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Tuesday, November 20, 2012

--- On commencing at 9:37 a.m.

MS. CHAPLIN:   Please be seated.

Are there any preliminary matters before we begin?
Preliminary Matters:


MS. SEBALJ:  I just had one, Madam Chair.

There was an exhibit that was marked K1.2 yesterday.  In the transcript it is entitled letter to CME.  It actually is a response to a letter from CME to Enbridge dated November 15th, and the letter which prompted the response is found at tab 18 of the compendium of CME, which is found at K1.3.

So I just wanted to correct that for the record.

MS. CHAPLIN:  And I believe that Board Staff has been able to canvass all of the parties regarding a schedule for argument, and the dates I have are November 30th for argument-in-chief, December 7th for argument from the intervenors and Board Staff, and December 14th for reply.  So those will be the dates.

MR. CASS:  Madam Chair, if I might just clarify?  And that would be written argument, I assume, on those dates?

MS. CHAPLIN:  Yes.

MR. CASS:  Yes, thank you.

MS. CHAPLIN:  All right.  So perhaps we will have the witnesses sworn and introduced.
ENBRIDGE GAS DISTRIBUTION and INTERVENOR CONSORTIUM - CONCURRENT EXPERT WITNESS PANEL

Dr. Laurence David Booth, Sworn

James Coyne, Sworn


Julie Lieberman, Sworn


MS. CHAPLIN:  All right.  Are there any questions from any of the parties regarding the qualifications of any of the witnesses?

MR. THOMPSON:  I have a few questions of Mr. Coyne.

MS. CHAPLIN:  All right.  Perhaps you could proceed, Mr. Thompson.

MR. THOMPSON:  Well, shouldn't Mr. Cass go first?

MS. CHAPLIN:  I guess actually first perhaps we will have them adopt their evidence, each of the witnesses.  Pardon me.  So, Mr. Cass, if you would like to take Mr. Coyne and Ms. Lieberman through the adoption of their evidence, and then we will ask Mr. Janigan to take Dr. Booth through the adoption of his evidence, and then we will proceed with questions on qualifications.

MR. CASS:  All right.  Thank you.
Examination by Mr. Cass:

MR. CASS:  So, Mr. Coyne and Ms. Lieberman, I understand that you are responsible for the Concentric evidence that has been filed in this case on the equity thickness issue, including certain answers to interrogatories that bear your names; is that correct?

MR. COYNE:  That's correct.

MR. CASS:  And is that evidence accurate, to the best of your knowledge and belief, and also including your answers given at the technical conference?

MR. COYNE:  Yes, it is.

MS. LIEBERMAN:  Yes.

MR. CASS:  And you adopt that as your evidence in this proceeding?

MR. COYNE:  We do.

MS. LIEBERMAN:  Yes.

MR. CASS:  Thank you.

MS. CHAPLIN:  Mr. Janigan, perhaps you could go.
Examination by Mr. Janigan:

MR. JANIGAN:  Thank you.

Dr. Booth, you have filed evidence in this proceeding entitled "Business Risk and Capital Structure for Enbridge Gas Distribution Inc." on behalf of CME, VECC, SEC and CCC; is that correct?

DR. BOOTH:  That's correct.

MR. JANIGAN:  You have prepared that evidence, and as well as the answers to the interrogatories, and to the best of your knowledge, is the evidence true?

DR. BOOTH:  Yes, it is.

MR. JANIGAN:  And --


MS. CHAPLIN:  Just a minute, Mr. Janigan.  Are you able to find the button, Dr. Booth?

DR. BOOTH:  Yes.

MS. CHAPLIN:  Thank you.

MR. JANIGAN:  And that evidence is set out in Exhibit C21, and along with that evidence is an appendix with your CV.  Is the information contained in your CV true, to the best of your knowledge, information and belief?

DR. BOOTH:  Yes, it is.

MR. JANIGAN:  Thank you, Madam Chair.

MS. CHAPLIN:  Thank you, Mr. Janigan.  All right.  So first we will take any questions for Mr. Coyne and Ms. Lieberman on qualifications.  Mr. Thompson, I believe you had some questions.

MR. THOMPSON:  Yes.  Thank you, Madam Chair.
Cross-Examination by Mr. Thompson on Qualification:

Mr. Coyne, Ms. Lieberman, if you have a copy of our compendium in front of you, K1.3, I have your qualifications at tab 13.  So I just wanted to -- I don't want to make a big deal of this, but I wanted to touch on this briefly, Mr. Coyne.

Now, Mr. Coyne, have you testified in Ontario under oath previously?

MR. COYNE:  Yes, I have.

MR. THOMPSON:  And in what proceeding was that?

MR. COYNE:  That was in the 2009 consultative process pertaining to the cost of capital.  I believe that was under oath.  Perhaps Mr. Cass --


MR. THOMPSON:  I don't think it was.  But, in any event, you -- I am aware you participated in that proceeding.

MR. COYNE:  I did.  And I also testified on behalf of the OPA a little bit more -- about a year ago pertaining to a cross-border rate matter, and that was under oath.

MR. THOMPSON:  Okay.  Was that before this Board?

MR. COYNE:  Yes, it was.

MR. THOMPSON:  Okay, thanks.

Now, just in terms of your CV, and this, as I say, is at tab 13, and you have expert testimony/litigation experience shown on pages A1 and A2 and A3, and then you have financial and economic advisory experience on the following pages, and business strategy experience following that.

And as I ran through these various bullet points, it appeared to me that they cover a broad subject matter area, cost of capital, benchmarking, DSM, interest issues, rate-making principles, sales forecasts, on and on.

Do you consider yourself to be an expert in all of those subject matter areas?

MR. COYNE:  I consider myself, in general -- well, you listed a broad number of issues, but an expert in utility matters, utility regulation, utility policy and the economics surrounding utility regulation.  All of those matters you mentioned extend from that expertise, yes.

MR. THOMPSON:  Okay.  And you acquired that expertise on the basis of your experience that is listed in this CV; is that my understanding?

MR. COYNE:  My undergraduate and graduate education, as well as 31 years of experience, yes.

MR. THOMPSON:  Thank you.  Would it be fair, then, to characterize you as a generalist?

MR. COYNE:  I wouldn't say so, no.  I think I specialize in a focussed set of matters pertaining to the utility industry, but I don't just do one thing.  I don't just do cost of capital related work.  I don't just do demand forecasts.

I do -- I do a fair amount of work that covers a spectrum in the sector.  The vast majority of the work that I do pertains to regulatory policy and rate-making matters, however.

MR. THOMPSON:  Thank you.

Now, Ms. Lieberman, your CV follows that of Mr. Coyne in the material at tab 13, and my question is:  Do you have some particular expertise that Mr. Coyne does not have?

MS. LIEBERMAN:  Well, I have a different background than Mr. Coyne.  I have a master's degree in finance.  I have done many cost of capital analyses, which Mr. Coyne also has done.  So I would say maybe I have a little more of a financial bent to my background, but I don't think I have expertise that Mr. Coyne doesn't have.

MR. THOMPSON:  Okay.  So do I understand correctly that your role here is to support Mr. Coyne?

MS. LIEBERMAN:  I would say that's appropriate.

MR. THOMPSON:  Now, finally, if I could just take you to tabs 16 and 17, tab 17 is Dr. Booth's qualifications.  I take it since you folks have been in preliminaries to this hot tub, that you know one another quite well now, you and Dr. Booth?

[Laughter]


MR. COYNE:  Yes, we have gotten to know each other quite well.

MR. THOMPSON:  All right.  And, Mr. Coyne, are you familiar with his qualifications?

MR. COYNE:  Yes, I have seen Dr. Booth on other occasions.

MR. THOMPSON:  Yes.  And his compared to yours are focussed more in the finance area; would you agree?

MR. COYNE:  I believe so.  And he also comes from an academic background, whereas ours are more industry and more regulatory in our backgrounds than Dr. Booth's.

MR. THOMPSON:  Just back at tab 16, there is a question that was asked of Dr. Booth, and I just want to see if you agree with the response.

First, this is a question that was an interrogatory that was posed.  Was this an interrogatory that you framed, Mr. Coyne?  Or was it something the company framed?

MR. COYNE:  I’m sorry, could -- oh, we have it in front of us.

MR. THOMPSON:  Tab 16 of this brief.

MR. COYNE:  And your question, sir, is?

MR. THOMPSON:  Well, my first question was:  Was this an interrogatory that you framed of Dr. Booth?  Or was it something that the company has asked of him?

MS. CHAPLIN:  Can you help me, Mr. Thompson, how that pertains to Mr. Coyne and Ms. Lieberman's expertise?

MR. THOMPSON:  Well, I just want to make sure we're not -- we don't have a dispute with respect to the response to this interrogatory.

MR. COYNE:  I recall collaborating on these interrogatories, and I recall reviewing them.  I don't recall if we drafted that or if the company did.

MR. THOMPSON:  All right.

MR. COYNE:  Did you...

MS. LIEBERMAN:  Yeah.  I would say it was a collaborative process.

MR. THOMPSON:  And are you are comfortable with the response?

MR. COYNE:  Comfortable from what perspective?

MR. THOMPSON:  Well, you asked whether he had been qualified -- whether he considers himself an expert in the regulatory business risks, U.S. utilities.

And he provided an answer that he would -- hadn't testified before a U.S. state, but he would likely be qualified.

MR. CASS:  Madam Chair, excuse me.  I object to this question.  This has nothing to do with the qualifications of Mr. Coyne or Ms. Lieberman.

MR. THOMPSON:  That's fine.  I will leave it.

MS. CHAPLIN:  Thank you.

MR. THOMPSON:  Those are my questions.

MS. CHAPLIN:  All right.  Mr. Cass, do you have any questions for Dr. Booth?

MR. CASS:  No, I do not, Madam Chair.

MS. CHAPLIN:  All right.  And are there any submissions from any of the parties regarding the expertise of these witnesses?

MR. THOMPSON:  No.  I do not object to the receipt of opinion evidence from Mr. Coyne.

[Board Panel confer]


MS. CHAPLIN:  Thank you.  The Board accepts the witnesses in the areas of expertise as have been described in their CVs and supplemented through testimony.

Okay.  So the next step is for each of the witnesses, groups of witnesses, to provide their opening statements.  So, Mr. Coyne, Ms. Lieberman, we were going to begin with you, please.

We have given you 30 minutes, in the expectation that that was sort of more than sufficient time.  So we will be looking to try and be reasonably rigorous about those time limits.  Please proceed.

MR. COYNE:  We appreciate that fact.  Thank you.
Presentation by Mr. Coyne:


Well, good morning.  Concentric has examined the Board's question as to whether the proposed change in capital structure, increasing Enbridge's deemed common equity component from 36 to 42 percent, is appropriate.

In this opening statement, we offer a summary of our approach taken in our direct evidence and in our expert's conference, which we hope will assist the Board in ultimately reaching its determination.

Our approach in this proceeding was straightforward.  One, at the outset we evaluated the Board's policies and practices pertaining to the cost of capital and setting of equity levels; and then, two, we developed evidence based on our expertise in the cost of capital corresponding to the Board's policies and procedures.

I will address each in turn.

First, let me speak to our interpretation of Board policy as practitioners.

Concentric has reviewed Board policy as it relates specifically to the setting of capital structure for regulated natural gas utilities in Ontario, and more broadly as it relates to the setting of a fair return.

Concentric recognizes that the Board's practice has been to consider utility capital structure ratios when changes in business or financial risk to the utility have occurred.  Concentric also recognizes that the Board has stated that the fair return standard is the overarching principle for setting the cost of capital.

Concentric believes that it is consistent with Board policy that a reassessment of a utility's capital structure should be undertaken whenever there is a reasonable doubt that its capital structure, in conjunction with its allowed return, fails to meet the fair return standard.

ROE maybe set separately from capital structure, but the end result or the product of ROE and equity thickness must meet all three elements of the fair return standard to be fair to equity holders.

Concentric acknowledges the administrative efficiency of the Board's approach and agrees that capital structure should remain relatively constant over time.

Many Canadian regulators decide on ROE and equity ratios at different times as a matter of regulatory convenience, but the combination of ROE and equity ratio must be considered together in evaluating whether the return to equity holders is fair.  The product of the two determines the overall allowed return to equity shareholders.

Concentric assumes that the Board's revised ROE formula from its cost of capital report and updated parameters will be applied for EGDI consistent with the proposed settlement.

It's Concentric's belief that the Board's policy was not intended to replace the fair return standard in setting the cost of capital, but it may serve to ease its administration.

The fair return standard, as articulated by the NEB and embraced by this Board, can be met by fulfilling three particular requirements.  Specifically, a fair and reasonable return on capital should accomplish three things.

One, it should be comparable to the return available from the application of the invested capital to other enterprises of like risk.  This is the so-called comparable investment requirement.

Two, it should enable the financial integrity of the regulated enterprise to be maintained; the financial integrity requirement.

And thirdly, permit incremental capital to be attracted to the enterprise in reasonable terms and conditions; the capital attraction requirement.

We are well familiar with the standard in these three requirements.

We believe an objective interpretation of the Board's policy relating to the cost of capital, as put forward in its 2009 report, provides important context in the Board's adherence to the application of the fair return standard.

We note that the Board confirmed in its 2009 report, and I quote:
"The FRS frames the discretion of a regulator by setting out three requirements that must be satisfied by the cost of capital determinations of the tribunal.  Meeting the standard is not optional.  It is a legal requirement."

End quote.  And the Board also said:

"All three standards or requirements must be met and none ranks in priority over the others."

Concentric agrees that these regulatory and economic principles -- we agree with these economic and regulatory principles, and we're not challenging the Board's policy; rather, we believe a fair interpretation of the Board's report as requiring a showing as to whether the allowed equity ratio in combination with the Board's formula ROE would meet the three tests of the fair return standard.

Another element of policy interpretation relates to the treatment of gas and electric distributors.  Oftentimes, Board policy between its gas and electric utilities has been aligned or the same.

For example, with respect to ROE, the Board has adopted the same methodology for both gas and electric distributors, but gas distributors in Ontario remain subject to the old rules and their legacy capital structures.

We believe there is no justification for the disparate treatment of the equity ratio unless justified on the basis of differences in business or financial risk and the resulting cost of capital.

Let me now turn to the evidence that were provided to the Board in response to the question before you.

Our evidence provides detailed analysis in three principal areas that measure whether the proposed equity ratio is appropriate.

One, we provided an updated cost of capital analysis relying on comparable risk proxy groups.  That's found at pages 7 through 12 in our evidence and in appendix A.

Two, we evaluated Enbridge's business risk and financial risk from four different perspectives.

One, we evaluated it over time since its original ratio was set in 1993, and we also evaluated from the standpoint of when it was adjusted in 2006.  That is found at pages 18 through 21 in our evidence.

We evaluated Enbridge's equity thickness in relationship to both Canadian and comparable like-risk U.S. proxy companies.  That's found at pages 28 through 33 in appendix B in our report.

Thirdly, we analyzed Enbridge's credit metrics in comparison to ratings criteria for Canadian regulated utilities published by the credit rating agencies found at pages 22 and 28 through our report, and we also evaluated financial metrics for Enbridge in relation to Canadian and U.S. proxy companies.

We conducted comparability analysis in Enbridge's equity ratio considering equity thickness in relation to Ontario's electric distribution companies, and also equity thickness in relationship to both Canadian and comparable like-risk U.S. proxy companies.

I will briefly summarize the results for our analysis in each of these important areas.

The cost of capital analysis.  We updated the cost of capital analysis we provided before the Board in its 2009 consultation on the cost of capital using a group of Canadian proxy companies and low-risk U.S. gas distributors.

Updating our DCF and CAPM models, we determined a 9.88 percent ROE on a 42 percent equity ratio as being appropriate, but confirmed the 9.42 percent formula result that was in effect at that time was within the reasonable range.

We note that since we submitted our evidence in January, the Board has updated its cost of capital parameters and the ROE decline from 9.42 percent to 8.93 percent, which would now fall at the lowest end of the range we estimated for Enbridge in our analysis.

Let me turn to our risk analysis.  We evaluated Enbridge's risk from both a business risk and a financial risk perspective.  First, in business risk in relation to other Canadian and U.S. gas distributors, we created a proxy group of Canadian and U.S. companies with operations in regulated gas distribution businesses, with profiles comparable to Enbridge.

We screened these companies based on their business profiles, regulated revenues and credit ratings to ensure we had a good fit.  We estimated the cost of equity for these proxy companies, both Canadian and U.S. companies, so we could determine whether their combined equity ratios and ROEs were consistent with Enbridge's.

We then went deeper in this analysis at the operating company level and screened exclusively for large gas distribution companies, those with over 800,000 customers, that had credit ratings of A-minus or better, which is EGDI's credit rating, resulting in a group of three Canadian and seven U.S. gas distributors we selected from a universe of nine Canadian and 108 U.S. gas distributors.

For each company we evaluated business risk through the degree of regulatory protection and measured exposure to things like regulatory lag, commodity price risk, volumetric risk and the recovery mechanism for capital investments for each of these companies.

There is disagreement between the experts here on the premise that U.S. utilities are treated differently than Canadian utilities by the regulators.  Concentric in this proceeding has provided substantial evidence on this issue to the Board.  We found, importantly, that of the ten company comparison group -- in this ten-company comparison group operating in 15 jurisdictions, that eight were found as having comparable risk to Enbridge and seven had less, but none had more risk than Enbridge.

Concentric's comparison of the regulatory protection to EGDI to like companies illustrates that EGDI has no greater degree of protection even though it has a lower equity ratio, exposing EGDI to greater financial risk than its competitors.

Then we looked at Enbridge's business risk over time.  Enbridge is faced with new and challenging risks since they came before the Board in 2007 on this issue.

A few points.  Usage.  As you heard yesterday from Mr. Lister, usage per customer continues to decline, and for Enbridge it declined by approximately 1-1/2 percent per year over the most recent five years, which is an acceleration from 1.3 percent over the past decade.

Two, gas supply fundamentals have shifted dramatically, as we all know, resulting in a downward path for prices, which is good news for consumers, but it creates the need to completely reconsider the makeup for every gas distributor's supply plan.

The current lower price of natural gas is not a guarantee of continued lower prices.  Natural gas is now an increasingly global commodity subject to global supply and demand in relation to competing fuels.

Thirdly, we looked at environmental regulations which signal the desired phase-out of carbon-emitting energy sources, and here in Ontario policies such as the Green Energy Act of 2009 set the tone, with emphasis on renewable and conservation over traditional fossil resources.

As an example, the Ministry of Energy's 2007 long-term energy plan projected 12,000 megawatts of natural gas-fired capacity would be needed by 2015.  The 2000 -- plan outlined a forecast need for an additional three gas plants in the province, but because of changes in demand, along with the addition of approximately 8,400 megawatts of new supply, the current outlook changed, and two of the three plants are no longer required.  This creates uncertainty for gas planning, subject to the shifts in energy policy.

Looking more closely at energy and climate policy, the national round table on energy and the economy, as referenced in Mr. Brett's compendium, which is tab 12, has been updated in 2012.

That report finds that Canada now has 12 -- now has 14 climate policy plans on the books, one for the federal government and one for each province and territory.  Federal greenhouse gas emission targets have changed seven times since 1988.


In this latest report, oil and gas emissions are cited as key policy areas to reach federal and provincial goals.  Among the policy actions considered in these two reports, in the residential sector, most emissions reductions are attained through the complete conversion of space and water heating systems to electricity or heat pumps.  In the commercial sector, most reductions are similarly attained through conversion to electric heating systems and heat pumps.

In essence, what report is finding that is Canada is not on the path to achieve its goals at the federal level or at the provincial level, and some significant changes are going to have to be made in the consumption of fossil fuels in order to comply with these regulations.  And it goes without saying that the impacts on gas distributors are likely to be significant.

Ontario has a targeted greenhouse gas reduction of 80 percent from 1990 levels by the year 2050, among the three most aggressive in the country.  Ontario is one of five North American members of the Western Climate Initiative introduced in 2007.  The others are California, British Columbia, Manitoba, and Quebec.

The design of the program proposed by WCI is a cap on all major emission sources starting as soon as 2013.  Thus, compliance with existing and future environmental regulations are an increasing source of uncertainty here in Ontario.

In British Columbia, the BCUC explicitly recognized these risks and found the Commission -- I quote:
"The Commission panel agrees with Terasen that the introduction of climate change legislation by the provincial government has created a level of uncertainty that did not exist in 2005."

And they ultimately concluded that additional risks warranted an increase in TGI's equity ratio from 35 to 40 percent, citing this factor specifically.

For Enbridge, maintaining aging infrastructure with increased emphasis on pipeline integrity and safety, in the wake of two high profile accidents within the past three years, is also a challenge.  Enbridge's asset plan, as discussed yesterday, calls for a substantial increase in capital spending over the next five years, again, as documented in the company's asset plan.

Another factor is poor economic conditions, with more bankruptcies and bad debt exposure than existed in 2007.

EGDI's bond spreads, as cited by Mr. Yaworsky yesterday - these are bond spreads as measured over 10-year government bonds - have increased from 65 basis points in 2007 to 110 basis points today, suggesting more risk.  And if it is more risk for debt investors, it certainly is more risk for equity holders.

Of the 24 risk elements addressed in response to the Energy Probe, 19 had increased and five had lowered or remained the same since 2007, but even those five can't be assured over the next five years.  This is in response to undertaking JT2.14.

As highlighted by the company, these factors represent a material change in the business risk environment and come at a time when there has been a downward shift in the risk tolerance for equity investors.

Let me now turn to financial risk.  Financial risk is the risk that a utility's cash flows will be insufficient to meet its debt obligations.  To look at this issue as others do, we look at credit rating agency metrics, which provide valuable information on the levels of metrics associated with specific levels of debt ratings.

Our analysis showed four things.  One, EGDI's financial metrics do not support the financial profile of a Canadian A-minus rated regulated natural gas distribution utility.

Two, EGDI's common equity ratio is markedly below a group of comparable-risk North American utilities, both in terms of ROE and equity thickness, which we look at together, and it has the lowest equity thickness of any of the U.S. and Canadian utilities included in this comparable group.

Thirdly, a review of key credit metrics indicates that EGDI is in the bottom quartile of comparable, like-risk utilities.

And lastly, while EGDI has sustained strong access to capital markets, it does not have the financial metrics that are generally required by the credit rating agencies for Canadian natural gas utilities to maintain its A-minus credit rating.  Indeed, S&P confirms when it finds that EGDI's credit metrics are weak for the rating.

Our third area of analysis was the comparability analysis.  We have provided quantitative analysis and risk assessment of Enbridge in relation to Canadian and U.S. gas distributors to establish a reasonable range for Enbridge that would satisfy the fair return standard.

The comparable risk U.S. gas proxy group's average equity ratio is 49.9 percent.  We have provided detailed analysis on the relative risks of these companies in relationship to Enbridge, and that is found in appendix B.

Ontario's electric distributors have an equity ratio of 40 percent.  Yet it's widely held that gas distributors are at least as risky as electric transmission and distribution companies, with no generation or supply risk.

The AUC reached this conclusion in 2004 and confirmed it in 2009, even though Alberta's gas distributors did not manage their own supplies as Enbridge does.

The OEB has recognized this risk relationship in the past.  And confirming this view, the major Ontario electrics have higher credit ratings than EGDI, indicating comparable or higher risk for Enbridge.

Both Canadian and U.S. regulators have approved increasing equity ratios for gas and electric utilities over the past decade.  Since 2006, the equity ratios of the following Canadian gas utilities have been increased; AltaGas from 41 to 43 percent; ATCO Gas from 38 to 39 percent; Fortis BC from 35 to 40 percent; and PNG from 36 to 40 or 40 to 45, depending upon which operating division.

The only decrease was for startup Enbridge Gas New Brunswick, which went from 50 to 45 percent.

Let me now speak to differences with Dr. Booth.

The Board has asked that we highlight the main areas of disagreement, including disagreements of fact, methodology, and opinion that are relevant to the Board's determination on this issue.

While we both accept the fair return standard as determinative for purposes of setting the cost of capital, our interpretations vary considerably.

We believe that all three elements of the fair return standard must be satisfied, including the comparability, attraction and integrity standards.

Dr. Booth focuses on the opportunity cost principle of the Lamont decision, and ultimately looks to the company's ability to attract debt capital as his measure.  For all practical purposes, he ignores comparability, as he emphasizes this can only be measured with securities prices of equivalent risk, in essence, prohibiting an informed judgment by regulators on relative risks and comparable returns between utilities.

In fact, Dr. Booth states in his position in the expert report on page 20, I quote:
 "The right question asks:  Can the utility attract capital on fair and reasonable terms, given its business risk?"

He then goes to look at EGDI's debt issuance as a measure of satisfying this standard.

We disagree with his narrow focus on the ability to raise debt capital.  All three elements of the fair return standard must be satisfied.

There are many ways of measuring comparability of investments as we have, by estimating the cost of capital and evaluating specific business and financial risks for like-risk utilities.

EGDI is facing real business risks that have arisen or have heightened since 2007, and we conclude that business risks have increased.  Dr. Booth sees those risks moving the opposite direction, primarily focussing on lower natural gas prices.

We have carefully evaluated EGDI's business and financial risk against other Canadian and U.S. gas distributors as a means of measuring comparability.  Dr. Booth has not provided any such evidence.

Dr. Booth dismisses the value of comparisons to U.S. utilities and even asserts that, and I quote:

"Canadian utilities have higher credit ratings and greater access to capital markets than their U.S. counterparts".

This is simply not true, and he has provided no analysis to suggest otherwise.

