colleagues, thank you very much -- who will be introduced tomorrow as we go forward.

So with that, I don't think there are any other items, unless there are any other questions as to how we are going to go on tomorrow?  Then thank you very much.  We'll see you all here tomorrow at 9:30.

--- Whereupon the conference adjourned at 5:00 p.m.
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