Let me wrap up with the following conclusions.

Based on our analysis in each of these areas, Concentric determined Enbridge's currently allowed equity ratio is not adequate for its current level of risk due to changes in the company's risk environment.  It's the lowest of all North American gas utilities researched, and below the average Canadian and U.S. allowed equity ratios for gas utilities.  It's below the authorized equity ratios of Ontario's electric utilities, even though gas distributors are widely regarded as having more relative business risk.  And lastly, it is insufficient to satisfy the financial metrics associated with an A-minus or above credit rating.

EGDI's request for an increase in equity thickness is based on an evaluation of its business risk in relative terms and over time, and on the satisfaction of the fair return standard.

Changes in interest rates in bond spreads are accounted for in the Board's revised ROE formula, but this is not a substitute for setting the appropriate common equity ratio.

The evidence Concentric has provided shows that Enbridge's lower equity ratio is not justified based on a business risk differential, and in combination with the Board's formula ROE is insufficient to meet the FRS standard.

Furthermore, from a policy perspective, going back to the restructuring of Ontario's electricity sector, it has been Board policy to treat gas and electric distributors on an equivalent basis, in order to avoid price distortions to consumers and advantage one distributor over another.

The current allowed equity ratio for EGDI at 36 percent, with the electrics at 40 percent, in essence under-prices gas in relationship to electricity.

That is not consistent with Ontario energy policy, and this is especially important to get right given that the Board's -- given that the province's gas distributors are privately funded and the electrics are predominantly publicly funded.

We hope that our evidence assists the Board with this important determination.  We believe that the Board got it right with ROE.  The ROE produced by the formula has thus far been within a reasonable range.

The equity ratio must be brought in line, however, to achieve the fair return on capital.

Concentric's analysis supports an equity thickness in the range of 40 to 45 percent, based on a proxy group comprised of North American gas distribution utilities with comparable risk profiles to EGDI.

EGDI's proposed equity ratio of 42 percent would bring EGDI in closer alignment with its industry peers, and supports the maintenance of an A-minus credit rating to the benefits of both shareholders and ratepayers.

We thank you and we look forward to responding to your questions.  I hope I have been within that time limit.

MS. CHAPLIN:  Yes.  Thank you, Mr. Coyne.

Dr. Booth?

DR. BOOTH:  I've got a presentation, so...

MS. CHAPLIN:  If you could turn on your microphone too, please.
Presentation by Dr. Booth:


DR. BOOTH:  Okay.  So there is nothing in this presentation that isn't in the joint written statement or in my testimony.  And a variety of things I am going to talk about were actually covered in cross-examination yesterday, so I don't think I will use my 30 minutes.

But when we look at the presentation, the first -- next slide -- Legal standard for the fair return standard in Canada.  This is the legal standard in Canada.  This is the decision of the Supreme Court of Canada.  This is Mr. Justice Lamont's definition in the Northwestern Utilities decision that was upheld in BC Electric and adopted.

And the definition is that:

"The company will be allowed as large a return on the capital invested in the enterprise as it would receive if it were investing the same amount in other securities possessing an attractiveness, stability and certainty equal to that of the company's enterprise."

This is the comparable return standard.  And in particular, it applies to securities, because you're looking at investors taking their investment out of one utility and placing it elsewhere in the capital market.

They can't do that investing in the rate of return earned by a corporation.  They can only do that by buying securities, by buying investments to access a rate of return.

So it is critical that the fair return standard applies to securities.  That's the legal standard in Canada.  It is also the basic economic standard.  It is the economic standard that we refer to as opportunity cost.  In particular, Mr. Justice Lamont, even 82, 83 years ago referred to attractiveness, stability and certainty.  That's what we generally refer to as a risk-adjusted discount rate.  So he's saying it is not just any rate of return in the capital market.  It is a rate of return once you adjust for risk, which is why we have such a focus on risk in these hearings.

So that's a risk adjusted discount rate.  It means:  What else can you do with the money?

This particular decision arose out of altered conditions in the money market, so there was things going on in the capital market - as we would now refer to it, the money market at that point in time - that caused them to change the rate of return.  And it was questioned, and it went all the way up to the Supreme Court of Canada.

In particular, this may seem obvious, but the fair return standard refers to returns.  It is basically:  How do we treat the shareholder fairly in giving the shareholder a rate of return?  So it is an opportunity cost standard that refers to returns; nothing else, just returns.

Next overhead, the OEB definition of the fair return standard was adopted from that given by the National Energy Board in the TransCanada hearing in 2004.  It refers to comparability of returns, financial integrity and capital attraction.

The financial integrity and the capital attraction come from U.S. decisions, which I don't dispute.  I thought in the hot tub we had agreed that these were basically corollaries.  They follow from - they follow from - the opportunity cost standard.  If an investor is treated fairly and they get the opportunity cost of the funds they invest in the firm, then by definition they can attract capital.  By definition, financial integrity is maintained.

So the corollaries of the opportunity cost standard, unfortunately they don't work in reverse.  You can maintain financial integrity and attract capital without being -- giving a fair rate of return.  That is particularly true in a declining rate base utility.

So the number one criteria, the fundamental is the opportunity cost standard, and the Board recognized this in 2009.  All over the 2009 statement they refer to opportunity cost.

So the question is simply:  How do you treat shareholders fairly?  They invest a significant amount of capital and irreversible investment, which just means they can't get the money out of the utility, and it is a benchmark they have to be treated fairly in terms of:  what else could they do with the money if they hadn't invested in the utility?

So regulation, how does this actually apply?  The basic economic theory is very, very simple.  You apply price equal to long run marginal cost.  So that is what is in all the microeconomics textbooks.  It doesn't say anything about minimizing risk.  It doesn't say anything about deferral accounts.  It just says price is equal to long run marginal cost.

So one approach is simply to set prices equal to long run marginal cost, and let everything lie where it falls, and then give a rate of return based upon what pops out of that.

We don't do that.  We go a lot further than that in Canada, in particular.  We manage the business risk of the utility.  So that doesn't come out of any economic theory, at least not as far as I am aware.

It comes out of the practice that we have in Canada to manage the business risk of the utility to lower the business risk basically so that we can get lower rates for shareholders, because they're better able to bear a lot of this risk.

So what does that mean?  It means we have extensive deferral accounts in Canada.  Practically every time a risk pops up, I see utilities coming before the Board saying, Can we have a deferral account so that the costs are passed on to ratepayers, not borne by shareholders.

Frequent rate hearings, I might add too frequent rate hearings.  Mr. Cass, I'm sure, will be saying that I said the same thing in Union Gas.  I have been saying the same thing all over the place, because we have these repetitive rate hearings, constantly.  They're in the benefit of the utility, because they basically allow the utility to change things so that the prices are charged to minimize the risk to the utility.

We have removed the commodity charge.  That is basically bypassed in almost all utilities now.


We remove -- we review and approve capital expenditures, so as long as they're prudently acquired with the Board's blessing, it is difficult to sort of then go through and say, Well, that was imprudent and, as a result, it should be struck out of the rate base.

We have ex post regulation.  Things crop up and the utility says, Well, we didn't anticipate this risk; let's go back to the regulator; and then the regulator reassigns that risk almost always to ratepayers.

So that's what we see all the time in rate hearings.  We see managing the business risk of the utility.

The third one, (c), is we can adjust the common equity ratio to the business risk.  We don't have to have all of these deferral accounts.  We could simply say, Well, we'll let the utility be riskier and we'll have more common equity in order to adjust for the higher business risk, or, alternatively we can lower the business risk of the utility through all of these management techniques, and then have more debt, less common equity, in order to lower the overall cost of capital, lower the rates, on the basis that since the ratepayers basically are bearing these risks, they should get the benefit and a lower cost of capital and lower rates.

So it is important to realize - and this is where I disagree fundamentally with Concentric and the company yesterday - common equity is a risk management tool, exactly like deferral accounts, exactly like the other panoply of tools available to the regulators.

It is absolutely true that debt increases fixed interest charges and it reduces the amount of equity.  So that does increase the risk to the common shareholders.  That's one of the first things we talk about in finance.  Financial leverage, using other people's money.  It increases risks.

So all else constant, if you increase the amount of financial leverage, you increase the risk to the common shareholders and they want a higher rate of return.

The other way around from this, though, is in order to set a common rate of return, if you look at the utilities and they have different amounts of business risk, then you will give them different common equity ratios.  So the combination of the business risk and the common equity ratio means the overall risk to the shareholders are exactly the same, and they could all get a common rate of return.

This has been the practice in Canada for a long time.  I've participated in the hearings before the BCUC in 1993 and the National Energy Board in 1994.  In both cases, they set common equity ratios and basically gave exactly the same allowed rate of return.

In the case of the NEB decision, they decided the gas transmission pipelines were supported by long run contracts.  The pipes were running full at that time and they gave them 30 percent common equity ratios.  The oil pipelines, basically there's a nomination on a monthly basis, and then what flows through the pipeline varies from one batch to another.  They gave them 45 percent common equity ratios.

Different business risks reflected different common equity ratios.  The common equity ratio flows from the business risk in order to get exactly the same allowed rate of return.

What that means is there is no commonality in terms of common equity ratios.  You cannot look to different utilities and say that the average common equity ratio is X; therefore, everybody needs that X.  X flows from the difference in business risk and how the regulator has adapted that risk.

In 2004 TransCanada Mainline, I was in that hearing, as well.  That was a hearing at which the National Energy Board specifically told TransCanada, Do not file cost of capital testimony, because that was before the Court of Appeal in Alberta.  And they filed -- they rejigged their testimony as business risk testimony.

Similar to Concentric, it was a cost of capital-based testimony that ended up with business risk.  It was challenged, and the NEB decided the company is entitled to present its testimony in the way that suits its -- so they filed the testimony based upon cost of capital testimony.

But the NEB decided - and this is straight out of the NEB decision:
"Having considered all of the evidence presented, the Board is of the view that the capital structure comprised of 36 percent deemed common equity, 64 percent debt is most appropriate for the Mainline.  In the Board's view, a 36 percent equity ratio recognizes the increase in the business risk which the Mainline is exposed to."

So that is just an extension of the NEB policy in the multi-pipeline hearing in 1994.  If you recognize it is a change in business risk, you can either change deferral accounts or other techniques to manage the risk of the utility or you can change the common equity ratio.

In the case of the Mainline both -- in 2001, they increased common equity ratio from 30 to 33 percent, and in 2004 they increased it from 33 percent to 36 percent.

So the common equity ratio was changed in response to the business risk differences so that the TransCanada Mainline could continue to get the NEB ROE formula.

The AUC in 2003, hearing in 2004, had a generic hearing.  The generic hearing set the common equity ratios for mainline gas, ATCO Pipeline mainline gas transmission; electric transmission, mainly AltaLink, but some other utilities; gas distribution companies like ATCO Gas; electric distribution companies.

There was a whole range of different utilities.  They set all the common equity ratios different in order that they could get exactly the same allowed ROE.

Again, the principle was differences in business risk are reflected in different common equity ratios.

In 2009, the AUC reviewed those decisions, set allowed ROE, and at the same time -- I think refer to this in a couple of overheads in the future -- but they changed the common equity ratio across the board to reflect changes in the financial markets.  So they changed across the board.  Not specific to a utility, they changed across the board common equity ratios and the ROE to reflect changes in the capital market.

Change in the common equity ratio, as I say, is exactly like the treatment of deferred charges, the deferral accounts.  It is a risk-mitigation tool.

So the regulator has a variety of options in terms to regulate the utility to make sure the return to the common shareholder was fair.  It can basically pass on all of the risk to the ratepayers and then they get a lower rate of return or they get more debt in the capital structure, or it can leave the utility as being riskier, without deferral accounts, without regulatory protection, and then have a lower debt ratio, more common equity and a high rate of return.

What you can't have is a combination of all of these.  You can't have a higher ROE, higher common equity ratio, and all of the regulatory protection that we give our utilities in Canada.  That is not just single-counting or double-counting.  It is triple-counting.

So now we come down to the question of the frequency of changes.  It is possible that we look at all of these things in one hearing.  I've said several times - Mr. Cass is going to say that I am repetitive - I have been saying for 20 years it is totally unnecessary to have repetitive cost of capital hearings.

Capital market changes are generic.  What's happening in the Bank of Canada, what's happening in the overnight rate, what's happening to the yield curve, what's happening to the default premiums on long-term corporate bonds, these are generic.  They affect every single company in Canada, let alone a utility in Canada.

So it makes sense that the altered conditions in the capital market, what prompted Mr. Justice Lamont's definition of a fair rate of return, is generic and it should be dealt with in a generic hearing.

I have been saying for two decades now we should have one hearing in Canada every year.  Provincial regulators don't seem to like this idea, because it means they're not regulating their utility and probably it is illegal, but I would have to admit I get fed up saying exactly the same thing to different regulatory commissions across Canada.

But at least we've got this right.  In 1993, the BCUC got it right.  In 1994, the NEB got it right.  The Public Utilities Board in Manitoba got it right about the same time.  This Board got it right in 1997, when it imposed the ROE guidelines.  The AUC, the full run of the AEUB got it right in 2004.  The Régie, I think -- I forget exactly when the Régie put in a formula.  I think it was in 2002 or 2001.  And if my memory serves, that was at the request of Gaz Métro.  Newfoundland put in a generic formula.

Basically, we have generic formulas in Canada because these are generic capital market conditions, and we review these generic capital market conditions under two circumstances.

One is when somebody says it isn't working; it is no longer a fair rate of return.  This is what the Board said in March 2009, when it wanted to review its formulas because at that point in time the ROE awarded Enbridge was only 39 -- I think it was Enbridge -- was only 39 basis points more than the cost of borrowing from Enbridge.

At the current point in time, that is not 39 basis points; it is 5 percent, at least 5 percent.

So one thing is absolutely clear here, is the ROE -- there is no question the ROE is fair.  Mr. Coyne said it is at the bottom of a range.  I think it is at the very top, if not exceeding a fair return on equity.

By happenstance over the last year, it's dropped 50 basis points, and it has brought more into the range of the ROEs allowed by other utilities in Canada.

But as I have said on that several times, as well, it is like a broken clock.  Twice a day it works.  And at the moment, the Board formula is giving a rate of return that I would regard as at the very top, if not exceeding a fair ROE.

So that is not a question here.  The ROE is fair.  The rate of return is fair.  It is a question of all of those other factors -- the deferral accounts, the rate review, the common equity ratio -- whether the combination of those factors goes in to make that a fair ROE.

Business risk, unlike capital market changes, changes only very, very slowly.

So business risk changes very slowly.  Not only does it change slowly, it is pretty much specific to a utility, which is why I have been recommending for two decades that if we want to consider business risk and capital structure it should be within the context of the GRA.  It is only in the context of the GRA that we get all of the information specific to the utility, exactly what deferral accounts are available, exactly what risks are cropping up, exactly what rate of return did the utility earn.

You don't get that by simple comparisons across other utilities.

So the GRA is the appropriate place.  Right now there is a major hearing before the NEB.  And it is not 1011; that's a typo, I'm afraid.  2011.

So it is the Mainline decision at the moment before the NEB.  They're looking at regulating the Mainline when there has been a significant change in risk.  Nobody doubts that the Mainline is now significantly riskier because of the very factors that, in fact, make Enbridge Gas less risky, which is the emergence of shale gas and Marcellus, the huge collapse in the prices of natural gas, which has meant there's a change in the rearrangement of the flow of natural gas around North America.  So there is no question the Mainline has suffered a significant drop in risk.

You could go to the NEB and they could say:  Well, there's an increase in business risk.  Give us more common equity.  That is not what TransCanada is proposing before the NEB, for the reason being that as you give more equity, you increase the cost of capital, you increase the charges, you increase the rates, which makes the problem facing the Mainline even more severe.

Instead, the Mainline is proposing a number of business risk changes.  Changes in tolls on the Mainline go from a zonal toll to distance-based tolling, reallocation of depreciation to remove the risk of stranded assets in the northern Ontario line, and an extension to the Alberta system.

So the Mainline's gone to the NEB and said:  Well, there has been an increase in business risk.  We would like a change in regulatory protection, in order to make sure that we can give reasonable tolls and we can remain competitive, rather than a change in common equity ratio.

So that just emphasizes the fact that the common equity ratio is one of the tools that the Board has got to deem a common equity ratio exactly the same as looking at the regulatory protection in order to make sure that the fair return standard is met.

So what's the OEB policy?  I've got -- it goes back as far as I can remember.  I first testified before this Board -- I think it was in 1988 -- in an Ontario Hydro hearing.  I did appear in a 1993 hearing that looked at Consumers Gas' business risk.  I also looked -- appeared on those hearings with my colleague Dr. Michael Berkowitz for Union Gas and Centra Gas hearings.

In 2003, the Board reviewed its then ROE guidelines that it imposed in 1997, and coming out of that decision -- so this is almost 10 years ago -- the Board said:

"The Board's draft guidelines assume that base capital structure will remain relatively constant over time, and that a full reassessment of a gas utility's capital structure will only be undertaken in the event of significant changes in the company's business and/or financial risk."

So that was an articulation in 2003, but it follows the Board policy that, as far as I know, is -- I don't know when it started, but it's gone back a very long period of time.

This was repeated in 2009, when, again, we had a review of the ROE guidelines that just happened to occur immediately after a financial crisis and immediately after a collapse in the stock market, the tech bubble in the early 2000s and then the bank problems coming out of the United States during 2008/2009.  So in both cases the ROE guidelines were reviewed, and the Board repeated essentially what it said in 2002.  It said:
 "For electricity transmitters, generators and gas utilities, the deemed capital structure is determined on a case-by-case basis.  The Board's draft guidelines assume that the base capital structure will remain relatively constant over time and that a full reassessment of a gas utility's capital structure would only be undertaken in the event of significant changes in the company's business and/or financial risk."

So we've got the same words, "significant changes in the business risk."  And we've got the same phrase "specific to the company."


So we're looking at specific things for a utility that means:  Has something changed such that the allocation of the fair ROE from the Board formula is no longer fair?

So I regard this policy as 100 percent correct.  I have been advocating it for the last 20 years and I am not going to change my view now.

In particular, as I mentioned, no one is challenging the Board's use of the ROE formula, even though I think it is at the top, if not exceeding, a fair and reasonable ROE, generally.  It just so happens at the moment it is about similar level to that awarded by other boards.

So now we come back to business risk.  There is a pattern to this.  In 2002/2003, the Board reviewed its formula.  It confirmed its ROE formula, and it said, in particular, that at that time the gas utilities had not indicated any change in the business risk prompting any changes in the Board policy in 2003.

Two years later, Union Gas and EGDI came in with business risk testimony supporting a change in the common equity ratio.  At that time, they did it consistent with the Board formula.  The Board had just confirmed its ROE formula, so the question was:  Has the business risk changed such that that ROE is no longer fair and reasonable?  Because the Board reviewed the ROE formula conditional upon the facts at that point in time, which was the common equity ratios and the business risk of the utilities.

Both utilities presented business risk testimony.  EGDI's witness was Dr. Paul Carpenter of the Brattle Group.  He presented full ROE testimony, and he states right at the beginning what I would regard as a clear statement of support for the Board's policy:
"My evidence evaluates whether there has been a change in Enbridge Gas Distribution Inc.'s business risk since 1993 that would warrant a change in the deemed equity thickness authorized by the Board for the company."

I presented business risk testimony at that time.  It was not a cost of capital hearing.  It was a business risk hearing, because the Board had just had a cost of capital hearing, a generic cost of capital hearing.  And it allowed an increase in the common equity ratio to 36 percent.

Currently, EGDI is requesting 42 percent common equity without significant business risk testimony.

Now, I just heard Mr. Coyne say that they put in extensive business risk testimony.  I dispute that.  When I looked at Dr. Paul Carpenter's testimony in 2006, he filed -- he is a business risk expert.  That is all Dr. Carpenter does.  He goes around as part of the Brattle Group, he presents -- business risk expert.  Dr. Vilbert looks at cost of capital, and Dr. Colby presents the overall cost of capital fair rate of return.

So that was business risk testimony by business risk experts.  I do not see significant business risk testimony presented by EGDI.

I would admit that it is more than Union Gas presented.  Union Gas didn't present any business risk testimony.  And as they admitted, there's been no change in the business risk of Union Gas.

So EGDI has presented some business risk testimony, but I wouldn't regard it as significant or material.

So when I looked at this, I was faced with a record that I regarded as being insufficient, in the sense that there was no material business risk testimony specific to Enbridge Gas Distribution.

So what I did was go back to Dr. Carpenter's testimony in 2006 and say, well, he highlighted changes since 1993.  What's happened to these changes?

And, number one, 2006 was just after Hurricane Katrina.  The prices of natural gas skyrocketed to eight, nine dollars -- I forget -- MC3, or whatever -- nine dollars, whatever the unit is.  I always forget that.  But, anyway, nine dollars for gas.  Highly volatile.  People were afraid that people were going to switch out of natural gas.  That was a significant risk factor.

There was also the question of who puts in the pipe to the gas cogeneration plants.  Mr. Coyne mentioned the province's carbon policy.  The main result of that is the off-coal policy, that we're closing coal plants in Ontario and we're actually increasing gas-fired generation plants.

And the question is:  Who puts in the pipe to these gas plants?  Because they have to have immediate dispatch.  So when you've got a gas cogeneration plant that needs five minutes' notification to provide more power to the grid, you've got to have pipe and you've got to have storage in order to deliver to that plant so that you can actually meet the needs of the power grid.

So that, my understanding, was the focus of the NGEIR hearing, and that was a factor in the decision of this Board to allow bypass at that time of assets in Union Gas franchise.

This was a situation that Paul Carpenter recognized he didn't know how many of these gas plants were going to be put in, and he didn't know what the regulatory framework was going to be, primarily what was going to happen in incentive regulation, but also I would guess the uncertainty over feeding the gas cogen plants.

So those were the risk factors.  I first testified in 1985, so that's 27 years.  The first time I testified, I remember listening to the company's witness, a guy called Stephen Sherwood, and I thought, wow, this is a really risky company.  This was Bell Canada at the time.  And I thought, wow, this is -- I thought, wow, I must have missed something.

I didn't miss anything.  But what I've heard since for 27 years consistently is how risky utilities are, I mean, how incredibly risky they are.  All of these risks come out of the woodwork, and then you look at the record.

This is the record of Enbridge Gas going back to 1985.  This is the record of their allowed rate of return and their actual rate of return, weather-normalized.

And the company yesterday, I heard them say, Well, you can't look back.  You've always got to look forward.

Absolute nonsense.  That is on every piece of information referred to, stock market performance, but here we've got a gas utility that is regulated and here we've got the performance.  And I would ask anybody in this room, if they see somebody tossing a coin and they're told, Well, this is a fair coin, you toss it once and it comes down heads, you say, Well, fair enough, I believe -- it comes down heads twice, and you say, Well, the odds on that, 0.5 times 0.5, is only 25 percent.  Okay, I'll believe that.  Then you toss it a third time and it comes down heads and you say, Well, 12-1/2 percent probability, that is a fair coin.  Four times 0.0625, 27, 26 times, I do not believe it's a fair coin.

Somebody tosses a coin 26 times and it comes down heads, I tend to believe that if they said you want to bet $1,000 on a heads versus tails, I would say I would take heads.  If I see 26 times in a row a coin coming down heads, basic statistics tells me that is not a fair coin.

And when we look at Enbridge, we see that they have not actually suffered any risk whatsoever for 26 years.  They have overearned their allowed rate of return for 26 consecutive years.  So we could look here and we can say, Well, the province's policy is this and there is something else happening, there is change in regulation.

I have heard this.  I have heard this for 25 years, that utilities are risky because of all of these risks that come out, and then you look at the objective fact.  They do not happen.

Now, this is what I would call -- refer to as short run risk.  It's the return on capital.  It's the rate of return that utilities earn.

I don't regard there as being any material short run risk for a utility.  My testimony has got this for Gaz Métro.  It has got it for Union Gas.  It has also got it for the TransCanada Mainline.

The TransCanada Mainline I feel is really risky.  It is risky in the sense that it can't recover its return of capital, and it's got significant stranded asset risk.  And the NEB has recognized this and said that covers part of the risk of the utility.  It doesn't cover all of the risk.  The major risk is, Can you recover your capital, the capital you have invested in the rate base?

And there is significant probability that TransCanada is going to have to write off assets, because the underlying supply and demand for natural gas, the shifting of supply base in North America, means the TransCanada Mainline, particularly the northern Ontario line, may not continue to be used.

So it's short run risk meeting the allowed rate of return -- is a major component, but it doesn't protect the utility completely.

Sometimes there are risks that come up that no matter how proactive the regulator is, the regulator cannot protect the utility from everything that can possibly happen.

The regulator can protect the utility from weather variation, can protect the utility from all sorts of small things.  It cannot protect the utility from a collapse in the demand for its product, and that is what has happened to the Mainline.

So the question is, short run, I have no doubt whatsoever Enbridge will continue to earn its allowed rate of return and probably over-earn by 100, 200 basis points because that's the historic record.  And I don't see anything that would indicate that its inability to forecast operations and management expenses, which seems to be where a lot of the excess return comes from -- so I have no doubt that it will continue to earn its allowed rate of return.

The question is:  Is the product that Enbridge delivers a viable product, and is there continuing market demand for that product, and is there supply of that?

Supply, there is absolutely no question.  We have 100 years' supply of gas in North America now.  The price of gas has collapsed.  It's collapsed to such an extent that there is a disconnection between the pricing of natural gas on its energy-equivalent basis and oil.  We used to price natural gas on an oil-equivalent basis; now it is the marginal cost of shale gas.  That is why we're seeing all of this readjustment going on at the moment, in order to try and liquefy gas for export, rather than import the way we were talking about just four or five years ago.

So the question is:  Is Enbridge riskier now?  And this slide is really the only slide that matters, which is:  How competitive is natural gas?

And I could have just -- my testimony refers to what Enbridge Gas says in its annual information form to its shareholders, that basically has the same information, but residential natural gas Rate 1, the price of natural gas has dropped 40 percent, 52 to 32 cents.  Commercial, it's dropped 47 cents to 27 cents.  Industrial natural gas Rate 110 dropped 41 cents to 19 cents, 50 cents.

So we see a drop in the price of natural gas.

What's happened to the major competitive fuels?

Electricity increased 85 to 95 cents, commercial electricity 64 to 84, industrial electricity 56 to 76.  So electricity has become more expensive.

Light fuel oil or home heating oil, similarly more expensive.

So compared to 2006, when Paul Carpenter was saying:  Look, the price of gas has gone to 8-, $9.  There is serious problems in terms of fuel-switching and everything else, if there was fuel-switching that went on in 2006, I don't see how it's going on at the moment.  I don't see why an industrial customer would switch from natural gas to industrial electricity when it costs almost four times as much.

This is not the same in other parts of Canada.

BC and Quebec have huge hydro, cheap hydro.  And Quebec, in particular, the Gaz Métro is rated as above average risk by the Régie because Hydro Quebec has such an abundance of cheap electricity and they use electricity for home heating -- home heating in Montreal.

Mr. Coyne referred to the Terasen Gas decision in 2009.  One of the reasons they increased the common equity ratio for Terasen Gas was it was before shale gas came along.  And electricity in BC is incredibly competitive with natural gas. In fact, Terasen put in testimony saying the natural gas was basically the same cost as electricity for average users in the lower mainland, and the fact was that there was a movement towards high-rises, big condo buildings, that was moving to electricity.  If the price is the same, put in electricity in a condo building.

So that was a significant factor in the increase in the common equity ratio for Terasen Gas, and that has now disappeared.  Natural gas is as competitive now in the lower mainland as it was back in 1999.  So I have just put in testimony saying that they should roll back the common equity ratio, because the major reason given for the increase in the common equity ratio for Terasen Gas, now Fortis Energy BC, has now disappeared.

So I don't know whether I have exceeded my limit, but –


MS. CHAPLIN:  You are close.

DR. BOOTH:  I am close?  My students walk out if I exceed the limit, but...

[Laughter]


DR. BOOTH:  Summary.  The allowed ROE is generous; I don't think that's much in dispute.  In 2009, when the Board set the allowed ROE, it was the highest of any allowed ROE set in 2009.  You could argue that the AUC set 9 percent, 75 basis points lower than this Board, but at the same time they increased the common equity ratio.

So when they refer to across-the-board increases in common equity ratio, you have to realize that in part they're driven by fundamental changes in risk for Terasen Gas, and particularly for the Mainline, and in part they were also changed because of generic capital market changes, as this Board could have done in 2009.  It could have increased the common equity ratios and given a more reasonable ROE.

The ROE formula will be reviewed in 2014 and generic risk factors can be considered then.  I was specifically told not to put in cost of capital testimony for that reason.

I regard this as a business risk hearing similar to 2006, consistent with Board policy.  So the question is simply:  Has EGDI's business risk increased?

Short run, significant record of over-earning due to the settlement for the last five years, but that is just temporary.  The fact is EGDI always over-earns its allowed ROE.

Lower long-run risk due to the collapse in natural gas prices has simply made the fuel that EGDI distributes that much more competitive, so if there is any risk of stranded assets according to EGDI's rate base, whatever tiny risk existed in 2006 due to high natural gas prices I think has basically disappeared.

It could be we -- all of this natural gas goes away, so instead of 100 years we only have 20 years or 30 years.  But we're talking about assets that are depreciated over a 30-year period, and 100 years is an incredibly long time.

I recommend a return to the 35 percent common equity ratio of 2006.  I see no justification for an increase in the common equity ratio.  I see no increasing business risk.  And I think 35 percent before the 2006 decision was perfectly satisfactory.

In particular, Mr. Coyne made reference to credit standards.  This is the biggest natural gas utility in Canada.  It is the lowest-risk natural gas utility in Canada.  It's got almost entirely a residential base.  Union Gas we always regarded as riskier than Enbridge, because Union Gas absorbed Centra Gas Ontario and they absorbed all of those pulp and paper plants in northern Ontario, as well as it has a much heavier industrial load.

So we always gave Union Gas a slightly higher ROE than Consumers-Enbridge.  It was 25 basis points, then dropped to 15 basis points.  Union now has the same Board formula allowed ROE as Enbridge, and Union has said it has no increase in business risk.  If Union accepts those financial parameters, it would indicate that EGDI's common equity ratio should be lowered, simply because they're now getting exactly the same ROE.

In terms of the financial metrics, Concentric said:  Well, it is not an A-minus.  Well, I'm sorry, it is an A.  It is an A rated utility.  It's been an A rated utility for as long as DBRS has rated it.

As recently as June 25th, 2012 -- so that is five months ago -- it said that the financial metrics were strong, commensurate with an A rating.  And those ratings will only improve as the Board ROE formula bumps up the allowed ROE and the profit for Enbridge.

And then I was criticized for saying I was focussing on debt.  Well, the ROE is fair.  We all accept the ROE as fair.  Then you look at the cost of debt.  Is the cost of debt fair?  Is it having problems attracting capital?  Is the financial integrity of the utility somehow in danger?

I don't see how it can be, if the ROE is fair.  And the capital markets agree.

40-year debt at 4.7 percent, 40-year debt.  When I talk to my students, we talk to about the ability to issue long-term debt.  Lots of countries around the world cannot issue 10-year debt; countries, I'm referring to, the sovereigns.  Canada had a 20-year debt limit up until about 20 years ago.  The Government of Canada couldn't issue more than 20-year debt, maybe because of the long-run uncertainty attached to inflation and interest rates.  Now the government of Canada routinely issues 30-year debt.

We now have Enbridge issuing 40-year debt, and the information Enbridge circulated yesterday is that some people are now issuing 50-year debt.

I just ask everybody in this room to think for a few minutes.  We're issuing fixed-rate debt for a 40- or a 50-year time period.  How safe does that debt have to be in order to issue a fixed rate for 40 to 50 years?  Investors are looking at that and saying this is a very, very comfortable, low-risk investment.  If they thought there was any risk attached to Enbridge, they would not lend their money on a fixed rate for a 40- or a 50-year term.  These are incredibly easy capital markets because of the problems in the United States, and utilities are benefitting from that exactly the same we are all benefitting from low mortgage rates.

So there is absolutely no question that there is a decrease, in my judgment at least, in the business risk of Enbridge and fair rates of return have not increased.

The other thing that Enbridge pointed out yesterday was the spread on their ten-year debt at 110 was the same as it was in 2007.  So I was surprised at that information, but they actually issued debt on exactly the same spread terms as they did before the financial crisis.

So I don't see any significant increase in the capital market conditions.  In fact, the capital market conditions are easier, and absolutely there is no change in the business risk attached to Enbridge.

Thank you.

MS. CHAPLIN:  Thank you, Dr. Booth.  We will take the morning break now, but for our information, Mr. Coyne and Ms. Lieberman, will you have questions for Dr. Booth?

MR. COYNE:  Yes, we will.  Consistent with the Panel's instructions, we would take up to 30 minutes, if so allowed.

MS. CHAPLIN:  Dr. Booth, do you have questions for the --


DR. BOOTH:  I wasn't planning any.  I was leaving that to lawyers.  I have always been told that I have a desire to be a lawyer, but my lawyers tell me I shouldn't be a lawyer.

[Laughter]

MS. CHAPLIN:  All right.  Well, we will take the break now for 15 minutes.  Thank you.

--- Recess taken at 10:59 a.m.

--- On resuming at 11:28 a.m.

MS. CHAPLIN:  Please be seated.

All right.  Mr. Coyne, Ms. Lieberman, if you would like to proceed, do you have some questions for Dr. Booth?
Cross-Examination by Mr. Coyne:



MR. COYNE:  Thank you, Madam Chair.

I would just like to start, Dr. Booth, with a few areas that I believe are areas of agreement from our time together in the quote-unquote hot tub, just for confirmatory purposes.

Are we in agreement that the cost of capital includes both ROE and capital structure in its determination?

DR. BOOTH:  The fair return standard means, as I explained, that the return has to be fair in terms of the risks that the shareholders are exposed to.  That includes the common equity ratio.  It also includes all of the other risk mitigants that the Board uses to manage the risk of the utility.

MR. COYNE:  And would it include ROE, as well as the capital structure, in that determination?

DR. BOOTH:  Well, it sets the ROE.  The ROE is the outcome of that analysis that looks at the common equity ratio and looks at the other risk mitigants that the Board uses.

MR. COYNE:  Do we agree the cost of capital is subject to the fairness standard in Canada?

DR. BOOTH:  Yes.  In fact, the NEB has gone further than just looking at the return to the shareholders and looking at the overall cost of capital, and in a TQM decision awarded an after-tax weighted average cost of capital to TQM.  So they have gone beyond looking at the fair return to the common shareholders, but looking at the fair return to all of the capital, which brings in the question of whether the shareholders are at risk for the cost of the debt, in terms of:  Do they get the market cost of debt even if the deemed cost of debt is two or three percent higher?

And the policy of the NEB seems to be yes, although that -- we still need a decision on that.

MR. COYNE:  Do we agree that the fairness standard has three requirements?

DR. BOOTH:  I thought we agreed that there was one overriding requirement and there were three corollaries.

MR. COYNE:  But as practiced in Canada by this Board and elsewhere, do we believe that the three -- the capital attraction, financial integrity and comparability requirements -- are used as measures of whether or not the fairness standard has been met?

DR. BOOTH:  Well, we agreed that this Board used those three definitions that came out of the National Energy Board's 2004 decision for TransCanada.  And as I emphasized in my presentation, the fundamental was the opportunity cost criteria.

You can attract capital and you can maintain financial integrity but not treat the shareholders fairly.  So the fundamental is the opportunity cost, which is Justice Lamont's definition.

MR. COYNE:  Do you disagree with this Board's interpretation of those standards?

DR. BOOTH:  Yes, I do.  As I said in my presentation, the Supreme Court of Canada defined the fair rate of return standard, and that is not what this Board used.  Instead, it used the three principles that the NEB put forward in 2004.

As far as I am aware, the NEB doesn't trump the Supreme Court of Canada, but since we're two experts here and we are not lawyers, I am sure Mr. Cass will say:  Dr. Booth, you're not a lawyer.  You're not allowed to say that.

But if the NEB can trump the Supreme Court of Canada, then fine, but my understanding is the Supreme Court of Canada is the supreme court in Canada.

MR. COYNE:  I've realized right away one of my shortcomings asking questions is I must wait for you to finish answering before I ask the next one.

What was the date of the Lamont decision, approximately?

DR. BOOTH:  Justice Lamont's decision was in 2000 -- sorry, 1929.  And my understanding it came out of decisions in the money market, and it was a minority decision by Mr. Justice Lamont.

And then in the BC Electric decision in 1961, it was the majority decision of the Supreme Court of Canada to adopt Mr. Justice Lamont's definition.

So I am not a lawyer, but that is my understanding of the chain of events, that it was a minority report in 2009 (sic) that was adopted in 1961.

So you can think of it as a 1929 decision or a 1961 decision.

MR. COYNE:  Is it fair to say that, since that decision, there have been many interpretations of that standard by regulatory boards in Canada?

DR. BOOTH:  I think boards have interpreted that, but I am not so sure anyone has gone up to the Supreme Court of Canada and changed the -- asked the Supreme Court of Canada to rule and change the definition of a fair rate of return.

MR. COYNE:  No, but many boards have interpreted since 1929, was my question.

DR. BOOTH:  Not generally.

MR. COYNE:  Has the NEB --


DR. BOOTH:  Now, hold on, hold no.  No, I'm just thinking.  The -- I was thinking about this last night.  I put together my testimony and I put a lot of what I refer to as boilerplate in my testimony; it's same sort of stuff all the time.  And it is just like companies in their annual information forms.  They put together basically the same stuff all the time.

This is the first time it has ever come up.  So it is there in my testimony, to discuss the regulatory precedent and why we regulate utilities.  Normally it never ever comes up.  This is the first time that I can remember that there has actually been a discussion of the fair return standard.

MR. COYNE:  Certainly before the NEB they discussed the fair return standard?

DR. BOOTH:  The NEB discussed the fair return standard, but that was in the context -- if I remember correctly -- that some intervenors claimed that there had to be a balancing of interests between the shippers and the company in terms of the fair return standard.

And that critically depends -- I will defer here to Mr. Cass, but I think it depends upon the regulations that determine the act.  It is the job of a board to interpret a specific act.  It is the job of the NEB to interpret the NEB Act.  It is the job of this Board to interpret the Ontario Energy Board Act.  It is the job of the Régie to interpret the Régie's act.  It is the job of -- I was involved in a hearing for Nova Scotia Power, which used to be the provincial state-owned enterprise, and it specifically says in the act that you have to balance the interests of the consumers and the company.

So when you make a statement like -- as you just asked, it is up to the board, whoever regulates, what does the act say we have to do.  And if the act says you balance the interest, you balance the interest.  If the act says something differently, then you do something differently.

So if I remember correctly, why it went to Court of Appeal in a -- and I don't know whether that was federal or provincial, was because there was a claim that the NEB had to balance the interests of consumers versus the company.  And the Court of Appeals said no, that is not correct.  The cost of capital is the cost of capital.  You have to impose that, and you don't -- you shouldn't take into account the impact on rates.

MR. COYNE:  Do you agree with that position?

DR. BOOTH:  Well, that's -- it is a legal decision.  I mean, I'm not a lawyer that's going to say the Court of Appeals was wrong.

MR. COYNE:  But --


DR. BOOTH:  The Court of Appeals interpreted the statute under which the NEB regulates the TransCanada Mainline.  I'm not a lawyer that can say that interpretation was incorrect.

If you asked me should a Board take into account the broad interest of the parties, there is a cost of capital.  Sometimes -- normally, it should have no impact on rates in the sense that whatever the cost of capital is, the cost of capital is, and the shareholders are entitled to a fair return on their capital.

The only problem with that is that when you get some circumstances, like the TransCanada Mainline, you get perverse results.  Normally, when a company gets into trouble, the stock price collapses, and as a result investors expect a high rate of return on a collapsing stock price.

When you’ve got a company like the TransCanada Mainline, you're not regulating the stock price; you are regulating the rate base.  And what should happen, or what would happen if it was a private company, is the value of the rate base would collapse.  The market value would collapse, because people aren't shipping gas on the northern Ontario line.  And they get the high rate of return based upon lower market prices.

But when we regulate firms or utilities, we get this perverse result, and I say it is perverse; it doesn't happen very often, because it only happens when a utility basically gets into very serious financial trouble and cannot recover its cost of capital in its rates, and you get into a death spiral.

In that case, the utility may be riskier, but if you do charge the higher prices, you end up enhancing the death spiral and decreasing the financial integrity of the utility.

That is why before the TransCanada Mainline at the moment ,your colleague, John Reid of Concentric - who has been managing TransCanada's case in the sense that he's been on many of the committees, the panels that TransCanada has put forward - they're not proposing an increase in the common equity ratio.  They're proposing instead to rebalance in terms of ratepayers, in terms of getting the shippers in Alberta to pay more, in terms of reallocating the rates between the northern Ontario line and the eastern triangle, which is where we are in the Prairies, because it doesn't make sense to allocate a higher cost of capital given the risk, because that exacerbates the situation.  Instead, they're reducing the risk.

MR. COYNE:  If I may, Dr. Booth, I would like to bring us back to this Board, if I could.

How would you -- do you believe, first of all, that this Board should pay attention to the comparability standard in terms of determining whether or not a fair return has been met, including the equity ratio?

DR. BOOTH:  I think this Board should do what it is legally empowered to do, which is regulate Enbridge Gas based upon rates that are fair and reasonable, and treat the shareholder fairly.  You can treat the shareholder fairly by giving a higher ROE, by giving more common equity, by reducing its risks through more deferral accounts and regulatory protection.  That is what this Board is empowered to do, and I think that is exactly what it should do.

MR. COYNE:  But specific to my question regarding the comparability standard?

DR. BOOTH:  The comparability standard is in terms of the fair return standard, in terms of the fair return on other securities of equivalent risk, and that is the legal requirement.  It is also the economic requirement.  And 100 percent I agree with it.

MR. COYNE:  This Board faces a very practical, pragmatic issue that it needs to try to interpret those standards to set an ROE and a capital structure for the utilities it regulates.

How would you advise the Board to use the comparability standard in that regard?

DR. BOOTH:  I would advise the Board in exactly the same way as I have advised every board for the last 20 years.  Have a generic hearing to determine generic factors, such as capital markets, set the ROE based upon those capital market issues, and then go to the specific risk of the utility and adjust the risk of that utility such that the generic ROE can be applied.

That's the policy of the NEB, the policy of the Alberta Utilities Commission.  You look at specific issues and specific rate hearings for the utility, generic issues in a generic hearing.

The BCUC does things slightly different.  It has a generic hearing, but it also adds a premium to the ROE for some of the utilities.  So --


MR. COYNE:  If I might, the Board indicated --


DR. BOOTH:  It still separates those issues.

MR. COYNE:  The Board indicated in its 2009 report that gas and electric -- that the gas distributors would be heard on a case-by-case basis.

DR. BOOTH:  That's exactly --


MR. COYNE:  That is why we're here today.  So regarding the comparability standard, would you advise that the Board place any weight on it for a determination of the equity ratio for Enbridge?

DR. BOOTH:  I think it is useful to draw comparisons with other utilities, broad comparisons.

I reference in my testimony the policy of the Alberta Utility Commission because I went through and indicated the policy of the NEB, the policy of the AUC.  And the policy of the AUC on page 21 of my testimony, the first requirement, the business risk of each utility and the applicant; the second requirement, the Board's last approved equity ratio, i.e., where are we coming from; third requirement, comparable awards by regulators in other jurisdictions; fourth requirement, interest ratio analysis; fifth requirement, bond rating analysis, which basically means debt market access.

So the AUC looked at comparable awards in other jurisdictions.  I have no problem with that.  As I've said in my testimony, you can draw conclusions from anywhere if you make the appropriate adjustments.

So I would regard the least adjustments required is from within Canada.  And, in particular, the very least requirements are from Union Gas, because it's the same regulator, the same environment, substantially the same business risk, except for the fact that Union Gas does have more industrial load and more problems in northern Ontario, so normally we've been regarding Union Gas as riskier than Enbridge Gas.

After that, you get into other countries -- or other companies within Canada operating in the same environment.  Gaz Métro is a gas utility in the province of Quebec, but it's riskier than Enbridge.  The Régie decides it is above average risk.

MR. COYNE:  Dr. Booth, if I might, are you on record anywhere in this jurisdiction or elsewhere in Canada offering an opinion on the relative risk between gas and electric distributors?

DR. BOOTH:  Yes.  In the Alberta decision in 2004, I stated that given the regulatory protection, there was no significant difference in the risks for gas and electric distributors.

MR. COYNE:  Do you view that differently in Ontario?

DR. BOOTH:  No.  I think when I was before this Board, I recommended 35 percent for the distributors.

And I think that was 2006, and I indicated that -- 35 percent particularly for the last distributors, like Toronto Hydro, London Hydro, Quebec, the former MEUs that are significant in size.  And at that point, given the amount of regulatory protection, I viewed the business risk differences as being immaterial.  They just don't crop up.

MR. COYNE:  Thank you.

DR. BOOTH:  And at that point, I also stated my policy that I didn't regard giving different higher common equity ratio and higher yields to smaller utilities, which is what the Board was doing at that time, as making any sense, because it basically provided a subsidy for small, inefficient distributors in terms of a higher cost of capital, and I didn't see why ratepayers in certain parts of the province should pay a higher cost simply because they happened to be served by a smaller MEU.  And I recommended that all of the distributors, regardless of size, get 35 percent.

Unfortunately, the Board took that and gave everybody 40 percent.  So they accepted my recommendation, but I think it was the Chair, Gordon Kaiser, decided there wasn't enough evidentiary support for 35 percent.

MR. COYNE:  In your opening remarks, you indicated that you find the current formula producing a fair return, or I think you said fair, but perhaps generous.

DR. BOOTH:  I think the formula, when it went into effect, 9.75 percent -- well, not just think.  It was the highest allowed ROE of any Board that set an allowed ROE during 2009 in Canada.

The BCUC set 9.5 percent.  The Alberta Utilities Commission set 9 percent.  The Régie set 8.9 percent, and then allowed Gaz Métro a premium, given its perception it felt Gaz Métro was higher risk.

So when the Board rebased its formula in 2009, I would -- it absolutely was the highest ROE in Canada in terms of a generic ROE, and I would say it was extremely generous.

MR. COYNE:  Would you accept, subject to check, that at the time, the OEB formula would have produced an award in 2009, that is, of 8.38 percent, but you were recommending 7.75 percent because you thought that that 8.38 percent was generous then?

DR. BOOTH:  That's correct.  I would say that, by and large, the regulators set the allowed ROE as a premium over what I would regard as the opportunity cost.  And we can see that in terms of the fact that the market value of regulated assets sell for premiums over the book value.

And that is a policy I would regard as being conservative that favours the utility.  I think there is evidentiary support for that in terms of, as I said, the prices that utility assets sell for in Canada.  They do not sell for a discount.  They sell at a premium to their book value.

The only reason for selling at a premium over book value is because the investor feels the allowed ROE is generous.

MR. COYNE:  Would you agree that risk in the context of a utility investor means the probability of incurring an inadequate rate of return?

DR. BOOTH:  I would say that there is -- if this Board was to give a penal rate of return, I would say that was part of regulatory risk.  And I have heard that referred to in the past, that one of the drawbacks of allowing a generic ROE was to remove the Board's ability to offer a penal rate of return given the behaviour of the utility.

And one of the attractions in the investment community when we went to generic ROEs was the fact that that risk was removed, that in fact it was generic and was entirely predictable.

MR. COYNE:  For utility investors, does the return include both the amount of capital, i.e., the equity ratio, and the rate of return on it?

DR. BOOTH:  The return?

MR. COYNE:  Yes.

DR. BOOTH:  No, the return is the fair rate of return.  It is a percentage, the fair rate of return and the amount invested in the utility.  That is the definition both from Mr. Justice Lamont, and it is also the definition in the United States where --


MR. COYNE:  I think you just said yes to my question.  I was asking you if it included both.

DR. BOOTH:  No, it is the rate of return.  The legal standard is the rate of return and the amount invested in the utility.

MR. COYNE:  So it is the rate and the amount invested together that determine the rate of return?

DR. BOOTH:  Yes, but the legal standard is to give a rate of return, so you see how much is invested, and then the legal standard is to make sure you get a proper rate of return on that investment.

MR. COYNE:  I believe you said yes, but just in more words than I had hoped.

DR. BOOTH:  No, I didn't.  The legal standard is a percentage.  It is a rate of return.  You look to see how much has been invested in the utility.  Since it is a sunk irreversible investment, you have to treat the fair holders -- the shareholders fair, and that's why the legal standard, as interpreted by the Court of Appeal, applies to the whole of the investment, the whole cost of capital.

MR. COYNE:  How does one determine how much equity is invested in that utility?

DR. BOOTH:  Well, actually, the legal standard is to look at the total amount invested in the rate base, and that is an objective fact.

We regulate the utility based upon historic cost, so you look to see how much has been actually invested in the utility, which is the investment in the rate base, and then you have to determine what's fair and reasonable.

By convention, we allow the deemed debt cost, so we remove that risk from the shareholders, but as the NEB pointed out, you can just award a market cost of capital with a market cost of debt and a market cost of equity.

And if you adopted that ATWACC approach for this company, it would not be allowed to retrieve its embedded cost of debt.  It would only get the current cost of debt, about 4 percent, and it would be at risk for the embedded cost of debt.

By practice, we allow the deemed cost of debt, then we look at the equity amount and we allow a fair rate of return on the equity.

MR. COYNE:  Can I circle back it my initial question?  And I am hoping this is a yes-no one, and that is:  Would you agree that risk, in the context of the utility investor, means the probability of incurring an inadequate rate of return?

DR. BOOTH:  I have never -- it is true, that is a risk.

MR. COYNE:  Thank you.

DR. BOOTH:  If -- but I've never observed it, again, and the practice --


MR. COYNE:  That wasn't my question.  I just want to know if that is --


DR. BOOTH:  No, no, the -- I would amplify that to the extent that during the 1960s and '70s when we had significant inflation, the Brattle Group, one of the premier people in the Brattle Group, Colby, wrote a book indicating essentially the cost of capital or the equity cost was inadequate and it was punitive.

And the evidence he produced on that was the fact that the market prices of regulated utilities in the United States were selling below market value.

The market to book is the test of whether the rate of return allowed by the utility is fair and reasonable.

If the market to book goes above one, then the reverse holds, that the rate of return is more than fair.  And that is what we've observed in Canada for the last 20 years since interest rates collapsed.

Market values of utilities are about one-seventy, one-eighty percent over book value, and the assets are being sold for even bigger premiums over book value.

So there was no objective evidence that allowed rates of return in Canada had been sub-normal for the last 20 years.

MR. COYNE:  Did this Board --


DR. BOOTH:  It is a possibility in the future this Board could give them 6 percent.  Whether that is a realistic possibility, I think is doubtful.  It is exactly the same.  There is a possibility that the EGDI could fail to earn its allowed rate of return.  I would say both of those are extremely remote events.

MR. COYNE:  Did this Board find in 2009 that the formula was producing an adequate rate of return?

DR. BOOTH:  Well, obviously it rebased the formula.

MR. COYNE:  Is the answer no?

DR. BOOTH:  Well, it rebased the formula to allow a higher rate of return, so this Board felt that it was -- it was not -- not giving returns commensurate with the fact that we were in the middle of a financial crisis.

But you should also remember EGDI went into a settlement based upon the Board formula, and nobody forced them to go into that settlement on that Board formula.  It willingly accepted that Board formula, and it accepted that Board formula throughout the five-year period of the settlement.

MR. COYNE:  Let me ask you this.  Would you acknowledge that it's possible to earn the allowed ROE even under circumstances of substantial business risk?

In other words, is the positive outcome not prima facie evidence that there is no risk?

DR. BOOTH:  I would say that it's absolutely correct that the fact that you earn your allowed rate-of-return year after year doesn't mean to say there is an absence of risk.

And that is what I said before the NEB.  The NEB agreed with that, and they said:  Look, we try and protect the utility.  We give them as much tools as possible, but we cannot protect them from fundamental shifts in market demand.

That is what I said in my presentation.  That's why you have to look at not just the short run, the ability to earn the allowed rate of return.  You have to look at the long-run risk of recovering the investment in the rate base.  And that comes down to:  Is the demand for your product going to disappear?  And the demand for gas in Ontario is not going to disappear, because it is way more competitive now than it was six years ago.

MR. COYNE:  Is it possible -- would you acknowledge that shifts in energy policy that impact the utility's business prospects should be considered in developing a utility's capital structure?

DR. BOOTH:  I think everything should be considered.  The shifts in energy policy aren't going to affect Enbridge's ability to earn its allowed rate of return, unless the province wants to set a policy that basically penalizes the use of natural gas.

And at the moment, it seems that the policy is to penalize the use of coal, and the off-coal policy is benefiting natural gas.

That's why we had the NGEIR hearing, talking about storage in order to get gas into the gas co-generation plants in order to get electricity.

So I don't see there being an off-gas policy.

MR. COYNE:  Is coal cost-competitive in North America generally right now, for electric generation?

DR. BOOTH:  Depends whether you -- depends whether Pollution Probe is here, because it depends whether you include --


MR. COYNE:  From a market cost of coal.

DR. BOOTH:  Depends whether you include the externalities imposed by coal.  If you include the externalities in terms of fumes and in terms of --


MR. COYNE:  Let me make the question more straightforward, then.

Excluding externalities, is coal generally cost-competitive in North America for electric generation?

DR. BOOTH:  If you exclude a cost then you can make anything competitive.

MR. COYNE:  What are the market prospects for a fuel like coal in Ontario right now?

DR. BOOTH:  In Ontario, they're abysmal.

Alberta, they still use a lot of coal for coal plants, despite the fact that natural gas has slumped to incredibly low prices.

And as you probably know, coal is the fuel of choice in most of the United States.

MR. COYNE:  I do.  My question, then:  Is it possible for a fuel that is cost-competitive - and you make the point that natural gas is cost-competitive here in Canada - to still be on the out, from an energy policy perspective?

DR. BOOTH:  Yes.  True.  You can look at the province of Ontario and say:  Well, nuclear, well, we don't want nuclear.  We've got to dispose of all of those hot rods and all of those other things.  Let's do without nuclear.  Then you can say:  Well, which is the lowest-cost in Ontario?

Then you can go to coal and say:  Well, coal has all of these environmental things.  Let's get rid of coal.

Then you can say:  Well, natural gas, let's get rid of natural gas.

And then you're left with solar panels, and solar panels aren't economic.  We don't have a lot of sun in Ontario.


So anything could be off.  You could go to solar fusion in another 20 years, but realistically -- and I think that is what this Board has to deal with -- we are recharging Pickering and Darlington, so we are committed to nuclear, even though there are huge costs attached to nuclear.  We are off-coal.  Lambton is being closed down, and it is moving to gas.


And I don't see this province in the short run, or at least as far as the rate base of Enbridge is concerned, given its depreciation rates, that it's going to recover -- it's going to recover its investment in its rate base.  I don't see in the foreseeable future that we're going to be disconnecting my barbeque because gas is regarded as being inefficient in some sense.

MR. COYNE:  Dr. Booth, you said in your opening statements that you can attract capital without earning a fair return.  I just wanted to confirm that that is your view.

DR. BOOTH:  Yes.  If you’ve got a declining rate base utility, so it doesn't actually have to approach the capital markets for money, then the regulator can give an inadequate rate of return, and you can still basically provide service.  And in fact, that is something that I have heard people say:  Well, they're not going to the capital markets.  They don't need a high rate of return.

I would regard that as totally unsatisfactory.

MR. COYNE:  I wanted to clarify something with you in your opening remarks.

You were talking about the spread evidence, bond spread evidence that was cited by Mr. Yaworsky yesterday, and I just want to make sure that we had that right.

The spread in 2007 that he cited was 65 basis points, and the spread today is 110 basis points.

DR. BOOTH:  No, I was ref --


MR. COYNE:  Would you confirm that that is what he said?

DR. BOOTH:  That's what he said, but I was referring specifically to the medium-term notes that he sold on the 28th of November, 2007 at 110 basis points spread.

So these are the specific deals that he looked at, that it dropped from 110 basis points, November 2007, to November -- sorry, November 2010 it dropped to 90 basis points.

And I think I heard him say that it is now up to 110 basis points again.  So I am talking about the specific issues that Enbridge came to the market at, and the -- I mean, as I said in my opening statements, I was surprised at that, because I thought that the spreads would have been lower.  But for whatever reason, Enbridge raised debt capital in 2007 on spreads that basically are the same as they are now.

MR. COYNE:  Well, I think just the opposite.  He said the spreads have gone up from 65 to 110 in that period of time.

DR. BOOTH:  That's true.  That's why I said I'm looking at the sheet provided by Enbridge Gas, and Enbridge Gas issued medium-term notes, 10-year medium-term notes at 110 basis points.

Now, unless that is wrong, they're now issuing debt on the same terms as they did four years -- sorry, five years, five years ago.

I would have expected the spreads in 2007 to have been closer to 65 basis points, because that was the top of the capital market when conditions were very, very easy.  We were flush with cash.  Americans were so flush with cash, they were giving it away in sub-prime mortgages that created all sort of problems.

So that was a period when spreads were incredibly low, and I am surprised that Enbridge actually went out and raised debt at 110 basis points spread.

MR. COYNE:  I am mindful of the time that the Board has allowed.  It has been 30 minutes to my clock.  So shall we --


MS. CHAPLIN:  Do you have any ones you would particularly like to ask that you have not --


MR. COYNE:  Can I take just 30 seconds with my colleague to see if there is anything that arises to the level of importance that I should ask for a few more moments?

MS. CHAPLIN:  Certainly.

[Mr. Coyne and Ms. Lieberman confer]

MR. COYNE:  Just one point of clarification, if I could, Dr. Booth.  You mentioned in several places references to risk for Canadian utilities, the presence of deferral accounts and things of that nature.

Have you analyzed these differences between utilities in Canada, and also analyzed those differences between utilities in Canada and those in the U.S.?

DR. BOOTH:  No.  I rely upon Moody's and Standard & Poor's.  Moody's do that as a matter of record.  The 50 percent of their weight is based upon the ability to earn the allowed rate of return, and no state in the union is ranked as high as Canada.

So the ability to earn the allowed rate of return, which is the basic definition of risk, is 50 percent of the weight that Moody's puts on the credit rating, and they rate Canada above any state in the union.

MR. COYNE:  Moody's rates companies on an individual basis, do they not?

DR. BOOTH:  That's true, but the regulation is basically Canada or, in fact -- and they also look at province-wide.  So that takes into account provincial and federal regulation.

MR. COYNE:  We have developed a proxy group of U.S. companies and examined their differences in great detail at the degree of regulatory protection, including the existence of deferral accounts and related accounts.

Have you conducted any such analysis between Canadian and U.S. companies in your evidence?

DR. BOOTH:  No.  I don't see that it is relevant.  Have you sent that study off to an academic journal to get it refereed by peer-referee people to get it published?  Has it passed any external review process?

MR. COYNE:  It's before this Board and subject to your review, and as it has been over the course of the past year.

DR. BOOTH:  Mr. Coyne, I have a CV with about 80 publications that have passed peer review tests.  They have gone out to people to read them to make sure they're correct, and I have got back comments and I have reacted to those and got them published in peer review journals.

MR. COYNE:  Did any of the publications refer to the relative risk of U.S. versus Canadian utilities?

DR. BOOTH:  No.  They refer to risk in general.  I've got several papers that have been published in peer reviewed journals on fair rates of return and risk to utilities.

MR. COYNE:  Is that a no?

DR. BOOTH:  No.  I'm saying they passed the peer review test.

If you want the Board to accept your study, I suggest that you send it to an academic journal to see whether it passes an independent peer review test.

MR. COYNE:  Dr. Booth, we sent it to all parties in this case and it has been up for review over the past year.  That evidence was submitted in January.  I think --


DR. BOOTH:  Have you sent it to any academic journals for peer review?

MR. COYNE:  Dr. Booth, are you not an academician?

DR. BOOTH:  If you want my view, I would reject it, but you I'm saying that there is -- I was interested in counsel's question on the witnesses.

I've got a day job at the University of Toronto, and I publish articles and they pass the peer review test, and I've got a CV that demonstrates that what I say -- not once, but dozens of times has been accepted by colleagues at top journals throughout North America.  In fact, a lot of them are based upon U.S. study.

Have you ever sent a paper to a journal to pass a peer review test?

MR. COYNE:  Yes, I have.

DR. BOOTH:  Did it pass the peer review test?

MR. COYNE:  Yes, it did.

DR. BOOTH:  What journal was that?

MR. COYNE:  If you check my CV --


DR. BOOTH:  I am asking you.  You know your publications.

MS. CHAPLIN:  Gentlemen, gentlemen, thank you.  I think we are venturing into areas which are not particularly helpful to us.

MR. COYNE:  We would concur.

MS. CHAPLIN:  Thank you.  So we will now begin questioning from counsel.  So we will begin with those who would be, in the normal course, cross-examining Mr. Coyne and Ms. Lieberman.

So is there an agreed order?  Do you have any questions, first of all, I should ask?  Is there an order?

MR. WARREN:  It is Mr. Thompson, I think, is going to proceed, is it not, or is it Mr. Brett?

MR. BRETT:  Mr. Thompson is going first.

MS. CHAPLIN:  So it will be Mr. Thompson, and then you are going next, Mr. Brett, and Mr. Warren and Mr. Janigan?

MR. WARREN:  I think it is reasonable to expect I will have no questions at all.

MR. JANIGAN:  Similarly.

MS. CHAPLIN:  Thank you.  Go ahead.  Just to remind you that as we go between the three of us, we will decide if at some point we would like Dr. Booth to respond to either the answers or the questions that you put.  Thank you.

MR. CASS:  Excuse me, Madam Chair, my apologies.  I wanted to be sure there is no assumption in that that I don't have any questions.  I do have a few, not a lot.

MS. CHAPLIN:  We would complete that phase, and then we would go to -- if you have questions of Dr. Booth, then we would follow the same process.  Thanks.  Whenever you are ready, Mr. Thompson.

MR. THOMPSON:  I didn't know whether you were going to break for lunch or start now.

MS. CHAPLIN:  No.  I think we will continue for some time.
Cross-examination by Mr. Thompson:

MR. THOMPSON:  Okay.  I don't expect to be too long, Mr. Coyne.

What I want to do is to look at your evidence and its compatibility with the evidence of the company witnesses that we heard yesterday.  So what I am going to do is take you to a few transcript references, and then pose some questions that flow from that.

You were here yesterday, were you, when the company witnesses testified?

MR. COYNE:  Yes, I was.

MR. THOMPSON:  Is your mic on, sir?

MR. COYNE:  Oh, sorry.  It is now.

MR. THOMPSON:  Okay, thanks.  Just by way of preliminary, could you accept that on the matters with respect to the company's position in this case, it is the evidence of the company witnesses that should prevail over yours where there is a difference?

MR. COYNE:  We have been retained as an independent expert, and I guess I would defer to the -- I would defer to the Board.  If we are offering views on the same matter, those may or may not be precisely the same and they may interpret them differently.

So I would prefer to answer your question not in the abstract, but with regards to specific areas, because the nature of our evidence is not entirely overlapping.

MR. THOMPSON:  All right.  Then let's try that, then.

In terms then of the transcript, let me put this question to you first, and then I will come back to the transcript references just to firm this up.

But I have taken it from the evidence heard yesterday that the company, Enbridge, is not challenging any of the features of the Board's cost of capital policies as stated in the December 2009 cost of capital report.

Just stopping there, did you hear the same thing?

MR. COYNE:  In essence, yes.

MR. THOMPSON:  All right.  So just so we are on the same page, I will give you the transcript references that I have referenced in coming to that conclusion.  If you would first just go to page 34?  I don't propose to read these in, but I will just give you the line numbers.

Starting at question 3, I put the question:
"So you are asserting, if I understand you correctly, that you are entitled to an increase in your equity ratio because the company has undergone significant changes in its business and/or financial risk.  Have we got that straight?
"Answer:  Yes."

And the question goes on.  And down at lines 19 and -- to 21, Mr. Lister said:
"If you fail to meet the threshold test, which is part of the policy, then the result should be a denial of that request."

Do you see that?

MR. COYNE:  I don't have it before me.

MR. THOMPSON:  Oh, I'm sorry.

MR. COYNE:  But I did answer yes to your question that, in substance, I am in agreement.

MR. THOMPSON:  Okay.

MR. COYNE:  The company did not challenge the Board's policy.

MR. THOMPSON:  All right.  Let me flag these quickly, then, and if you have the transcript there, you can --


MR. COYNE:  I do now, thank you.

MR. THOMPSON:  Okay.  So I was at page 34, sir.  I will give you a chance to turn that up.  I was referencing lines 3 to 21.

MR. COYNE:  Yes, I am with you now.

MR. THOMPSON:  So he's got it.  This is not going to be long.

And then over on the next page, the question started at line 21, where I suggested that the policy is the embodiment of the fair return standard, and down at lines 27 and 28:

"The fair return standard isn't something that is out in the air.  They're diluting that requirement, is it?"
"That requirement" being this reference to the utility-specific change in risk requirement.

And Mr. Lister answered no to that at line 1 of page 36.

A couple of other references, so that we have it on the record.

At pages 79 through to 82, starting at line 13, I put the question:
"Assume the Board finds that Enbridge has not demonstrated any material changes in risk that would justify an equity ratio increase.  Is that the end of the story?"

And the answer -- the exchange went on, pages 79 and 80, line 17 and 18.  Mr. Lister said:

"We're not proposing a change to the policy, the capital structure policy."

Specifically, page 81, line 18 and 19, EGD has not asked the Board to review its capital policies.  That was in a reference to the "Process" section of the report.

And at page 82, we agreed that we are clear and agreed on the fact that if they wished to do that, they would have to comply with that aspect of the report.

And similarly, at page 92 -- this is Mr. Shepherd's examination -- starting at line 8 and going on over to page 93, a similar discussion, and at lines 20 to 23 Mr. Lister said:
"It is our position that if the Board found that there was no change in business risk, then by definition the Board would be saying that the fair return standard has been met."

So do I take your answer to my initial question to be that you agree with all of that?

MR. COYNE:  You have given me many pages of references.  I possibly couldn't have read them in the time that you went through them.

I agree with -- I will answer your initial question, if I might, that I am in agreement with your suggestion that the company did not challenge the Board's policy.

I have taken great care in my evidence pertaining to the Board's policy and its interpretation, and I gave it considerable attention in our evidence and also in the opening statement, and I would -- those words would be the ones that I would use, not the words that I have not had a chance to read here.

But I would agree with you in substance that it was not the company's position that it was challenging the Board's policy.


So if you would like to parse individual statements in here more carefully with you, I could, but I couldn't possibly reference each and every page that you have just unfolded for me and asked me to agree with everything that is in there.

I do not disagree with your assertion that it is the company's position that it agreed with the Board's policy, and it was -- and my understanding that, in presenting its evidence, that the company was attempting to comply with the Board's policy.

The words that I have used in my evidence, you will note, are that we view the Board's policy to include the overarching principle of determining whether or not the fair return standard applies.

And that is very essential to what we have said this morning and what is in our evidence, and I stand by that.

So I think that is a correct characterization of where we are, as well as where the company is.  I don't see those as being different, but we have taken great care around that issue.

MR. THOMPSON:  Well, let me try it this way, sir.

The company, as I understood them, said:  We're not saying the Board's policy is wrong.  Did you understand them to be saying that?

MR. COYNE:  Yes.  And if I might, and the question is -- perhaps this is where some confusion gets created -- is:  What is the Board's policy?  And is the Board's policy the fair return standard?  I believe it is.

Does the Board use the change in business risk from some point in time prior to the current time to assist it in administering that policy?  I believe the answer is yes.

But I don't think one can view those in isolation, and if one has to view them in isolation, I believe the Board has said emphatically that it is the fair return standard that is the overarching principle.

MR. THOMPSON:  Well, let me try this again.

The policy that we're talking about was the policy calling for a company-specific demonstration of a significant change in risk to jump -- to justify an equity ratio increase.

That was the policy that was the subject of this discussion with the witnesses yesterday; fair?

MR. COYNE:  That was part of the discussion yesterday, yes.  Fair.

MR. THOMPSON:  And the company witnesses said:  We are not saying that policy is wrong.  It is not flawed.  It is not an item of unfinished business.  They say:  We're not saying that.  That is what I understood them to say.

Did you understand them to say that?

MR. COYNE:  I understood it subtly differently than your characterization.

I understood that as long as the Board is implementing that policy in satisfying the fair return standard, then it has no issue with it.

So I believe that Mr. Lister was quite careful in terms of linking the two, and I would do the same.

MR. THOMPSON:  All right.  Well, I guess maybe we have an interpretation of what the company said yesterday.  We will deal with the transcript.

But in terms of your evidence, sir, let me go on with this by saying let's assume that the Board interprets what the company was saying yesterday as I've suggested to you.  Namely, that there is -- that the policy calling for a utility-specific demonstration of material changes in risks is not wrong, not flawed, not an item of unfinished business.

Just assume that; that is the way the Board interprets what have said.

Now, your evidence, sir, is exactly to the opposite, is it not?  I am looking at pages 17 and 18 of your prefiled report, which is Exhibit E2, tab 2, schedule 1.

You say -- after quoting the passage that was the subject of cross-examination yesterday, you say:

"This methodology is flawed".


And then you go on, on the next page, and basically say it is incompatible with the fair return standard, and it is an item of unfinished business.

And I'm suggesting to you that part of your evidence does not square with the company's evidence; do you agree?

MR. COYNE:  I do not agree.

MR. THOMPSON:  Well, if --


MR. COYNE:  Let me characterize my evidence for you, if that would be helpful.  We can look at the words together.

But our writing on page 17 indicates that there are elements of risk to a utility that may or may not be captured by changes in -- and to quote the Board, on that element of its policy:
"A change in the financial business or corporate fundamentals..."

And then down below on the second paragraph:

"In the event of significant changes in the company's business and/or financial risk."

And we mentioned that we think if one -- if this were narrowed to only that view, that there are elements that could change the business risk of the utility, such as fundamental changes in the capital markets or other changes in the overall structure of the utility industry that may not be captured in that, and, therefore, it is incumbent upon the Board to ultimately refer to the fair return standard in making its determination.


It is our view, and I believe that is consistent with the company's view that it offered yesterday, it was -- Mr. Lister took some care in indicating that it is this policy in conjunction with the fair return standard that are the standard for the Board; at least I believe he did.

MR. THOMPSON:  Well, I guess we will have to argue that.

But are you, then, sir -- well, let me ask you this.  What do you say the passage in the Board's policy at page 17 that you have quoted should say?  You're saying it is flawed and it is unfinished and it needs some change.  What do you say it should say?

MR. COYNE:  Well, I believe that it -- I wouldn't take it upon myself to write Board policy, first of all, but I believe that the Board said it quite well earlier in its report when it went on with some care to describe its adherence to the fair return standard and its three elements.

I believe that when it got to this element of the report, those of us involved in the consultation know that the focus was on the ROE formula and the production of the number for ROE that would be used generically for electric and gas distributors.

And it indicated that capital structure was not the focus of this consultation.  Gas utilities and -- gas utilities should come forward on a case-by-case basis to make their case.

But in its prior writing in the 2009 report, it went on at great length regarding the overarching principles of the fair return standard.

I think that it is -- perhaps it is unfortunate that that part of its writing and this part became disconnected to the document.  I view them collectively as being the Board's policy.

I don't view this in isolation.

MR. THOMPSON:  All right.  Well, so back to the transcript briefly, back to page 35 and 36 where I put the question to Mr. Lister.

MR. COYNE:  I'm sorry, what page?

MR. THOMPSON:  Page 35 at the bottom of the page, starting at line 21.  The initial part suggested that:
"...the policy is the embodiment of the fair return standard.  To justify a change in the equity ratio under the policy, you have to demonstrate a significant change, utility-specific, significant change in business and/or financial risk.  The fair return standard isn't something that is out in the air there diluting that requirement, is it?"

And his answer was no.  And you are saying yes.


MR. COYNE:  Pardon me?

MR. THOMPSON:  Are you saying yes?

[Mr. Coyne and Ms. Lieberman confer]


MR. COYNE:  I'm sorry, Mr. Thompson, would you mind restating your question?

Is your question -- I'm sorry, would you mind just restating it?

MR. THOMPSON:  What I am putting to you, sir, is I asked Mr. Lister a question to the effect:  Is the fair return standard something that's out there diluting the requirement of the need for a company-specific demonstration of a significant change in business and financial risk?

And his answer was no, and your answer, as I understand what you're telling the Board today, is, yes, the fair return standard is something that is out there that trumps that utility-specific change in risk demonstration.

MR. COYNE:  Well, his complete answer is:
"No.  I actually see them as one in the same.  They work in accordance with each other."

And I would take that further and say that if one has to take priority over the other, there is only one standard and it is the fair return standard.

MS. CONBOY:  Could I jump in with a question here, please?

MR. COYNE:  Yes, please do.

MS. CONBOY:  We heard before that the report of the Board was focussed on the ROE, was focussed on return in this aspect.

You said it was the fair return, and then we were focussed on the rate of return and that the report had mentioned it had not turned its mind or did not specifically address the equity thickness.

Are you saying, Mr. Coyne, that in order for the policy to be the embodiment of the fair return standard, there is one element missing?  I think I read somewhere that the policy stopped short.  Is that your evidence, that if you now take into consideration the equity thickness, that would be the embodiment of the fair return standard?

MR. COYNE:  That is very precisely what we were saying, that we viewed that -- and that refers to the unfinished element of the work.  We felt as though the Board left that issue open to be decided and it would do so on a case-by-case basis for gas distributors.

It could decide to do so generically.  It had the opportunity to do so then, but elected not to.  And so that was the unfinished element of the policy that we were referring to.

MS. CONBOY:  Thank you.

MR. THOMPSON:  Thank you.  So that then is, what, in addition to the policy as stated?  A revision to the policy as stated?

MR. COYNE:  That really is -- in the determination, that is for the Board to decide that.  We felt as though the Board laid out its overarching framework and its adherence to the fair return standard, rendered a decision on ROE, and left the equity ratio as an element of its policy to be decided down the road.  But it laid out its standards in terms of its reference to the fair return standard, and it also laid out its standard in terms of its practice in the past.

I believe personally, sitting here, that that is one of the reasons we're sitting here is that there is an element of unfinished business associated with that work, and I think the Board, in its outcome in these decisions, perhaps could provide greater direction in that regard in terms of whether or not its policy was complete, or if, indeed, there is still work to be done.

MR. THOMPSON:  So you are asking the Board to review its policy?

MR. COYNE:  That would not be our job, no.

We are telling the Board how we interpret their policy from 2009.

MR. THOMPSON:  In terms of process, I put this very question to the company yesterday and I will direct it to you, as well.

The policy statement at page 63 says this:
"Further, parties may ask the Board to review its cost of capital policies when they feel it is appropriate, or the Board may do so on its own initiative.  In either case, it would be the Board's decision as to the time for a review."

I quoted that to Mr. Lister yesterday and asked:  Is the company asking the Board to do that in this case?  And he said no.

And so it seems to me your request is not compatible with the company's position.  Have I misunderstood something?

MR. CASS:  Mr. Thompson, I can confirm for you the company is not asking the Board to review its policy in this case.  You are asking questions of Mr. Coyne, who is an independent witness expressing his views.  The company is not asking the Board to review its policy in this case.

MR. THOMPSON:  Okay, let me move on, then.  I could finish before one, Madam Chair, or...

MS. CHAPLIN:  That would be fine.

MR. THOMPSON:  Would that be fine with you?  Okay.

Now let's then turn, if we might, Mr. Coyne, to this requirement under the current policies that the company must demonstrate on evidence that there's been a material change in its utility-specific business risks.

So that's referring back to the passage that's quoted at page 17 of your evidence.  Are you with me so far?

MR. COYNE:  Yes, I am.

MR. THOMPSON:  Okay, thanks.

The first issue, as I understand it, that we have here is the intervenors say what this statement of policy means, the phrase "in the event of significant changes in the company's business and/or financial risk".  Intervenors suggest that means from the date when the equity ratio was last set to the date that the review is being conducted.

And I understand the company to be saying, No, that's not the appropriate time frame.  We can go back and select whenever we start, and we don't stop now.  We take it off into some indefinite time frame in the future.

Just stopping there, have I paraphrased the difference between the company position and intervenor position as fairly, as you understand the evidence?

MR. COYNE:  No.

MR. THOMPSON:  All right.  So what do you say the difference is?

MR. COYNE:  I believe that the company has fully acknowledged the Board's practice of looking at the change in business risk from the time of its last decision to the time of this current determination, which, although the hearing began, or the process began in 2006, it concluded in 2007.

So the company and intervenors, I believe, all agree that that time period is roughly 2007 to 2012, or it could be construed as 2006, depending upon one's interpretation of the starting date.  But I believe that it is consistent in that regard.

I believe that the company has indicated that its risks are in a continuum that go back in some period of time, but it specifically demarked them, though, from 2007 and beyond.

MR. THOMPSON:  Okay.  Thank you for that.

MS. CHAPLIN:  Mr. Thompson, just before you conclude, so is it your position, Mr. Coyne, that the most relevant time period to consider for business risk changes is the 2006 -- since the Board last explicitly set a common equity ratio for Enbridge?

MR. COYNE:  Insofar as interpretation -- as compliance with the Board's practice of looking at business risk for capital structure, yes, I would say yes.

Insofar as -- and I can't negate my prior comments, that if the Board views its policy more holistically in terms of satisfaction of the fair return standard, then I think it needs to look at all three elements, capital attraction, the financial integrity of the utility, and comparability of its capital structure to other, similarly situated utilities.

MS. CHAPLIN:  And that brings in some longer time frame; is that...

MR. COYNE:  That brings us to the current time frame, in place, in terms of one's looking over time.  And of course, that is the Board practice of looking from the time of the last decision.  And I agree with your question; that would be 2007 through today.

In terms of comparability, I think the most practical time frame is today.  How is this company situated vis-à-vis its appropriate peer group?

MS. CHAPLIN:  So the analysis of the change in risk between 1993 and today, where would you place that?

MR. COYNE:  I think it is interesting context, but I don't think that is determinative from a standpoint of the Board's practice of looking at its decisions from one time to the next.  I view it as context.

MS. CHAPLIN:  Okay.  And Dr. Booth, what is your view on the question of what's the appropriate time frame for the risk comparison analysis?  And should it be anchored in 2006 or should it -- what consideration should the Board give to the prior time periods?

DR. BOOTH:  In 2006, the company hired a business risk expert to file full business risk testimony.  So the question basically hinges on whether Dr. Carpenter in 2006 did a comprehensive analysis.

There may have been risks that were bubbling under, but were below the threshold in 2006, and have developed speed since then.  So that I can understand why the company would go beyond 2006 and say:  Well, this was an emerging thing.  It didn't meet the threshold for Dr. Carpenter in 2006, but now it does.

So I can understand why they would want to give some -some credence to risks that were before 2006, but weren't material at that point in time.

But the fact is that Dr. Paul Carpenter did a comprehensive risk analysis in 2006.  And by my view, most of those risks have disappeared, and there is an elephant in the room, which is shale gas, and that appeared after 2006.  It wasn't even on the horizon in 2008 in the TQM hearing before the NEB.  Nobody even thought about it.

MS. CHAPLIN:  Thank you, Dr. Booth.  I am going to limit you to the precise questions so that we are not unduly interrupting Mr. Thompson.

Thank you, Mr. Thompson.

MR. THOMPSON:  Thank you, Madam Chair.


Okay, Mr. Coyne.  So we are to focus on 2007 to 2012.

So what do we do with all of the evidence that predates 2007?  You rely on it, the company relies on it.  Do we just put "to be ignored" beside it?  Or extract it from the --


MR. COYNE:  Well, the regulation –- I'm sorry.

MR. THOMPSON:  Go ahead.

MR. COYNE:  The regulation of public utilities is, by necessity, a long view.  These companies don't -- their business profiles don't change overnight.

As measured over a five-year period, we can see events that have occurred in the environment for this utility and others, but I think for regulators it's a helpful thing to look back over time and to consider how their business environments have changed, because I think they assist in forming views for the future.

For example, the report that you referenced, sir, in your compendium had a projection of the Canadian energy environment out through the year 2050.  And if you look at that projected view of the business environment over the long term, it’s suggested that natural gas may not be playing a role, for example, in the heating and water heating market in the commercial and residential sectors by the time we get to the year 2050.

So I think it is helpful for regulators to take a long view backward, as well as forward, as it considers the impacts of its policies, because the policies that it sets between fuels are important because they assist consumers in making educated choices about the appliances that they will use and purchase as they refurbish their homes and office places and things of that nature.

So I think a long view is important, because capital stock changes slowly in the marketplace, consumer responses change slowly.

So I think it is a difficult thing to measure things in a very short period of time in this industry, and I think it would be unduly narrow to do so.

MR. THOMPSON:  Well, my understanding, sir, of the 4 percent to 6 percent recommendation -- this is a -- the increase over the 36 percent which I put in a four to 6 percent range, given that your range, I think, has a floor of 40 percent...

Just stopping there, have I got that right?

MR. COYNE:  Yes, you do.

MR. THOMPSON:  Okay.  And you are recommending 42.  So I say --


MR. COYNE:  If I could stop you there, we recommended a range between 40 and 45, and the company has requested 42 percent, in part supported by our analysis.

MR. THOMPSON:  Fine.  I will just say the difference between the 36 percent and the low end of your range, 40 percent, is 4 percent.

MR. COYNE:  Yes, sir.

MR. THOMPSON:  Fine.  And that recommendation, as I understood it from the evidence, was based on a view of changes that had occurred from 1993 to today.  That's what the evidence indicated to me.

Did I misunderstand something?

And going further, when somebody asked you to break it out, you expressed the belief and the company has expressed the belief that that was inappropriate.

So am I right the 4 percent reflects the changes from '93 to today?

MR. COYNE:  No -- well, there are several aspects to your question.  Let me see if I can address them all.

The 40 percent is based on a contemporaneous analysis of Enbridge vis-à-vis a peer of like group Canadian and U.S. utilities.

It is supported by the fact that the company's business risk has changed, yes, since 1993, but for the Board's -- for purposes of the Board's practice, it also documents changes since the year 2007.

So all of those factors go into supporting the 40 percent, along with a cost of capital analysis, which looks at the ROE and capital structures of a proxy group of Canadian and U.S. utilities.

So all that factors into that -- into that recommendation.

I would say that the change from '93 to the year 2007, as I just indicated, really is context, but that's not formative to the 40 percent.

Other utilities have undergone similar risk changes over that period of time, so they have chronicled each other and moved in parallel in many respects, but that really is why it is there.

MR. THOMPSON:  Okay.  So I think what you're saying is there's no linkage between the -- what you say is change in risk, the degree of change in risk, and the 4 percent, there could be no risk, 36, between -- no risk change 2007 to 2012, but if your comparator group has a higher percentage, you would say we have to go to that level regardless of risk?

MR. COYNE:  That's not our evidence, but, yes, I would have to reach that conclusion based on the fair return standard.  Our evidence is that risk changes have occurred, and it is necessary to satisfy the fair return standard with ratio, an equity ratio that is matched to the Board's formula.

MR. THOMPSON:  But the risk changes that have occurred, whether it is from '93 to today, or 2007 to today, haven't been quantified in any material respect?

MR. COYNE:  Nor is it possible to quantify them.  I mean, one can quantify certain things, such as declining use per customer.  How does one quantify the risk of the evolving greenhouse gas emissions policies in this province and elsewhere in Canada?  One simply cannot.

Inevitably, and I believe Dr. Booth would agree with this, evaluation of risk is inherently a subjective exercise.  And for that reason, in order to bring discipline to the process, we believe it is important to do quantifiable analysis of the cost of capital that measures the capital structures of the proxy group companies and matches those with the resulting ROEs.

I believe that that's the only practical way that one can confirm that they have it right.

There are subjective elements even in the cost of capital analysis, but at least we can use models and we can help to limit the range of what our subjective inputs are to that process.

I think it puts the Board in much better footing when it makes those determinations as a result of that.

DR. BOOTH:  Do I get to answer that question, since he said -- since we're on a panel and he said Dr. Booth, I'm sure, will agree with that?

MS. CHAPLIN:  Yes, Dr. Booth you may answer that question.

DR. BOOTH:  It is not entirely a subjective process.  As I demonstrated, the key risk is the ability of the utility to earn the allowed rate of return and that was the company's answer for what is risk.

So that's not subjective at all.  It is objective.  In fact, not only is it objective; I provided that data for Enbridge, for Union, for Gaz Métro, and also for the TransCanada Mainline.

The only thing that is subjective is the future ability of the utility to recover its investment in the rate base.

And I would say here that almost every witness presented by a company focusses on the qualitative factors, which are a matter of judgment, and they never, ever focus on the objective factors, which, as the company admits, is the ability to earn the allowed ROE.

So it is not a qualitative exercise.  There is a very large amount of objective data in terms of the business risk of Enbridge Gas Distribution, as well as Union, as well as Gaz Métro, as well as almost every utility in Canada.

MR. COYNE:  May I respond?

MR. THOMPSON:  I was going to ask if you wanted to respond, Mr. Coyne.  I am feeling myself getting sucked into the tub here.

[Laughter]


MR. COYNE:  I thought after all of our hot-tubbing together, I knew where we agreed and disagreed, but there are still nuances.

I said it is an inherently subjective exercise.  One can provide quantitative information that informs business risk.  We have done so and we have done so extensively.

We have prepared cost of capital analysis that has quantitative analysis in it.  We have looked at metrics that tried to quantify their elements, the risks associated with them.

But from a Board's determination standpoint, there is a lot of data that goes into this, and also inevitably a subjective determination on changes in business risk.

I think that cannot be denied.  That is the -- that is the part of my comment and I didn't mean to assume that we agreed.  I will not make that presumption again.

DR. BOOTH:  I will not answer that, that that cannot be denied, since I want lunch.

MR. THOMPSON:  All right.  Well, let me try and get to the finish line here, Mr. Coyne.

In terms of what I understood the company to be saying yesterday and with respect to its need to establish that its business risks have significantly changed since 2007, I understood them to say that one of the things that is affecting its risk, it says, is the fact that the -- in that time frame, the equity ratios of some of its peers have increased, and so the differential between theirs and ours is widening.

Stopping there, did you take that from the evidence that was being put forward yesterday?

MR. COYNE:  In the sum body of their evidence, yes, I understand the company has made that point.

MR. THOMPSON:  Okay.  And I then took it from that that what the company is saying is that this widening differential is affecting our risk, our business risk and our financial risk, and the Board has to take that into account.  Is that what you understood them to be saying?

MR. COYNE:  I don't recall that specific characterization, if you could refer to the element of the transcript that would point to that.

MR. THOMPSON:  No, I can't do that.  I am paraphrasing here.

Is that what you're saying, that this widening differential, insofar as it has any effect on EGD's company-specific risk, has to be taken into account?  Is that what you're saying?

MR. COYNE:  We're saying -- well, just to be sure, we're saying that we measured Enbridge's business risk versus industry comparables in Canada and the U.S., and based on a comparison to like business risk companies, it has an equity ratio that is not equivalent, and, therefore, it is exposed to more financial risk as a result of that versus its peer group.

MR. THOMPSON:  And so to test that, to go with what Dr. Booth says, you have to go to market indicators, which is what we were doing with the witnesses yesterday, interest ratios, the cost of what EGD actually pays for debt compared to these others, and all of those indicators suggest to me - and I put it to you - that whatever that widening differential is is not having an effect on their financial risk.

It is in good shape, good shape in 2007 and better shape today?

MR. COYNE:  I am glad you asked that question just that way, because I really do think it centres on the difference that we have in our analysis and evidence versus Dr. Booth's approach, and that is a focus on whether or not the utility can raise debt capital on reasonable terms.

And I don't think it is the company's position that it is currently inhibited in accessing debt markets, but debt is only a piece of the capital that the company employs in its business.

We're here to determine the proper equity ratio, not whether or not the company can raise debt capital.  And it goes to just one element of the fair return standard, and that's the ability to attract capital, and not even one full element.  It is only half of it, and that is it goes to the debt piece.

It doesn't address the issue at all of comparability.  And if you have -- my premise to you is that if you have two companies or two investments that have exactly the same business risk and you capitalize one with a lower equity ratio than the other, if you are a prudent investor, an equity investor, you would choose the one every time that gives you the greater security -- the greater security of more equity in that investment.

So if you have utilities that are of comparable business risk, then you should be providing them, as a regulator, with a comparable financial structure so that they can compete fairly in the marketplace and fairly between each other, if you're talking about electric and gas distributors.  And that's the gap that we have identified here.  It is not just about raising debt capital.

MR. THOMPSON:  But without a company-specific demonstration of a significant change in business or financial risks, under the Board's policy, as it is worded today, the existing equity ratio is fair.  Stopping there, do you agree?

MR. COYNE:  Well, it will circle all the way back to the beginning when you say the Board's policy.

First of all, let me address two aspects of your question.  One is the company has provided evidence indicating that its business risk has changed since 2007, and we have provided evidence indicating that the company's business risk has changed since 2007.  So I guess the premise of your question is one that I would take issue with.

But I have to reinforce the point that I believe it is the Board's policy that it is the fair return standard that is the overarching principle, and that it requires itself to look at the examination of the fair return standard ultimately when it makes these decisions.

It may choose to use the change in business risk from two points of time in assisting in reaching that determination.  I view that as a matter of administrative efficiency for the Board, but the legal standard is the one that lays out the fair return standard that it abides by.

MR. THOMPSON:  All right.  Well, this may be narrowing our points of difference here.

I suggest to you that Board's policy today is that without a company-specific demonstration of a significant change in business risks since the current equity ratio was established, the existing equity ratio is fair.  That's what the policy says to me.

And I am asking you:  Do you agree with that statement?

MR. COYNE:  Do I agree that -- I don't mean to be disagreeable here, but do I agree that that is your position?  Or is that my position?  Is that your question?

MR. THOMPSON:  Do you agree that the equity ratio is fair without that demonstration, under the Board's policy?

MR. COYNE:  In order for the Board to make the determination of whether or not it is fair, it would have to satisfy itself that it had determined that all three elements of the fair return standard were satisfied.

If it found that looking at business risk across two points of time satisfied that determination, then it could reach that determination.

If it had doubts as to whether or not a reasonable rate of return including an equity ratio were provided, then it would need to look back to the fair return standard.

And that is the -- I would say the overriding benefit of having one overarching principle, is that there is only one true north, and you can't have a compass that points you in two different directions.  And this Board, due to a pretty good decision back in 1929, has that type of standard to abide by.

MR. THOMPSON:  Okay.  I think I understand what you're trying to say.  Let me try and play it back to you.

Were there no change in Enbridge's risks from 2007 to 2012, are you saying the Board must nevertheless look at comparability?

MR. COYNE:  I believe the Board has itself indicated that it must do so.

MR. THOMPSON:  What I'm --


MR. COYNE:  In that same document, it says that it is the fair return standard that guides us here.  And pardon me while I quote it, if that would be helpful to us, because you refer to one element of the Board's policy only each time you ask these questions, and if you do so, I have to continue to indicate that the Board's policy is embodied in more than just that one statement.

MR. THOMPSON:  Well, I don't mean to cut it short, but I'm interested in what you're saying.

MR. COYNE:  Could you pardon me while I confer with my colleague for one moment?

[Mr. Coyne and Ms. Lieberman confer]


MR. COYNE:  I'm sorry, Mr. Thompson, was there a question on the table?

MR. THOMPSON:  I thought there was.  Let me try and repeat it.

It was a hypothetical, and it was based on the proposition that were there absolutely no change in EGD's business or financial risks, 2007 to date.  Are you saying that the Board, under its policy, must nevertheless look at comparability in determining whether the equity ratio is fair?

MR. COYNE:  I would say that the overarching principle, being the fair return standard, is always the check on any other Board policy with regards to the cost of capital.

So I would say yes.

MR. THOMPSON:  Yes.

MR. COYNE:  It is always there to guide the Board.

MR. THOMPSON:  So you are saying exactly what Union was saying.  And here, if you’ll refer to tab 1 of our compendium, it is an excerpt from the decision in the Union case, at page 48, where the Board paraphrased Union's argument.

In the third line, they said, paraphrasing Union's argument:

"The deemed common equity ratio should be increased solely on the basis of comparability."

That's exactly what you're saying, sir.

MR. COYNE:  The specific paragraph you want me to look at?  I'm sorry.

MR. THOMPSON:  Sorry, it is the second one from the bottom, where the Board is paraphrasing Union's arguments.

MR. COYNE:  Are you asking me if that is the position that we have taken in our evidence?  Is that the question?

MR. THOMPSON:  I am putting to you that is exactly what you're saying, based on the answer you just gave me a moment ago.

MR. COYNE:  Well, that would be a misinterpretation of my answer.  I did not say that.  This reads:

"The deemed common equity ratio should be increased solely on the basis of comparability."

I have not said that.

MR. THOMPSON:  Okay.  Well, I will perhaps leave that for argument.

MR. COYNE:  I would hope not even for argument.  I want to be clear to the Board that I have not said that.

MR. THOMPSON:  Well, would you like to clarify what you said, then?  I thought you said were there no -- were there no increase in business risk, the Board must nevertheless assess equity ratio on the basis of comparability.

MR. COYNE:  On the fair return standard, of which comparability is one element.

MR. THOMPSON:  So we get to adjusting for fairness under your proposal before we've gotten over this threshold of utility-specific significant change in business risk?  Have I understood you correctly?

MR. COYNE:  I believe "threshold" is an appropriate word.  I think the Board in its past has used the change of business risk as a threshold issue, but I can't divorce my answer to that from my prior comments regarding an unfinished element of business.

In 2007, the Board had not held its consultation on the cost of capital.  And in its 2009 consultation, it deferred on the issue of capital structure.

It is an unfinished element of business, so I think, you know, to narrow the focus on the change from 2007, knowing that that has occurred since then, would leave the Board little room to defer back to its overarching standard, which is the fair return standard.

So I believe that the Board wrote with care in its 2009 report regarding its adherence to the fair return standard, and it indicated in two paragraphs that this was not a focus and our practice currently stands.

But I think that is taken entirely out of context if one is to view that as the only thing that this Board has said on cost of capital.

MR. THOMPSON:  My final question is just on this matter of changes between 2007 and 2012.

First of all --


MS. CHAPLIN:  Sorry, Mr. Thompson, at the risk of interrupting you, since you are moving to a slightly different area, I do have a question for Mr. Coyne just on the area you covered.

Do you have the Board's 2009 report handy?

MR. COYNE:  Yes.

MS. CHAPLIN:  I would like you to look on page 49, which is the text which precedes the two bulleted points which have so frequently been quoted.  This is at the bottom of the page where it reads:
"The Board's current policy with regard to capital structure for all regulated utilities continues to be appropriate.  As noted in the Board's draft guidelines, capital structure should be reviewed only when there is a significant change in financial, business or corporate fundamentals."

So how would you -- how do you interpret that?  I mean, I've heard your testimony that the Board didn't turn its mind to capital structure.  It is unfinished business.  I am trying to understand -- I would like to understand how you interpret those statements.

MR. COYNE:  I guess I take them in the context of the entire decision, and that is that the Board is affirming its current practice of looking at changes in business risk as indicative of when the common equity ratio should be examined, and that it has -- it goes on to determine the 60-40 split for electricity distributors that it seemed satisfied with at that point in time.

But it then goes on to note, of course, that it wasn't a primary focus and that the draft guidelines assumed that the base capital structure will stay relatively constant over time - we understand that and agree with it, and I think that is a sound regulatory principle - and asks that others make a -- have a determination shown on a case-by-case basis.

So I guess I interpret that as, again, affirmation of the need to make a showing regarding the change in business risk to get the Board's attention.  As we can see from this proceeding, it is not an insignificant thing, given how many utilities that this Board regulates on the electric side specifically, and also on the gas side.  It would be a significant undertaking, each time a utility had a GRA, to go through a full evaluation of whether or not the fair return standard is met.

Unfortunately, that is the legal standard.  So the Board finds itself, as all boards do, in terms of needing to make some practical -- adopting some practices that assist it with the resources it has available to it in making those determinations.

So this Board has looked at -- Mr. Thompson characterized it as a threshold, and I would agree with that characterization, that the Board has used that change in business risk as a threshold issue and it has affirmed so here.

MS. CHAPLIN:  But did I understand you correctly that in the event the Board were to determine that there had been no significant change in risk, nonetheless, I guess because the company had raised the issue, the Board should be turning its mind to the full suite of considerations under the fair return standard as you have characterized them?

MR. COYNE:  I believe it has to, yes, and because -- if you go back to the Lamont decision and if you go back to all of the interpretations since then, you will not find anything like that sentence in the Board's policy.

It is clear that that is -- you know, that is an element of this Board saying -- my interpretation of that is -- we only have so many resources.  We view this as being relatively stable over time.  Each time you come before us for a GRA, we don't want to hear about capital structure.  We're going to set an ROE in a generic process that it took considerable care and time in implementing, and then we will come back and look at whether or not we have capital structure right or not.  Once we do so, we expect that to stay in time -- in place for some time until a determination is made as to whether or not both together are reasonable.

So I read it that way, and I find that to be a reasonable implementation of the fair return standard for this Board.  I think it is a practical one.

But I think ultimately, to answer your question, if pressed on the issue, a company that felt as though it wasn't being treated fairly would only have that standard to appeal to, and I would argue that it is ultimately the Board's standard, as well, that it would need to reach its determination on.

MS. CHAPLIN:  So I would just like to understand, and you have touched on this, the practical implications of the kind of framework that you have set out, and please correct me if I'm wrong, but it appears the framework is essentially pretty much a full review of the cost of capital each time.

And how do you reconcile that with the Board's stated objectives in the 2009 policy around trying not to have to have a full review of cost of capital with each rate case?

MR. COYNE:  Yes, that is -- I understand the dilemma.

I would suggest that for this Board, because there are over 70 electric distributors that are regulated, it is appropriate to do that in a generic way, as it has, and I understand that.

Because there are three gas utilities that receive its attention in this regard, I think it is possible for the Board to reach its determination on a case-by-case basis without an undue use of resources.

I could see, just as the Board reached its determination for the electrics, that as it considers the gas companies, it may want to consider their individual risks.  They may also want to consider their collective risks as it moves forward.

So I think the problem can be managed, from a regulatory standpoint, by the Board finishing its work, as we described it, considering whether or not it has capital structure right, along with ROE.  And short of very significant changes in capital markets or changes in business risk, I would assume that those would stay in place, in all probability, for some time.

My understanding is that the next generation, incentive regulatory plans for gas and/or electric utilities, will probably be multi-year periods.  They may be three-, four-, five-year periods long -- years long, and I think that at the end of those periods, that might be the appropriate time to revisit it, once it rebases its capital structures along with ROEs.

And, in my mind, that is a reasonable period to re-examine this issue, again, unless there is something that happens, and if it is a five-year period, between those five-year periods that would suggest that the company's business risk has changed materially, or the capital market risks around the company have changed materially.

So I think that gives the Board a five-year window, if business environments allow so, and I think that is a reasonable compromise.

MS. CHAPLIN:  So it is the passage of time which is the trigger for you, not -- In addition, changes in circumstances might be a trigger, but even in the instance of no particular changes in business circumstances, the passage of time would suggest that this sort of fuller review is warranted?

MR. COYNE:  It would, because in practical terms, with passage of time, look at how the world looked back in 2007.  You know, a lot has changed since then in terms of environmental and energy policy and markets, in general, and certainly capital markets.  Who would have envisioned in 2007 we would have undergone the ride that we did between late 2008 and where we are today?

So I think five years is an appropriate period to re-examine where you are with regards to capital structure.

With regards to ROE, our hope is that the Board's current formula continues to perform reasonably well, as it has, and I think if linked with appropriate equity ratios, I think the Board has put itself in a good position to focus on some of the other policy issues that it would probably like to turn its attention to.

We understand why this may not be a matter that it would like to fully use its resources on each time a GRA comes along.

So I think those are practical matters.

MS. CHAPLIN:  Okay, thank you.  Mr. Thompson.

MR. THOMPSON:  I have two more matters.

MS. CHAPLIN:  You are welcome to complete now.  If you would prefer to wait --


MR. THOMPSON:  I would like to finish it up for everybody, if that is okay?

MS. CHAPLIN:  Pardon me?

MR. THOMPSON:  Is that acceptable?

MS. CHAPLIN:  Yes, no, please, yes.

MR. THOMPSON:  I just wanted, Mr. Coyne, to finish off with this issue of divergence with respect to equity ratios that we were talking about as between 2007 and 2012.

And we can do this in a number of ways, but probably the easiest is to go to our compendium at tab 7.  This is a presentation that was made to the Enbridge management group, as I understand it, and I understood that you were part of this.


Did I understand that correctly, or not?


MR. COYNE:  We were not part of the management group, but we provided the company with opinions that they documented in this presentation.


MR. THOMPSON:  Okay.  If you go to page 6, in terms of the differential between the equity ratio in relation to EGD and then the -- I believe what the top line is, is that -- well, the shaded area is the range, is it?


MR. COYNE:  Yes, sir.


MR. THOMPSON:  Okay.  So Enbridge is at the bottom of the range, I guess, along with Union.  But in actual fact, the top of the range is declining, so the differential in the period we're talking about has actually declined, not widened; fair?


MR. COYNE:  Well, to look at where the corner of the wedge comes from, that was Enbridge's natural gas distribution business, which was a startup company in New Brunswick, and it had a -- it was allowed a higher equity ratio at the start of the business, and then it was agreed that once it reached a certain degree of maturity it would come down.


So I think it would be a mischaracterization to say that the differential had narrowed.  That was one specific company and a very unusual circumstance.


MR. THOMPSON:  All right.  Well, the average has declined?


MR. COYNE:  I would not say that.  That would be an unfair use of the word "average."


MR. THOMPSON:  Well, what has declined?  The upper limit of the average?


MR. COYNE:  Well, I guess --


MR. THOMPSON:  Or the upper limit of the sample has declined?


MR. COYNE:  Most companies over this period of time -- in fact, all, with the exception of Enbridge -- have either held the same or increased, would be the fairer characterization.


MR. THOMPSON:  Well, at page 28 of your testimony, I think you give us -- footnote 36, you give us the data that produces that outcome, if I am not mistaken.  You have an average, excluding Union Gas, of 41.41 percent, right?


MR. COYNE:  The average -- okay, this is on --


MR. THOMPSON:  Page 28 of your prefiled evidence, footnote 36.  E2, tab 2, schedule 1.


MR. COYNE:  Yes.  I say that it is 40.96 percent, the average, if one excludes Union, in Canada.  I apologize, in the footnote it is 41.41 percent.


MR. THOMPSON:  And 40.96 including Union.  Is that what the evidence is telling us?


MR. COYNE:  Yes, sir.


MR. THOMPSON:  All right.  In the States, am I correct that in the States the -- these utility companies, they're not subject to a deemed equity approach by the regulators?


MR. COYNE:  In some cases, yes.  The more typical practice in the U.S. is that, in its cost of capital hearings, regulators hear evidence on the cost of capital.


And then it looks to the proxy group capital structures in that evidence to determine that the ROE that is coming out of that analysis is consistent with the equity ratios for those proxy group companies.


So if one did analysis of a group of like-risk companies and -- case in point -- if their common equity ratios were 40 to 45 percent, and the analysis coming out of that produced a ROE of -- for the sake of argument, let's just say it is 9 percent.  A company would make a showing, typically, that its capital structure is consistent for its like-risk counterparts, with that ROE.


And that's how most regulators bring ROE and capital structure together in the U.S..


It is much more common in Canada to have a deemed capital structure, but the same kind of test can be made as to whether or not that deemed capital structure is consistent with the ROE that's being awarded.


MR. THOMPSON:  Understood.  But in the States, the regulator does not do the deeming in the same way as it's done here in Ontario and elsewhere in other Canadian regulatory jurisdictions.


MR. COYNE:  Well, I don't want to say the regulator -- well, the regulator typically doesn't deem but they do approve, just as they approve all other revenue requirements and cost of service elements.


So it is something that gets attention, I will assure you.  And utilities are required to show that their capital structures are reasonable for their business risks and consistent with other companies of like risk.  That is the standard through which they implement the fair return standard in this regard.


MR. THOMPSON:  Thank you very much.  I will leave it there.  Thank you, sir.


MS. CHAPLIN:  Thank you.  Just if I could understand a little more, and then we will take a break for lunch.


But I am looking at the list.  So could you repeat for me, Mr. Coyne, it is your view that this suite of Canadian utilities with the higher equity ratios are otherwise of comparable risk to Enbridge?


MR. COYNE:  In general, yes.  We distinguish between them in the analysis we do in appendix B, but in general, yes.  There are distinctions between them, though.


MS. CHAPLIN:  Right.  You're saying that, on balance, all of the different factors which might make them more or less risky, you're saying on balance the entire group of utilities, Canadian utilities that you have listed here, are of comparable risk to Enbridge?


MR. COYNE:  From a standpoint of setting cost of capital and setting equity ratio, yes.


They vary in terms of market risk and customer base, and even some of them have differences in terms of their regulatory protection.


I like the fact that they're Canadian and you avoid some the issues of contention regarding U.S. versus Canadian comparables, so I think that they provide solid guidance in terms of where equity ratios can and should be set, from a comparability standpoint.


Of course, we believe also that you can screen for U.S. companies that also provide solid evidence, as well.


MS. CHAPLIN:  Thank you.


We will break now for lunch for an hour.  Thank you.


--- Luncheon recess taken at 1:15 p.m.


--- On resuming at 2:20 p.m.

MS. CHAPLIN:  Please be seated.  Mr. Brett.
Preliminary Matters:


MR. CASS:  Sorry, Madam Chair, if I might just interrupt with a preliminary matter?  My apologies for not getting to the mic more quickly.

There is an outstanding question from the Board with respect to the open bill settlement.  You had asked yesterday that Enbridge check with the parties to that settlement to confirm that there is not a request for an approval of the contract.  The contract is merely filed for information purposes.

Yesterday afternoon, David Stevens from our office sent out an e-mail to all of the participants asking them to let him know by 9:00 a.m. this morning if anyone was of the view that the contract was submitted to the Board for approval.  No one has responded with that position, that it's submitted to the Board for approval.

I think that is confirmation of what I indicated to the Board yesterday.

MS. CHAPLIN:  Sorry, so when was that e-mail sent out?

MR. CASS:  It was sent out yesterday afternoon at 3:57 p.m. with a request that parties advise by 9:00 a.m. today if anyone thinks that there is a request that the Board approve the terms of the OBA contract.

[Board Panel confer]

MS. CHAPLIN:  Sorry, Mr. Cass, you said nobody has responded either way?

MR. CASS:  Yes.  As of one p.m., there have been no responses.

MS. CHAPLIN:  All right.  We'll just leave that for the time being, just to wait just to see if anything -- maybe by the close of today.  I am just conscious of the fairly brief amount of time that you provided to parties.

So let's just make sure that nothing comes later, and we will then -- perhaps the company could undertake to confirm if there is any responses one way or another, perhaps by sometime tomorrow, and then the Board could issue its decision on the settlement agreement after that.

MR. CASS:  Yes, we can do that.  Thank you, Madam Chair.

MS. CHAPLIN:  All right.  Thank you.  Mr. Brett.
Cross-examination by Mr. Brett:


MR. BRETT:  Thank you, Madam Chair and Panel.

And, panel, Mr. Coyne, Ms. Lieberman, my name is Tom Brett.  I act for the Building Owners and Managers Association of Ontario.

My cross-examination will pretty much follow this compendium of materials which I provided to Mr. Cass on Friday, and I think the Board has copies of it now, as well.

So if I could start by asking you to turn up number 2, item number 2, which is an excerpt of a few pages from the Board's decision, EB-2006-0034, which has been talked about some here today and yesterday.  It was the last decision in which the Board of Enbridge -- in which the Board considered the equity thickness question.

I would like you to turn up page 63.  In that case, as you will recall, at the time that application was made, Enbridge and Union had approved equity thicknesses of 36 percent, and Enbridge had asked in at that case for a common equity thickness of 38 percent.  Do you recall that?

MR. COYNE:  Yes, sir.

MR. BRETT:  And what the -- as part of their decision, the Board did not grant the 38 percent, as you know, and part of their decision at page 63, I want to read you just one small piece of a quote there from the first paragraph
-- second paragraph, sorry.

"There is some value in considering evidence on the relative risk profile of the two large Ontario gas utilities."

This is in the section on cost of capital and equity thickness.

"While Union's current 36% common equity was the result of a negotiated settlement, Enbridge's proposal for a 38% common equity level is materially higher than Union's, which is not consistent with the relative business risk profile of the two utilities."

Then they say:
"In fact, there was no dispute that Enbridge is a lower risk utility than Union Gas."

Do you see that?

MR. COYNE:  I do.

MR. BRETT:  And do you agree with that assessment?  Well, first of all, do you agree with me that in that case the Board is saying there was no dispute that Enbridge was the lower-risk utility, and do you agree that remains the case today?

MR. COYNE:  No, I would not say so.  I would say that we have compared Enbridge with Union in terms of the degree of regulatory risk protection.  They're both substantial Ontario gas distributors.  I would see them as being more comparable than different in that regard.

My understanding is that in the most recent cases, I believe that Union is no longer asking itself for a risk differential vis-à-vis Enbridge.  So --


MR. BRETT:  So you're saying essentially that in your view they have the same risk, that Enbridge is not a less risky utility.  Is that what you're saying?

MR. COYNE:  I would say that in the eye of an investor, they're probably viewed as more comparable than not, yes.

MR. BRETT:  And you are aware, as I think Dr. Booth pointed out this morning earlier, that historically this Board has -- going back a long time, has accorded a somewhat higher return on equity, something in the order of 15, 20 basis points, to Union over Enbridge?  You are aware of that?

MR. COYNE:  In the past, I understand that's the case, but my understanding is that a risk-based differential between the two is no longer practised before the Board.  But, yes, I do know of the past.

MR. BRETT:  Would you agree that in light of what the Board has said here, in light of what we have heard earlier, that Union is the best single comparator for the Board to look at in assessing Enbridge's business risk?

MR. COYNE:  I would disagree with that.

MR. BRETT:  You would disagree with that.  Why is that?

MR. COYNE:  Well, if it's business risk in the context of setting the appropriate equity ratio --


MR. BRETT:  That's what I'm saying.

MR. COYNE:  Yes, I think it would be completely circular to look at another company that it regulates in the same jurisdiction as a basis of objective information in determining whether or not it had it right or not.

MR. BRETT:  I don't understand that at all.

Union is being regulated by the Board.  It's in the same jurisdiction.  The Board is familiar with Union, most familiar with Union and Enbridge.  They're only two major utilities.  What is circular about it?

MR. COYNE:  It regulates that other utility, and if it were looking for objective confirmation for comparable utilities and how they're regulated, it would best look outside its own -- its own decisions for confirmation that it's making those decisions in concert with the market and in concert with what investors would expect of other utilities with like risk.

It is typical for utilities to look beyond its own borders when it is trying to form those decisions.

MR. BRETT:  I can see that -- thank you.

I can see that the Board may wish to say, Well, we don't automatically accept the number -- the business -- the comparison with any particular utility, be it Union or be it other Canadian utilities, but surely this is the company that the Board understands most apart from Enbridge -- or along with Enbridge.

MR. COYNE:  I would agree it understands Union quite well, yes.

MR. BRETT:  Now --


MS. FRY:  Can I just jump in here for a minute, Mr. Brett?  Just to be clear, Mr. Coyne, if I understand correctly, you're of the view that Enbridge and Union are of comparable risk right now; is that your view?

MR. COYNE:  Essentially, yes, from a risk perspective -- from an investment risk perspective.  They're large, substantial gas distributors in the province of Ontario.

So I think from an investor perspective they would be viewed as highly comparable.

MS. FRY:  Okay.  Dr. Booth, do you agree with that?

DR. BOOTH:  As Mr. Brett mentioned, in my presentation this morning, traditionally company witnesses have argued that Union Gas was a higher risk than Enbridge because Enbridge's load is almost entirely residential, whereas Union has, through Centra Gas Ontario, inherited all of the pulp and paper plants in northern Ontario.  So the industrial load is higher.

And traditionally it was felt Union had more sensitivity to the business cycle, whereas Enbridge, as I said, is almost entirely residential load.

That risk difference has been narrowing.  I think it was a 25 basis points difference in the ROE.  Then it dropped to 15 basis points.

And in the Union Gas hearing, I wasn't sure what Union was asking for, in terms of the Board formula plus 15 basis points or just the Board formula.  It turned out they did just ask for the Board formula, and so...

So Union basically withdraw -- or withdrew their request for the 15 basis points premium.

I would say that of the two, Union remains slightly riskier and I say "slightly" because the difference in the risk between most of these utilities is really pretty minor.

And in terms of the industrial load, the big problem is always, if an industrial customer drops off the system and they have to pick up that part of the rate base and reallocate it to somebody else, how is that going to affect the rates and how is that going to affect the operation of the system?

So even with a higher industrial load for Union, the prospect of a significant risk factor coming from a closure of a couple of pulp and paper plants in northern Ontario is relatively low.  Nowhere comes close to the problems, for example, faced by Pacific Northern Gas when Methanex and Skeena closed and they lost 70 percent of their load.

So as I pointed out in the Union Gas hearings, Union Gas does have more industrial load.  Traditionally it has been regarded as a little bit riskier, but there is a quantum jump between the risks faced by Union and the risks faced by some of these smaller gas utilities focussed on a very narrow geographic area.

MS. FRY:  But I think you have answered the question.

DR. BOOTH:  I would say it is comparable, but just a little bit riskier.

Dr. BOOTH:  Whether it's material --


MS. FRY:  My apologies for interrupting.

MR. BRETT:  No, not at all.  Thank you.

Could you now turn up compendium item number 3, please, Mr. Coyne?

Now, compendium item number 3, as everybody probably knows by now, is a discussion paper that was written by Dr. William T. Cannon for the Board in 1998, and it was a paper the Board requested Dr. Cannon to assess -- to give them some ideas on how to assess -- how to effectively create the cost of capital parameters for the 273 electric utilities they were going to regulate.

And Dr. Cannon did that in this paper, which you have in your compendium, and in the course of doing that he proceeded from an analysis of natural gas utilities in the province, and then he went from there, by analogy, to apply that analysis as best he could to the electric utilities.

And in that process, he had to make a fairly lengthy comparison of the business risks, among other things, of the gas and electric utilities in Ontario, which is contained at pages 10 to 17 of his paper.

Now, I am not going to take you through all of his analysis on business risk, Mr. Coyne.  We don't have time for that, but I do want to ask you to turn to page 3, which is his executive summary, and on page 3 at section 1.3, the first paragraph.  Do you have that?

MR. COYNE:  I do.

MR. BRETT:  And he says there –- I'll just read part of it quickly:

"In section 2 of this paper, I provide a comparison of the Ontario gas LDCs and MEU industries that’s -- in terms of organizational goals, structures, diversity, ownership and business risk profiles.  I conclude that controlling for organizational size and diversity, Ontario's MEUs are marginally less risky, in terms of overall business risk exposure, than gas LDCs.  It is doubtful, however, that the small magnitude of this overall difference in business riskiness would, by itself, justify different deemed capital structure proportions..."

Now, Mr. Coyne, you have referred fairly extensively in your paper, in Concentric's evidence in this proceeding, to Dr. Cannon's paper, right?

MR. COYNE:  Yes.

MR. BRETT:  And if I turn you to page 14 of your evidence, if you go down to the last full paragraph on page 14, that's of Concentric's evidence -- and I won't read much of this, but you start off by saying in that paragraph that the research paper -- and the research paper we're speaking of is Dr. Cannon's paper, right?

MR. COYNE:  Yes.

MR. BRETT:  "The research paper concluded that
although gas utilities were more risky than electric utilities in terms of business risk..."

I want to stop you there.  Now, in that sentence, you adopted part of Dr. Cannon's conclusion, but is it fair to say that you didn't adopt all of his conclusion?

Dr. Cannon concluded that they were marginally less risky, but that that marginal less riskiness was not enough to justify any equity thickness deemed capital structure consequences.

You don't qualify your statement in your evidence.

MR. COYNE:  In referring to Dr. Cannon's --


MR. BRETT:  In referring to Dr. Cannon's paper, you state simply that he concluded that they were more risky.

Isn't that a bit incomplete?

MR. COYNE:  I think probably any citation of Dr. Cannon's paper is probably incomplete, because there is a lot in it and I think it's -- and it's a good piece of work and one I refer to -- we refer to often.

If you notice that in the quote I'm citing page 13, and on page 13 he says:
"I am drawn to the conclusion that the inherent return volatility riskiness of Ontario's gas LDCs, both currently and in the future, is marginally greater than that which Ontario's MEUs are likely to experience in the future."

MR. BRETT:  Sorry, you are reading from what page?

MR. COYNE:  Page 13.

MR. BRETT:  That is his paper, or your paper?

MR. COYNE:  No, his, because that is what I am citing in the footnote in our evidence on page 14 -- I'm sorry, is it 16?  It's 16, yeah.

MR. BRETT:  Well, 14, yeah.  That was -- I was --


MR. COYNE:  Yes, page 16.

MR. BRETT:  You are at page 16 in his evidence?  Just a moment, please.  Okay.  Sorry to interrupt you.

Now, would you just tell me on page 16 where it is you were reading from, again?

MR. COYNE:  Yes.  I was on 13.  Let me catch up to 16.  There are actually several --


MR. BRETT:  You are reading now, saying the footnote should have been 13?

MR. COYNE:  Well, I'm wondering, but let me see if he reaches what he is saying in 16, to see if that is a correction.

He makes many statements, just to abstract for a moment to the paper, and then I will come back to get that right, but he makes statements throughout the paper that go back and forth in two directions between the MEUs and gas utilities.

But he ultimately concludes, while he makes those statements, that they're closer -- to paraphrase now -- that they're closer in risk than not.

He says that gas utilities -- on page 13, as I was just citing -- are inherently -- he refers to the volatility riskiness of Ontario's gas LDCs as marginally greater, but he ultimately concludes that the only way that he wants to distinguish between them is based on size.

MR. BRETT:  So that really, if I may -- not to quibble, but if you take his conclusion in his summary of conclusions and recommendations that I read you from page 3 of his study, he really is saying he's not -- he's saying more than they're more similar in risk than not.

He's saying that the gas utilities are marginally less more risky than the electric utilities, but the margin of that risk is not sufficient to justify any difference in equity thickness.  That's what he's saying?

MR. COYNE:  He does say that, yes.

MR. BRETT:  And do you agree with that?

MR. COYNE:  I do.  I think that -- well, let me...

I agree that because of the way that electric utilities and gas utilities are regulated in Ontario, I think there is -- the only way I really distinguish between the two is that gas utilities in Ontario have gas supply risk, whereas I really don't see the electric utilities as having supply risk because of the role that the IESO and the OPA play.

So as a result of that, I think the electric distributor is marginally less risky than a gas distributor, in addition to its distribution function, also has supply risk and they also just have more seasonality and volatility regarding their both short-run and long-term demand.

So for those reasons, I would say that I think that Ontario's gas distributors are marginally more risky than their electric distributors.  But the -- in substance, with the exception of the size distinction that Dr. Cannon was drawing there, by and large, I am in agreement with the thrust of his paper and the conclusions he reaches regarding the similarities.

This was -- this paper was written back in -- prior to the restructuring of the electric industry in 1998.  Since that time, Ontario's electric distributors have been restructured --


MR. BRETT:  Yes, I understand.  I'm sorry, I take your point.  This has been a reduction in the number of distributors and so on.  Can I --


MR. COYNE:  If I might, in that report while we're there, I think he reaches a very important conclusion also on page 2.

MR. BRETT:  Page 2?

MR. COYNE:  Yes, sir.

MR. BRETT:  Yes.

MR. COYNE:  In item 4, where he says:
"The determination of allowed returns on equity and total capital should be as symmetric as possible with the process applied to the regulated operations of the Ontario natural gas LDCs, and, in any case, not confer any unwarranted advantage or disadvantages on the MEUs as compared to the gas LDCs that might unfairly distort the relative competitive positions of the electric power suppliers and marketers versus the natural gas suppliers and marketers in Ontario."

And I think that was a very important policy point that he was making then, and I think it is still very relevant today.

MR. BRETT:  Thank you.  Could you turn up, please, the item number 6?  I am trying to -- I am going to move along as best I can, because I know there is other stuff that comes after me.  But, anyway, if you turn up item number 6 in my compendium, that is a -- just for context, that is a decision of the Ontario Board, quite a recent decision, October 1st, 2010.

It is a decision with respect to rates for a very small utility called Natural Resource Gas Limited, which -- are you familiar with that utility, Mr. Coyne?

MR. COYNE:  I have not studied it in any depth, but I have a general awareness of it.

MR. BRETT:  Will you take, subject to check, that it has -- actually, this is set out at page 5 of Mr. -- or Dr. Cannon's -- the article, the same article we're speaking of, but, subject to check, it has total assets of 9 million, rate base of 9 million, revenues of $600,000 and approximately 4,500 customers.  Take that subject to check?

MR. COYNE:  How many customers?

MR. BRETT:  4,500?

MR. COYNE:  I don't think that is correct.

MR. BRETT:  Well, I will tell you -- perhaps I could help by saying I think a lot of its load is one industrial company, a tobacco company.

MR. COYNE:  I am looking at the Board's natural gas distributor report and it indicates it has 7,085 low volume customers and six large volume customers, but I would agree with your premise that it is a much smaller utility than either Enbridge or Union, if that is your premise.

MR. BRETT:  Thank you.  Well, it is just providing some context for the excerpt that I have here from it.

Now, I would like to turn you to page 26.  I just excerpted a few pages from this decision.  Page 26, which is the page on which the Board makes its findings, the Board findings -- and I will just read a short paragraph:
"The Board has a cost of capital policy in place that is applicable to all electric utilities, and NRG's size and profile..."

Now, NRG is a gas utility, of course:
"... NRG's size and profile is similar to a number of electric utilities as opposed to the other two large gas utilities (Enbridge and Union).
"The Board policy on the appropriate equity ratio is 40 percent and is not considerably different from the ratio sought by NRG."

Do you see that?

MR. COYNE:  I do.

MR. BRETT:  And now we just agreed that NRG was a very small utility with a small service area and a few industrial customers.

You would agree with me that the Board here is saying that NRG's size and profile is similar to a number of smaller electric utilities, and, therefore, should have an equity thickness comparable to those smaller electric utilities?

MR. COYNE:  I do see that.

MR. BRETT:  Do you agree with that?

MR. COYNE:  I agree that they said that.

MR. BRETT:  All right.

MR. COYNE:  Logic would dictate, if that were the case, that large gas utilities should probably have equity ratios comparable to large electric utilities for the same logic.

MR. BRETT:  Well, the other -- I suggest that the inference from this is -- well, not the inference, the fact.  The Board is stating a fact that NRG is not at all similar to Enbridge and Union and should have a much -- should have a higher equity thickness than either Enbridge or Union.

You would agree with that?

MR. COYNE:  Well, I think both paragraphs should be read there in context.  If you look at the paragraph above, the Board indicates there is no consensus on how to determine NRG's capital structure.  It is taking issue with how NRG has presented its evidence.  The Board is not confident that a definitive number can be established from the applicant's evidence and record in this proceeding.

I read that as the Board is somewhat frustrated with the evidence it has before it and had to draw its judgment based on determinations it had made elsewhere.

So I don't see that as the Board saying, We have all of the evidence that we need here to make the appropriate determination, but it did make that finding.

MR. BRETT:  Fair enough.  But you would agree that the Board -- you would agree that the Board was comfortable in giving NRG an equity ratio considerably above either Union or Consumers -- Union or Enbridge?

MR. COYNE:  Based on the evidence it had before it, apparently so.  Well, I see it there as really it was focussing on the capital structure of electric utilities as opposed to the two other large gas utilities.  So it seems to me like it was really focussing on what it had done on the electric utility side.

MR. BRETT:  Would you agree with me that the inference of that statement -- from that statement is that there are -- there are probably good reasons for the lower common equity ratio for Union and Enbridge relative to the rate, the equity rate, of many of the gas -- many of the electric utilities?

MR. COYNE:  I'm sorry, is the question that that is justified to have a lower rate for Enbridge and Union versus the electric utilities?

MR. BRETT:  Relative to many of them.

MR. COYNE:  Well, the Board regulates -- I believe it is over 70 electric utilities, and it has determined one capital structure to be appropriate for all 70, and it has not sought to try to parse the differences in business risk between them.

So we have not tried to compare the business risk of Enbridge and Union to all 70 of the electric utilities it regulates, only to point out the inconsistency between the capital – the equity ratios it sets for the electrics and that it sets for Enbridge in this case.

So the inconsistency I see there is in terms of the difference between Enbridge and the electric utilities, large and small, but more specifically large, because I think that would be the more appropriate comparator.

MR. BRETT:  Could I ask you to turn up page 28, please, of your testimony?  Here I am going to touch on something that the Chair of the Panel asked you this morning, so I will shorten up my questions on this, but it has to do with the comparisons to other Canadian gas utilities.

Would you agree with me, Mr. Coyne, that the prime comparables -- if I can put it this way -- if the Board is looking to see what Canadian gas utilities can we properly compare Enbridge to in terms of responding to this request for a higher equity ratio -- and my suggestion to you is that the prime comparables -- and I think you have -- as I recall, you have these or most of these included in your list of prime Canadian and American comparables on the Canadian side.

But in any event, the prime comparables would be Union, Terasen -- which is now called BC Gas -- ATCO Gas, which is a division of ATCO Pipeline and Gas, which is a subsidiary of Canadian Utilities, and Gaz Mét; is that -- will you agree with that, that those are the prime comparables?

MR. COYNE:  I would agree with that, with the caution that I mentioned earlier regarding the circular nature of using Union for certain regulatory purposes.

But from an operating standpoint, I would agree with that.

MR. BRETT:  All right.  Now, just harkening back -- well, let me take this one step at a time here.

I am going to refer to the same footnote that Mr. Thompson and Ms. Chaplin were talking to you about this morning.  That's footnote number 36 on page 28, but before I do, if I go to the text, your text on page 28, under section (c), "Comparison of equity ratios" -- do you see that?

If you look at the last sentence in that paragraph, it says:

"As figure 6 shows, EGDI's allowed common equity ratio of 36 percent is well below the average annual equity ratios awarded to both Canadian and U.S. natural gas distribution utilities.  Presently, the Canadian average equity ratio (excluding EGDI in Ontario) is 40.96 percent."

Now, did you say this morning that was 41 percent, rather than 40.96?

MR. COYNE:  I'm looking at the footnote.  And perhaps this was my own source of confusion, that in the footnote we say it 41.41.

MR. BRETT:  Okay.  I think either one would -- either one will satisfy my purpose here.

And you got this average by -- you said this morning, by calculating the averages of the 12 Canadian natural gas utilities listed at footnote 36; correct?

MR. COYNE:  If I could just clarify, Mr. Brett, Ms. Lieberman just reminded me that the -- the last line in paragraph (c) includes Union.  That is –-

MR. BRETT:  Includes Union?

MR. COYNE:  That is the 40.96.

MR. BRETT:  Okay.

MR. COYNE:  If you exclude Union in the footnote, it is 41.41.

MR. BRETT:  Does it include EGDI?

MR. COYNE:  The -- both exclude EGDI.

MR. BRETT:  Okay.  Now, that average is an arithmetic average?

MR. COYNE:  Yes, sir.

MR. BRETT:  And that list includes a number of very small, very risky utilities that I would suggest to you are no in way comparable to EGDI.  I am thinking here of AltaGas, Terasen Whistler, and three Pacific Northern Gas utilities.

Would you not agree with me that a better indication, a better average, would be the average of the prime comparables?  A more meaningful average for the Board would be the average of the prime comparables?

MR. COYNE:  I would put more emphasis on them, yes.

MR. BRETT:  All right.  If you did an average of the prime comparables, would you take, subject to check, that if you exclude Enbridge but include Union, you get an average of the four of 38.3 percent?  Correct?

MR. COYNE:  I would not --


MR. BRETT:  Subject to check?

MR. COYNE:  I would not include Union, though, Mr. Brett, because you are including another utility you are regulating.  And if you are using this for purposes of measuring comparability, you are doing yourself an injustice if you are looking at another utility for whom you have just set their equity ratio for confirmation.

To follow your -- I agree with your logic, that the larger gas utilities are better comparables for those purposes, but I would -- for those purposes I would include Terasen, ATCO and Gaz Métro, and I think that is probably closer to point.

MR. BRETT:  But you -- all right.  Thank you.  That's --


MR. COYNE:  Let me help you with that.  If you'd like, I can give you the numbers for those three.

MR. BRETT:  No, that's fine.  I think I can -- I think that I can calculate that.  So can the Board.

MS. LIEBERMAN:  Can I also add that in table 9, we actually –-

MR. BRETT:  Sorry, would you speak up a bit and into your mic?

MS. LIEBERMAN:  On table 9 we actually did do the calculation that you are referring to for the proxy group companies.

MR. BRETT:  On table 9?

MS. LIEBERMAN:  Page 32.

MR. BRETT:  This is for the Canadian ones?

MS. LIEBERMAN:  Yes.

MR. BRETT:  Where do we find -- that's -- table 9 is entitled "Credit metrics"?

MS. LIEBERMAN:  "Credit metrics," yes.

MR. BRETT:  You didn't calculate what I was just talking about.  These are different calculations.

MS. LIEBERMAN:  Oh.  Well, we calculated the debt-to-capital ratio, which would just be the inverse of the equity ratio.

MR. BRETT:  I see.  You reversed it.  This is debt.  You're showing the debt, as opposed to the equity?

MS. LIEBERMAN:  Yes.

MR. BRETT:  That is on the final table on the right-hand side.

MS. LIEBERMAN:  Yes.

MR. BRETT:  Okay.  That's fine.  All right.  Let me move on.  I won't belabour that, because as I say, it was covered this morning, I thought, very well.

Now, I would like -- at this time, I don't have to -- you don't have to turn up a part of the compendium, but I would like you to look at a particular piece of evidence from the record.  And that is the -- it's a piece of evidence that's been discussed some here.  It's the Alberta Utilities Commission 2009 Generic Cost of Capital, and that is Exhibit I, issue E2, schedule 14.1, attachment 3.

I will give you a moment to get that turned up.

Fortunately, this proceeds like the NEB does, by numbering paragraphs.  So it is pretty easy to cycle through here, even though I have a number of questions.

Just by way of context, and I think what you can confirm, Mr. Coyne, I think you were involved in that case?  You were one of several consultants acting for ATCO, the ATCO interests in that case?

MR. COYNE:  Yes.

MR. BRETT:  That proceeding was initiated by the commission on its own -- July 25th, 2008; correct?

MR. COYNE:  I believe that's correct.

MR. BRETT:  And the decision came out November 12th, 2009; correct?

MR. COYNE:  That sounds right.

MR. BRETT:  And as I recall -- and my memory, I hope my memory is good here -- July 25th was about six weeks before Lehman Brothers went bankrupt.

So this proceeding took place in the middle of the financial crisis; correct?  Broadly speaking, it took place sort of in a very tender part, a very -- at a time when the financial crisis was in full flight?

MR. COYNE:  Yes.  Very much like the Board's own consideration here.

MR. BRETT:  And it dealt with capital structure and set the capital structure of each -- as I think you said earlier, of each Alberta electric and gas utility; correct?

MR. COYNE:  Yes, it did.

MR. BRETT:  And the historical background to it was that the -- it's -- the predecessor board, the Energy and Utilities Board, had decided in 2004 -- had established a 9.6 percent ROE applicable to all companies in Alberta, right?

I don't know that that is that critical.  If you don't have that answer...

MR. COYNE:  Subject to check, we will confirm.

MR. BRETT:  And sort of a similar approach to Ontario, and that ROE that was established in 2004 was formulaic, and so it had gradually decreased to 8.75 percent in 2008.

Does that sound right?

MR. COYNE:  That sounds about right.

MR. BRETT:  Okay.  And the board said at paragraph 43 -- the Commission said, rather -- this is a very general point, nothing I don't think of -- nothing controversial, I hope.

To paraphrase paragraph 43, the Board said, in setting the context of the proceeding -- the Board noted that the current financial crisis must influence the determination of a fair return on equity for 2009; right?

MR. COYNE:  This is in paragraph 43?

MR. BRETT:  Yes.  I mean, I'm shortening it up.  It says:
"The advent of the current financial crisis that began to develop in 2007 all form part of this context and influence the evidence upon which the Commission must determine a fair return on equity for Alberta utilities..."

MR. COYNE:  Yes.  I agree that that is said there, but I think the important part of -- the sentence in its whole is important, as well, because it also recognizes increased economic globalization, performance of financial markets, financial performance of utilities, anticipated infrastructure expansions, and the advent of the current financial crisis.

I think the Board made it clear this isn't just about the financial crisis.  Dr. Booth provided extensive testimony in that case, as I recall, regarding the temporal nature of the crisis.  And the Board made it clear that it wasn't just a moment in time.  But that was one of the factors.

MR. BRETT:  Right.

MR. COYNE:  But only one.

DR. BOOTH:  Is that an invitation for me to comment?

MR. BRETT:  No.

MS. CHAPLIN:  It is if you believe that it has a fairly direct bearing on the issues before us.

DR. BOOTH:  I will refrain, Madam Chair.

MR. BRETT:  I was just using that as a bit of general context.  I am going to get to the meat of this thing now.

If you turn to paragraph 129 of the decision, the first paragraph, the lead-in paragraph for 129 -- sorry, the lead-in paragraph for section 129.  Do you have that?

MR. COYNE:  I do.

MR. BRETT:  The Commission says there, and I start with the very first sentence:
"The commission agrees with the observations of Dr. Booth.  While increased globalization and reform of tax and investment policies have increased the flow of capital across borders, the investment market for both Alberta regulated utility equity and debt remains almost entirely in Canada."

Do you agree with this assessment that that was the case at that time?

MR. COYNE:  I agree that was the Board's conclusion.  Let me see where we are in the decision.

MR. BRETT:  Perhaps I could give you one more paragraph that might help.  If you look -- just to shorten this, if you look also at the next paragraph, paragraph 130, and there the Board -- the Commission adds:
"While Canadian investors are now freer to invest anywhere in the world where they can maximize their return for comparable risk, the Commission agrees with Dr. Booth that Canadian investors considering investing in a regulated utility (assuming markets are efficient and priced for risk) are more likely to invest in Canadian utilities in order to achieve their expected return than in utilities outside Canada given the foreign exchange risk and possible tax differences that they would not be exposed to if they invested in Canada."

Do you --


MR. COYNE:  I see that paragraph.

MR. BRETT:  Well, so you agreed with me that that is what it said, and I was -- do you agree that that was the reality at that time?

MR. COYNE:  Well, I would agree that Canadians are more likely to invest in Canadian utilities.  That I could agree with.

MR. BRETT:  Okay.

MR. COYNE:  And we have provided extensive evidence around this issue in numerous jurisdictions, including this one, and our view on this one, based on a lot of analysis, is that there is a lot of cross border capital flows, goods and services flows, et cetera, between Canada and the U.S., and it is increasingly a global market for investment.  It flows both ways, and that it is of sufficient magnitude such that one can't ignore the investment opportunities that exist outside Canadian borders.  And as long as those opportunities exist and they're substantial and they're real for Canadian investors, then they're relevant for the determination of cost of capital that accounts for comparable investments.

And Canadians do -- Canadian utilities invest cross border.  Canadian investors invest cross border.  In my 401(k), one of my substantial accounts is a Canadian group of companies.  It's a 401(k).  So I think investors do so freely on both sides of the border, and it has only grown over time.

So I would not -- I would agree in part with that, but I think that the investment environment continues to evolve and continues to be much more fluid, flowing in both directions.

MR. BRETT:  Let me ask you about another paragraph.  Have a look, please, at paragraph 132.

In that paragraph, counsel for -- sorry, the VP finance of AltaLink -- AltaLink, as I think everybody in the room knows, is a large Alberta transmission utility, electric transmission utility -- was asked by Commission counsel why AltaLink did not look to borrow in U.S. capital markets.  And his answer was:
"I've worked in the U.S. capital markets before.  I think that companies that have significant U.S. dollar cash flows have natural hedges against currency fluctuations and would be able to match up their currency flows in the two countries with a reasonable degree of comfort.  AltaLink has zero U.S. dollar cash flows and so it would have to go out and buy hedging positions in respect of all of its U.S. debt repayment and U.S. interest payment obligations.  You can't do that for 30-year debt without assuming a significant amount of risk.  I mean, we've seen the Canadian dollar float from 60 cents to $1.10 in the last five to ten years.  Those are pretty significant fluctuations, and I think that exposes ratepayers to a significant amount of risk that we don't think is appropriate.  As long as we have reasonable access to Canadian debt markets -- and you know in our situation we have owners who would we look to to contribute the equity that we need.  There is absolutely no reason why you would go into the U.S. capital markets."

Just before I ask you a question on that, I want to refer you to the next paragraph, 133.  It's a very short paragraph.

Now, Ms. Abbott was an expert witness for AltaLink.  I don't have Ms. Abbott's CV in front of me, but I read it.  She spent, among other things, 20 years at Moody's in some fairly responsible positions, and has been a consultant for many years.

Now, she was asked by Commission counsel whether Canadian borrowers would hedge currency risk, and she replied:
"Subject to check, sure, but that is still -- it's expensive.  It's an exposure they have.  It's something the rating agencies are not particularly sanguine about when a company who doesn't have any revenue in a particular currency borrows in that currency.  It's a risk that they would look at as being unnecessary."

Do you agree with those comments?

MR. COYNE:  Well, there are quite a few comments that you have covered there, Mr. Brett.

MR. BRETT:  Well, I guess --


MR. COYNE:  I would offer - perhaps this could be responsive to your question - that those views were specific to the views offered by -- I guess it is Mr. Bronnenberg for AltaLink, and he was saying, in essence, We don't need to raise capital in the U.S..  And that's fine.  That is perhaps consistent with the scope of his more limited operations.

And for companies of the size and scale of Enbridge or Union and large electric and gas utilities, they do business on both sides of the border.  They invest on both sides of the border.  They raise capital on both sides of the border.  They simply need to deal with these cross-border issues in order to be able to manage their investment profile.

So for larger sophisticated companies, these are simply constraints that they deal with in order to be able to access international markets.

There's a reason why many, if not most, at this point, companies of any scale and size are converting to U.S. GAAP.  Part of that reason is it gives them unfettered access to markets on both sides of the border.  It also has to do with regulatory accounting standards.  These are markets that are just becoming increasingly integrated, utilities included.

Small utilities may find that position to be viable for them.

MR. BRETT:  You're not suggesting AltaLink is a small, unsophisticated utility, are you?  They're a major transmission utility in Alberta.

MR. COYNE:  Well, if AltaLink is saying that we don't need access to global capital markets, then they're saying that what we have in Canada is just fine for us here.

I know that is not true for larger companies.

MR. BRETT:  You notice they say they have a shareholder that provided 100 percent of the equity; right?

Can I turn you to paragraph 151 and 152?  Paragraphs 151 and 152, would you turn those up, please?

MS. CHAPLIN:  Just before you go --


MR. BRETT:  Now, here Dr. Safir –- now, Dr. Safir is an expert witness, was an expert witness in that case for CAPP, the Canadian Association of Petroleum Producers.

He was asked by board counsel:

"Is it appropriate to compare the rates of return and equity thickness for U.S. pipelines to those of Canadian utilities in Alberta?"

And he answered:
"No.  There are significant differences in the business risk faced by U.S. pipelines and utilities in Canada, which make such comparisons inappropriate."

And he discussed several examples which I would like to review with you.

In paragraph 151 -- I'm sorry, let me just go back.

He was asked the question that I gave you, and then he gave an answer.  And then further -- I am quoting -- this is the board's -- this is the Alberta board that is -- in paragraph 151 of the Alberta board's decision, and it says, the board says in paragraph 151:

"The differences as perceived by the market between U.S. and Canadian pipeline risks can be illustrated by using historical comparison of U.S. and Canadian pipeline circumstances in the 1980s to 1990s.  During this period, U.S. pipelines were subject to take-or-pay exposure, transportation brokering, and market-determined pipeline construction.  As a result, over this same time frame U.S. pipelines took real losses that were not experienced by Canadian pipelines."

And that is question 35 on that -- as part of number
-- as part of paragraph 151.

Now, my first question here is:  Do you agree with this assessment of the U.S. gas pipeline circumstances in the 1980s and '90s, that they took real losses that were not experienced by Canadian pipelines?

MR. COYNE:  I have not conducted an analysis or comparison of what losses U.S. pipelines took vis-à-vis their Canadian counterparts.

It wasn't specific to the evidence that we presented before the AUC in this proceeding, so I couldn't really offer an opinion on that.  It is something that we had not studied and have not studied.

We are not testifying here on the relative risk of U.S. pipelines versus Canadian pipelines.

But I would note that, at the same time, the board heard much of the same evidence.  You're citing one witness -- at the same time, this board was hearing evidence on these very issues and determined that U.S. data could be used for such purposes of determining the cost of capital.  And it was an objective source of information and it gave it careful consideration.

MR. BRETT:  Well, we will come to that part.  I
just --


MR. COYNE:  Dr. Safir presented evidence in this case that was -- that was wrought with -- I don't want to disparage his reputation here.  That wouldn't be fair.  But there were a lot of data issues that we had with some of the analysis that he presented, and this is just one aspect of that.

It's a fairly broad statement, and it is one that we haven't provided evidence on here, though.

MR. BRETT:  Could you -- are you aware -- just in a general way, can you tell me -- and if you are not aware, just tell me this, but are you aware in Canada, that in Canada, for example, that at the same time there was a similar restructuring of the gas pipeline business and the LDC business, a similar restructuring of the gas transportation industry, which -- but that restructuring that was carried out by both provincial and federal regulators did not result in stranded costs to the pipeline, to TransCanada, because of some rather innovative financing arrangements that were put in place?  Are you aware of that?

MS. CHAPLIN:  Mr. Brett -- sorry, Mr. Coyne, before you answer that, Mr. Brett, could you help me how this examination of differences between U.S. pipelines and Canadian pipelines is helpful for us in considering issues with respect to Enbridge Gas Distribution?

MR. BRETT:  Yes.  It's -- I mean, the reason I am raising this -- and I have a couple of other questions on pipelines, although most of my questions will be on distribution utilities -- the reason I raise it is I think it is illustrative of the differences in the regulatory context and climate between the United States and Canada.

I am going to -- it will be our contention, ultimately, I think, that there are significant differences in the regulatory -- in the legislation, in the regulatory history, and that these have an impact on attitudes of investors and the financial markets, and that these, in turn, contribute to the very high equity ratios in the United States, both in pipeline companies and in distribution companies.

MS. CHAPLIN:  Well, we are concerned with distribution utilities here, are we not, Mr. Brett?

MR. BRETT:  We are.  So it is -- it is more indirect, but –-

MS. CHAPLIN:  All right.  And we have Mr. Coyne's testimony that he has not prepared an analysis, a comparative analysis of pipelines, either historically or current.

MR. BRETT:  All right.

MS. CHAPLIN:  So I am at a loss as to how putting more questions to him on that topic will provide any more illumination on the issue.

MR. BRETT:  All right.  I will move on.

MS. CHAPLIN:  And with that in mind, also, I believe your time estimate was 40 minutes, so I --


MR. BRETT:  No, it was one hour, actually.

MS. CHAPLIN:  Was it one hour?  All right.

MR. BRETT:  Yes.

MS. CHAPLIN:  Do you still expect to be able to...

MR. BRETT:  Where am I at now in terms of --


MS. CHAPLIN:  You have approximately 15 minutes left.

MR. BRETT:  All right.  Thank you.

MS. CHAPLIN:  Thank you.

MR. BRETT:  Let me -- all right.  Let me move on, because I think I have more information here than I am going to be able to cover, and while I would expect a small amount of indulgence relative to what others have got, I don't expect a lot.  So I will try and -- I will try and compress this.

If you would turn to page 156, please, of the same decision, do you have that?  Paragraph 156?

Paragraph 156, and I will just read this promptly:
"The Commission agrees with Mr. Coyne, Dr. Vander Weide and the other proponents in the proceeding who suggest that the regulatory framework and the regulatory philosophies of both the U.S. and Canada are similar.  The Commission agrees, however, with Dr. Safir that there have been some significant differences in regulatory policy between the U.S. and Canada, which have created additional regulatory risk for American utilities.  The Commission further agrees that disallowances in the U.S...."

Let me stress that:  "disallowances in the U.S.."
"...have had significant impacts on investor confidence and risk perceptions that once such events have occurred, they will have ongoing effects on future investor expectations."

Now, Mr. Coyne, you conceded in your study, I believe -- and I don't know that I can give you a reference, but hopefully you will remember this -- you said something to the -- you said, and I quote:
"Sometimes they did go wrong, as evidenced with PG&E in California, as evidenced by these nuclear cost disallowances, and those are risks that I think investors do take into account when they determine the cost of equity required to invest in these businesses."

So I take it, Mr. Coyne, that such risks would be reflected in the utility's cost of capital, including its common equity thickness; do you agree?

MR. COYNE:  When you say "such risks", are you referring to disallowances?

MR. BRETT:  I'm referring to the various -- to the various risks, the disallowances, the other differences in regulatory policy, the tendency for -- well, let's say in particular the disallowances.

And I am going to take you also in a moment to a number -- to a series of bankruptcies of U.S. utilities that have occurred in the last 15 years.

So I would say disallowances and highly publicized -- three things: disallowances; highly publicized and massive U.S. utility bankruptcy; and recent court decisions in the United States.  And I would give you the example of Duquesne Light v. Barasch, which I will ask you about in a moment, that have had -- which appear to have had a substantial effect on -- one would expect they would have and they appear to have had a substantial effect on investor perceptions, and the views of experts like yourself who write about these decisions and about these developments.

So, yes, that is what I mean.

MR. COYNE:  Well, let me see if I can answer what I believe your question is.  Do investors calculate risk into their determinations on required cost of capital?  The answer is yes.

Do they look at regulatory risk as one of those factors?  The answer is yes.

If there has been a history in a specific element of the utility business that has led to disallowances, the construction of a nuclear power plant, which I am referring to there is a prime example, if you are building a nuclear power plant, you should expect to have a higher cost of capital than a distributor that has no generation risk, let alone one that is engaging in the construction of a large, complex power plant.

For those reasons, they do -- they do take on additional risk, a prudency construction, planning and things of that nature.  All true.

That's why I think it is important in the analysis that we have done to distinguish like-risk companies that have similar credit ratings, that have similar regulatory environments, because otherwise one could use -- one could look to instances like that and determine that 50 states and 200 utilities are all the same, and you cannot make that determination.  You have to look at it on a utility-by-utility basis, on a case-by-case basis, depending upon the regulatory circumstances that that utility is in.

And you can find in the work that we have done and this Board has accepted, that that is a reasonable approach in the past, that one can choose a like-risk group of utilities for those comparisons.

The NEB opined on this issue in its TQM decision, where it determined that, yes, these instances have occurred in the past, but that's no reason to dismiss the body of evidence as being irrelevant - and I am paraphrasing - for determinations on cost of capital.

MR. BRETT:  Could you turn to page -- paragraph 166, please?  And there the Commission -- I would like you to look at the sentence starting with the word "although", and I am going to read it, briefly:
"Although both Ms. McShane and Mr. Coyne have suggested that many of the deferral account provisions, such as purchased gas adjustments, fuel cost recovery mechanisms, weather normalization provisions afforded to Alberta utilities have some degree of corresponding protection, a thorough comparative analysis of the various deferral accounts and legislation protection was not undertaken in support of this position.  The Commission considers that there is ample evidence to demonstrate that the support provided by the legislative and regulatory context in Alberta materially reduces regulatory and other business risks of Alberta utilities when compared to the evidence preferred on U.S. utilities in this hearing."

Now, you had mentioned, I believe, that you -- well, just to shorten up, would you agree with the Alberta Commission's assessment made at that time?

MR. COYNE:  The conclusion that they reached was that the evidence that they had seen on the comparison of those regulatory environments was inadequate for them to reach that determination, and it was clear at that point in time that deferral accounts was an issue that was being raised consistently as something that exists in Canada, and there was question as to the comparability in the U.S..

That is the very purpose for appendix B in our evidence, that we rolled up our sleeves and looked not just at deferral accounts, but the principal mechanisms that Enbridge has, by virtue of its regulatory practices and procedures in Ontario, versus these other utilities, so that this Board could make a determination without that constraint.

MR. BRETT:  And in that exercise that you did, Mr. Coyne, you explained that most of your U.S. sample of comparables were -- based their work on historic test years rather than forecast -- rather than future test years.

And you concluded or you pointed out that, as I understand it, that is a factor that contributes to a higher risk on the part of U.S. utilities -- U.S. distribution utilities --


MR. COYNE:  That was --


MR. BRETT:  -- the fact that they were on historic test years.

MR. COYNE:  For those that have historic test years, that's true.  That was one of the elements we examined.
MR. BRETT:  I understand --

MR. COYNE:  On balance, if you looked at them all, some of them went in the other direction and they had more protection afforded to them than those that had a forward test year.  So I think it would be an unfair characterization to just point to that one.  But, yes those are were the historic test year of -- have more possibility for regulatory lag, was the conclusion that we reached.

MR. BRETT:  Now, I think this was an area that was touched upon this morning, so I will be very brief, although the reference to it this morning was very brief.

Mr. Thompson asked you this.  I think it is commonly agreed -- maybe it is one of the few things everybody is agreed upon -- is that regulators, energy regulators, provincial energy regulators in Canada deem a common equity ratio; correct?

MR. COYNE:  Many do, if not most.

MR. BRETT:  Almost all do; right?

MR. COYNE:  Yes.

MR. BRETT:  Can you think of one that -- all right.  In the United States, generally speaking, my understanding is that state regulatory commissions, the general rule is
-- the general practice is that state regulatory commissions do not deem a common equity ratio.  They do not deem it in the same way that it is deemed in Canada; am I right?

MR. COYNE:  As we discussed prior to the lunch break, that's correct.  As a general practice, utilities must make a showing, as they do with their other revenue requirements, that their capital structure is prudent and reasonable for a utility of their size and risk.

MR. BRETT:  And it is up to the individual utility to set its own common equity ratio.  It is generally regarded as being the role of management to decide on the capital structure it prefers.  Provided that that ratio is within a range of reasonableness, the regulator does not normally challenge it; is that fair?

MR. COYNE:  They're heavily scrutinized, along with every aspect of the cost of service in a general rate proceeding.

MR. BRETT:  They're scrutinized.  But as a matter of general practice, a regulator would not substitute its judgment ,in the United States, as a rule, on capital structure for that of the company itself.  Is that not fair as a general principle?

MR. COYNE:  That's fair, unless they deemed it to be unreasonable and out of line for like-risk utilities, yes.

MR. BRETT:  And going back just for a moment to the Alberta decision, the cost of capital decision at paragraph 192, if you wouldn't mind turning that up, this was a discussion between the -- in this situation Ms. McShane, whom you know and she was acting for ATCO as an expert witness -- was asked by the Board counsel there about how management selects the capital structure in the United States for U.S. utilities.  And he said, and this is laid out in 192:
"Thank you, ma'am, but I'm just trying to understand whether or not the fact that management selects the capital structure that's then approved by the utility for U.S. utilities could be one influencing factor as to why common equity ratios are as high as they are and have not come down with the absolute reduction in risk."

I wish I was as smooth as this man.

Ms. McShane says:
"Well, they're still within the ranges of what the guidelines are for their ratings in their industry."

And the board counsel says:
"And ma'am, do you think, again, could it be one influencing factor as to when you compare ROE or capital structure in Canada versus the United States, that because management selects the capital structure for U.S. utilities, that it may be influenced to be higher in the United States, as compared to having the regulator deem it historically in Canada?  Is that one potential influencing factor to explain the differences?"

Ms. McShane:

"I think the simple answer is yes.  The deemed capital structures in Canada are lower than they would be if management had more flexibility to choose them themselves."

Do you agree with Ms. McShane there?

MR. COYNE:  I think that is -- I think -- I would be more cautious with that, and -- for the following reason, is that there's a presumption that all utilities want to have baked into that more equity on their balance sheet.  Not all utilities do.  I'm aware of utilities that have expressed real hesitancy to add more equity to their balance sheets, if they felt as though they had better opportunities elsewhere.

So it is not quite as straightforward that that would seem -- the presumption there is that a utility will gold-plate its balance sheet and just keep adding equity and without limitations, and I would disagree with that premise.

I think that most utilities in the U.S. are quite cautious with how they use equity on their balance sheet, and they know they're going to be held to a standard.  And the standard is one of prudence and reasonableness, as it is here in Canada.

I think that the evolution of capital structure policy in Canada versus the U.S. is an interesting one.  And I believe that the deeming of capital structures here has a lot to do with the evolution of publicly owned utilities as being predominant, especially on the electric side of the industry, whereas there's a stronger history of private ownership in the U.S..

And therefore one deems a capital structure so that you can put them on an even footing with privately owned companies.  Let's face it.  When it comes to a publicly owned utility, the concept of equity isn't the same as it is for a privately held company.

But if one wants to have them operate on an equal footing -- and that was very much consistent with Ontario energy policy -- one would deem them a capital structure, so that they could look similar.

So I think the history is an interesting one, and one of the reasons why it looks different today, different today in Canada than it does in the U.S. in that regard, I think in other regards philosophies towards regulation and cost of capital has been almost completely parallel.

MR. BRETT:  Well...

MR. COYNE:  One of the things we have learned over the last four or five years is that it is not a bad thing to have some flexibility with regards to how you manage your balance sheet as you weather various storms.

And --


MR. BRETT:  All right.

MR. COYNE:  -- we have seen, in general, a de-leveraging of balance sheets across corporate North America in regulated and unregulated industries, as companies have realized that more equity on the balance sheet is a good thing --


MR. BRETT:  Let me go on, if I may, because I am running against the clock here.

MR. COYNE:  I'm sorry.  I'm cutting into your time.

MR. BRETT:  You are making speeches, and I am letting you go, but I have a very restrictive time period hanging on my head, so I'd like to get my questions --


MR. COYNE:  I didn't mean it to be a speech, but I thought it was an important point to make.

MR. BRETT:  All right.  I would like you to turn up, if you would, from the evidence, item number 11 from my compendium, item number 11.  That is -- item number 11 is an article entitled, "Reorganization of utility companies."  It is written by two lawyers in the United States.  This is -- this article comes from the energy bar -- Energy Law Journal.  And it is -- the Energy Law Journal -- maybe I can ask you, Mr. Coyne.

You would agree with me the Energy Law Journal is the pre-eminent legal journal in the United States for energy regulatory issues?

MR. COYNE:  I believe it is one of the widely read journals, yes.

MR. BRETT:  All right.  These people that wrote this article -- this is an article that talks about the experience of various U.S. utilities going into bankruptcy recently.

And I am only going to cite one; there are several different situations covered here.  I am just going to cite one.  This is the -- this is the treatment in this article around the Pacific Gas and Electric bankruptcy of April 6th, 2001.

Now, as you well know, Mr. Coyne, this has been -- if you turn to page 293 -- that is 293 of that article -- it is called:  "Bankruptcy of utility companies," and it is written by two partners of Lamb, which is, by my lights, a leading U.S. energy law firm.

But in any event, at page 293 the authors summarize the filing as follows: "PGE filed for Chapter 11 after spending $9 billion in excess -–"

MS. CHAPLIN:  Sorry, Mr. Brett, before we engage in further lengthy quotes, I think it would help us if you put your question to them first, and then, if we need to, refer to specific passages, but maybe if you could --


MR. BRETT:  All right, all right.

MS. CHAPLIN:  -- get to the point with the question first, and then if it needs further elaboration, we might allow that.

MR. BRETT:  All right.

Would you agree with me that the -- that since -- in the last several years -- in the last 20 years or so in the United States, there have been bankruptcies of several major utilities, and that one of those utilities is Pacific Gas and Electric?

MR. COYNE:  There have been bankruptcies and one was PG&E, yes.

MR. BRETT:  And there was another bankruptcy with respect to Public Service Company of New Hampshire; correct?

MR. COYNE:  That's correct.

MR. BRETT:  And another with respect to the El Paso Electric Company; correct?

MR. COYNE:  That's correct.

MR. BRETT:  Finally, with respect to a gas company, there was a major gas company -- there was a bankruptcy with respect to the Columbia Gas Systems, right?

MR. COYNE:  That's correct.

MR. BRETT:  Now, my question to you, these are all -- these are not tiny utilities; correct?  These are all major gas or combination or electric utilities?

MR. COYNE:  They varied in size considerably.

MR. BRETT:  They do, but they're all large?

MR. COYNE:  Well, I'm sorry, but Public Service New Hampshire went bankrupt because it was a small electric building a big nuclear power plant.  So I think one has to be careful with "large".  But they're all utilities, I would agree with that, but...

MR. BRETT:  Would you agree that these bankruptcies of leading U.S. gas electric utilities were widely covered in the media and the subject of innumerable articles and law journals, economic and financial journals, and the business press?  Do you agree with that?

MR. COYNE:  It varied.  For some of these, they were local stories.  PG&E probably reached that level.  I would –- others -- for others, it was much more of a local issue or maybe more of industry interest, but no, not national.

MR. BRETT:  But certainly -- but an industry interest?  Columbia Gas System, would you say that was simply a local story?

MR. COYNE:  Somewhere in between.  But is your question -- was to acknowledge that these events occurred in the press, yes.

MR. BRETT:  And that these would have had, that these bankruptcies would have had some influence on the rating agencies and on utility executives in terms of their attitudes toward investment and the way that the -- and the way that companies would be assessed?

In other words, these bankruptcies of relatively significant companies would have an impact on how the capital markets assessed investments in utilities in the United States?

MR. COYNE:  I would say utilities more broadly.  But they certainly did insofar as those specific companies were concerned, and it caused rating agencies to look at whether or not they had similar risk exposure elsewhere, not just in the United States.  Rating agencies work globally, so they draw lessons there and use them in other places that they have risk.

MR. BRETT:  Now, are you familiar with the -- let me just -- and I think I will close off with this, I guess two quick questions.  First, you are familiar at a high level with the Duquesne Light case?

MR. COYNE:  Yes.

MR. BRETT:  And you understand that in that case the Supreme Court of the United States upheld a statute, a Pennsylvania statute, that was introduced in the middle -- essentially in the middle of a rates case, or shortly after a decision of the Pennsylvania PUC.

The sort of very high level kernel of fact was Duquesne had invested $36 million in a partnership that was going to -- was planning to build several nuclear plants.  As it transpired, there was no need for all of those plants to be built.  Only certain plants were built.

And the issue was:  Could Duquesne recover the $37 million?  Was the investment used and useful?

The Public Utility Commission of Pennsylvania -- and I am going to ask you to concur with this high level description.  The Public Utility Commission of Pennsylvania said, Yes, you can recover it.  The case got into the courts --


MS. CHAPLIN:  Mr. Brett, again, I would ask you to ask your question first.  I don't really think that we need --


MR. BRETT:  You don't find the lead-in helpful?  Okay, it is time-consuming.  I take your point.

The question really is this.  When the Supreme Court decided in Duquesne to uphold the Pennsylvania statute that said that you could not recover costs -- notwithstanding the fact that they would -- they were prudent, you could not recover costs made until the utility -- until the costs -- until the utility in question was actually operational.

They upheld -- the Supreme Court upheld that statute, and so Duquesne was denied the ability to recover the $37 million.

First of all, is that an accurate -- more or less an accurate rendition of the facts from your knowledge?

MR. COYNE:  Let me restate it.  Quite simply, they invested in a -- I think it was seven nuclear power plants.

MR. BRETT:  That's right.

MR. COYNE:  It was found -- they use a used and useful standard there in the U.S., as is used here in Canada, and they found that it did not pass that test and they were disallowed, I believe it was, $35 million, which represented about 1.4 percent of their -- the revenue requirement in that year.  And that's my --


MR. BRETT:  That's fair enough.

MR. COYNE:  I would add, if I might, that --


MS. CHAPLIN:  Well, let's wait until you have a question, please, Mr. Coyne.  I am conscious of the time that we have available.

MR. BRETT:  The question is -- the question is:  That decision, again, resulted in a number -- did it not result in a number of different articles and commentary by the people like yourself, people from the Brattle institution, Colby and Tighe, for example --


MS. CHAPLIN:  Mr. Brett, can you help me how the disallowance of nuclear power plant costs is -- can you draw the relevance to me for this?

MR. BRETT:  Sure, I think I can.

MS. CHAPLIN:  Briefly.

MR. BRETT:  What I am trying to characterize here, what I am trying to show and have the witness agree to is the fact that the regulatory environment in the United States is very different than it is in Canada.

It is -- the Public Service Commission of New Hampshire is a distribution utility.  Duquesne Light is a distribution utility.  They both invested in nuclear power plants.  They were told by their regulator that notwithstanding the fact that the investments were prudent, that they weren't going to be able to recover.

Now, my point and what I am going to suggest to you - and I don't do it today - in argument is that wouldn't happen in Canada.  That would not happen here.

It will happen in the United States.  The United States regulatory environment is much more volatile and much more difficult to predict.

MS. CHAPLIN:  Okay, then perhaps that is a fair proposition to put to Mr. Coyne to see whether or not he agrees with your characterization of the differences.

MR. BRETT:  Do you agree with that, Mr. Coyne?

MR. COYNE:  No, I do not.  Let me cut to the quick.

As we sit here today, TransCanada faces a disallowance, a potential disallowance, through deferral or otherwise, that may amount to over a billion dollars.

As we sit here today, Enbridge Gas Distribution New Brunswick faces a deferral account of about $180 million that it may or may not ever recover in New Brunswick.  Risk does not exist in the utility world exclusive to one side of the border or the other.

Regulators make decisions in the U.S. as they do here, and they hold management accountable for the decisions that they make.  If they make poor decisions, they're held accountable.  They face market risk.  One of the reasons we're here today is that not all risk is taken away by the regulator, in Canada nor the United States.

But I would not agree with that assessment.  I do agree, as you suggested in your earlier question, that credit rating agencies do look at these issues, and that is why we were careful when we did our analysis to use companies rated by these same agencies that were rated as or higher than Enbridge, such that if those determinations are useful for this Board in evaluating comparable risk, then that screen has been made by an objective agency.

Furthermore, I would add that if for any reason this Board finds concern with utility decisions in the U.S. as being problematic, then I would urge them to consider the Canadian evidence that we presented that's confirmatory in that regard.  But we believe, as this Board has expressed in the past, that one can select a like-risk group of utilities from the U.S. from which one can draw objective information for the purposes of determining the cost of capital.

MR. BRETT:  Mr. Coyne -- Mr. Coyne, thank you.

Two last things.  One, you brought up TransCanada.  Are you aware that TransCanada is taking the position in its case -- in its argument in the current case that is winding up that U.S. precedents are not applicable?  Are you aware of that?

MR. COYNE:  In what regard?

MR. BRETT:  Used and useful, the concept of used and useful.  If you are not aware, just tell me and I will pass on.

MR. COYNE:  I don't know the specific position TransCanada has taken in that regard.

MR. BRETT:  One last question.

Are you aware that -- and this is in my compendium in a case that is entitled Kern River Transmission, a fairly recent case.  The company was assessed trying to put together a list, a proxy list, much like you put together for U.S. companies, and the intervenors in the case objected to TransCanada being part of that proxy list.  They said it shouldn't be part of the list, and the FERC basically said -- well, not basically.

The FERC said -- and I will read it to you, and this is my final shot.  The FERC said, and I quote:
"Approximately 91 percent of TransCanada's operating income is from natural gas pipeline business."

Because one of the key things here is you have to have people that are in the same business.  You can't have somebody with half generation and half distribution.

"However, all the parties oppose its inclusion in the proxy group because it was involved in a $2 billion acquisition of a transmission company, Gas Transmission Northwest.  Also..."

And this is the point I would like to emphasize, the last sentence.

"Also, TransCanada's Canadian pipeline is subject to significantly different regulatory structure that renders it less comparable than domestic pipelines regulated by the Commission."

So there is the FERC, the leading energy regulator in the United States, saying, We're not going to include a Canadian pipeline, because it is in a different regulatory structure.

Do you agree that that was an appropriate decision, or maybe putting it another way, why should a Canadian regulator look at a U.S. precedent, give it special weight, when a U.S. regulator -- the preeminent U.S. regulator would not allow a Canadian company to be used as part of a proxy group specifically because it feels the regulatory context is different?

MR. COYNE:  Well, I think the FERC made -- in that case made an important distinction, that one needs to look at the regulatory context before one can reach that determination, and I submit to you that is what appendix B does in our report.

We look at the regulatory context in great detail for the utilities we have used in our U.S. proxy group.  We have also looked at Canadian companies and their regulatory context.  Just because they're Canadian doesn't mean they're appropriate.

So I think that one needs to look across jurisdictions for the appropriateness of the regulatory mechanisms that are in place.

So I agree with FERC's principle in that regard.

There is another practical matter that Canadian regulators face, and that is when it looks to like and proxy group companies for purposes of cost of capital analysis, you don't have pure-play, publicly traded gas utilities you can look to for objective market information.

So it is --


MR. BRETT:  Excuse me, if I may just interrupt you for a second, that is for cost of capital purposes.  That is not the case for equity thickness purposes; correct?  Equity thickness is looked at by examining the regulated filings of the companies, and in Canada all of these companies -- Enbridge, Union, ATCO Gas, Terasen -- they're all owned by -- 100 percent by large, diversified energy companies.  Nonetheless, they file extensive filings with the Board and the Board can make decisions about capital thickness without them having public stock outstanding.

It's only with respect to trying to look at the cost of capital for equity, the cost of capital, not the equity thickness; would you agree with me on that?

MR. COYNE:  No.

MR. BRETT:  Well, I don't understand that.

MR. COYNE:  Because as I said, in my position all the way along, that cost of capital is two components; it is the return on and the amount of.  You can't separate the two.  That is consistent with the Lamont decision and consistent with regulatory practices on both sides of the border.  They're linked together as part of the fair return standard.

That is why you need objective market information to make that determination.

MR. BRETT:  All right.  Those are my questions.  Thank you.

MS. CHAPLIN:  Thank you.

Before we break, Mr. Janigan or Mr. Warren, do you have any additional questions?

Mr. Cass, how long would you expect to be in re-examination of Mr. Coyne?

MR. CASS:  I am not expecting it would be more than five minutes, Madam Chair.

MS. CHAPLIN:  Okay.  And how much time do you need for questions for Dr. Booth?

MR. CASS:  I said earlier that it was not very many, and it may have reduced.  I am not sure.  It may not be more than five to 10 minutes.

MS. CHAPLIN:  Okay.  So I think we are still in reasonable -- we can take a break and we will hopefully reasonably be done around 5:00 o'clock, given other questions we may have.

All right.  So we will take a break now for 15 minutes, and we will return at 10 after four.  Thank you.

--- Recess taken at 3:55 p.m.

--- On resuming at 4:14 p.m.
Questions by the Board:

MS. CHAPLIN:  Please be seated.

So I do know that Board Staff has some questions, but just before they go ahead, there were a couple of areas I wanted to follow up on with Mr. Coyne and Dr. Booth arising from Mr. Brett's cross-examination.

One of the areas was with respect to the assessment of the risk of Ontario gas distributors versus Ontario electricity distributors.

Mr. Coyne, you identified, I believe -- well, am I correct that you primarily are relying on the observations of Dr. Cannon in reaching your conclusion around the relative risk levels of those two Ontario gas distributors versus Ontario electricity distributors?

MR. COYNE:  No.  A lot has occurred since then.  So we have looked at them currently for the relative risk, as well.

MS. CHAPLIN:  Okay.  And you identified, for example, supply risk and seasonality and the volatility of load.

What would be other -- what other major factors have you identified?

MR. COYNE:  Yes, I do think that is a primary difference is supply risk.

The Green Energy Act has implications for both gas distributors and electric distributors that will unfold over time.  I don't see that as a substantial difference right now, however, but I think the fundamental difference I see between the two is supply risk, and that's the most significant.

I know with the next generation IRM for both sets of companies they may differ, and we'll have to see how those do differ in terms of whether or not they create different risk.

My understanding is that gas distributors have earnings sharing mechanisms.  Electric distributors generally do not.  Rating agencies think that creates more risk on the margin.

I think those are probably two areas to point to, but I think the primary one is supply risk.

MS. CHAPLIN:  And, Dr. Booth, have you performed any particular analysis of the current differential in risks between Ontario gas distributors and Ontario electricity distributors?

DR. BOOTH:  Not since I think it was the 2006 hearing, when that point, I recommended 35 percent common equity ratio for the electric distributors, exactly the same as I recommended for gas distributors.

There are some differences in business risk, but the important point is that regulation basically harmonizes those risks.  So what the shareholder sees is essentially exactly the same.

And that's been my viewpoint at least for the last ten years.

MS. CHAPLIN:  So on that basis, would you have the Board draw any conclusion as to what the appropriate -- so, sorry, is the conclusion that the Board should have the same common equity ratio for all of the distributors, gas and electricity, and it should be 35?  Is that your --


DR. BOOTH:  My recommendation is 35 percent for all distributors.  I recognize that the electric distributors, the little ones, the MEUs, there is lots of them.  A lot of them don't have "equity" versus debt, because they were municipally owned because before they got converted.

So the Board, as a result, recognized those problems and gave them 40 percent common equity and deemed the equity, deemed short-term cost rate, deemed the long-term, deemed everything.

As a matter of public policy, as I said in my presentation, I think that there is no -- there should be no encouragement for small, inefficient local distribution companies.  So I recommended 35 percent common equity.

Unfortunately, the Board gave them 40 percent, the same as for London, Toronto, Hydro One and the bigger electric utilities.

MS. CHAPLIN:  Okay, thank you.

MR. COYNE:  If I might, Madam Chair, I should add that we presented cost of capital analysis, including risk analysis, for both electrics and gas in the 2009 consultation, as well.  So we rely on that body of work.  We also studied that issue for Hydro One and the CLD in that time frame.

MS. CHAPLIN:  And, Mr. Coyne, you have referred to the comparative analysis you did that appears at your appendix B, which looks at regulatory characteristics, I guess I would say.

But, actually, my question is for Dr. Booth.  Did you review that analysis?  Do you have any comment on that analysis?

DR. BOOTH:  No.  My evidence, my testimony, is based upon the reports from the rating agencies, where Moody's very clearly says that the – and, quote:
"As is characteristic of the U.S., the ability to recover costs and earn returns is less certain and subject to public and sometimes political scrutiny."

They have consistently rated Canada as being the most supportive regulatory environment, and, as I mentioned in my presentation, not one U.S. state is ranked as highly as Canada in terms of a protective organization.

And that degree of regulatory protection amounts to 50 percent of the weight that Moody's applies when they come up with a bond rating.

So while I have not done independent assessment of U.S. regulatory protection, I have relied upon Moody's and S&P, because they do this as part of their job, and they've got teams of analysts doing this.

MS. CHAPLIN:  And you may have covered this already, but just to ensure my understanding is correct, what is your view when comparing Enbridge Gas Distribution to other Canadian gas distribution utilities?

DR. BOOTH:  There are five what I would regard as province-sized gas distributors.  We have two in Ontario, because we're a bigger province.  So we have Union Gas and Enbridge.  We then have Gaz Métro in Quebec.  We have Fortis Energy BC in BC, and we have ATCO Gas in Alberta.

Centra Manitoba is now owned by Manitoba Hydro, so it is no longer in the public domain and regulated as such, and out of the Maritimes Heritage Gas and Enbridge Gas New Brunswick are still development-stage utilities.  They may have approached the maturity stage, but they have severe problems in terms of penetration of gas in the Maritimes, so I wouldn't judge them, even though they're province-wide, as being compatible.

So we have those five utilities.  As I have tried to stress, you have to go beyond the utility to look at the unique features attached to every utility.

Quebec, the Régie has gone through extensive measures in order to protect Gaz Métro, because it has a significant industrial load, and the tradition in Quebec, particularly Montreal, is to heat with electricity.

So the penetration that Gaz Métro has in Quebec doesn't come close to what Enbridge and Union have got in Ontario.

Similarly, Terasen Gas, Fortis BC Energy is facing the same problems, because BC has got a huge amount of electricity.  BC Hydro is extremely competitive.

So as a result, the BCUC has excessively increased the common equity ratio for Fortis Energy BC from 33 to 35 to 40 percent, because of, A, the increasing degree of condos in the lower mainland, and the fact that the last time when they increased it to 40 percent, the cost of electricity was basically exactly the same as the cost of natural gas for heating purposes. Given the condos, there was a preference for electricity.

So there were specific reasons in both BC and Quebec for why the Régie rates, Gaz Métro, is above average risk, why BCUC has increased the common equity ratio for Fortis Energy BC, that don't apply in Ontario.

The final one is ATCO Gas.  ATCO Gas has had an increase in its common equity ratio.  It has gone from 37 to 38 to 39 percent, I believe.  That was in the context of the AUC's hearing that looked at -- the 2009 hearing looked at the changes in what had happened after the financial crisis.  Unlike this Board that just changed the ROE, the Alberta Utilities Commission changed both the common equity ratios and the allowed rate of return.

So they increased, generically increased, the common equity ratios across the board and allowed them all 9 percent.

The equivalent would have been if this Board had, instead of allowing 9.75, allowed 9 percent and given every utility in Ontario another 2 percent.

So I don't regard -- I don't think it is reasonable to look at what's happened to the common equity ratios in Alberta and say that indicates a general trend towards increasing common equity ratios.  It doesn't.

The other firm that I would regard as a comparable is Nova Scotia Power.  It's the integrated electric utility in Nova Scotia.

Two years ago, the Nova Scotia Utilities Review Board put in place a fuel adjustment mechanism that basically removes all of the fuel costs attached to NSPI and puts it in a very similar position to Union and Enbridge, because it no longer has the commodity cost attached for electricity, because that's all basically captured in the fuel adjustment mechanism and passed through to ratepayers.

So NSPI just negotiated 9 percent ROE on 37.5 percent common equity.

I would regard those utilities as being large, sort of province-wide utilities in the distribution business.  NSPI has generation, but I would regard those as the comparables.

You cannot compare Enbridge, the biggest gas distribution company in the lowest-risk residential market in the richest province, traditionally, at least in Canada, with companies like AltaGas, which is a distribution company spread out all over northwest Alberta, or Heritage Gas or Enbridge Gas New Brunswick or NRG or any of these little companies.

You have to compare like with like.

MS. CHAPLIN:  Okay.  Thank you.

And Mr. Coyne and Ms. Lieberman, given that sort of synopsis or summary of Dr. Booth's view on the inter-Canadian comparisons, do you have any -- anything you would like to add, or any -- where do you disagree?  Because I think, although originally your footnote identified all of the utilities, I think in your -- the questioning from Mr. Brett, you acknowledged that the largest ones were the ones that were the most comparable?

You seemed to --


MR. COYNE:  Yes.

MS. CHAPLIN:  Yes.

MR. COYNE:  I completely agree with that.  We -- and we would say that Fortis, ATCO and Gaz Métro are probably most comparable in that regard outside the province, and Union within the province.

The -- but I have to say that I am confused by something that Dr. Booth just said, because I thought it was your position that Fortis was a low-risk Canadian gas utility.  So I wasn't sure how you were characterizing them versus Enbridge in this case.

DR. BOOTH:  No.  I characterized Fortis Energy BC as a low-risk Canadian utility.  In 2009, what I pointed out was the BCUC increased the common equity ratio for what was then Terasen Gas, because the cost of electricity and the cost of natural gas for heating purposes in the lower mainland was basically exactly the same.

And that, plus the carbon tax policy of the government in BC, led the BCUC to feel that the risk of Terasen Gas had increased, so they increased the common equity ratio.

Those are factors that no longer apply in BC.  And I have entered testimony in BC basically saying that the reasons that the BCUC used to justify a common equity ratio increase in 2009 no longer apply.  And I have recommended a 35 percent common equity ratio for Terasen Gas, the same as I have recommended for Union Gas, the same as I have recommended for Enbridge Gas Distribution.

MR. COYNE:  If --


DR. BOOTH:  Now, I would say that Gaz Métro gets 38-and-a-half-percent common equity ratio by the Régie, and the Régie regards Gaz Métro as above-average risk because of the difficulty in penetrating the electricity market.

MS. CHAPLIN:  I think you have covered that.  Thank you.

Sorry, Mr. Coyne, so do you have any final sort of response to this analysis that Dr. Booth has offered in terms of the differences, particularly in BC, Quebec and Alberta, that was perhaps driving the equity ratio decisions?

MR. COYNE:  Yes.  That was -- I don't think that was a proper characterization of the Fortis -- of the BCUC's decision regarding Fortis.

And they cited several factors in that decision pertaining to their decision to increase the company's equity ratio that included provincial climate change; the effect of Aboriginal right issues.  The competitive position of gas relative to electricity was one issue.  TGI's capturing a smaller percentage of new construction.  Electricity choices, alternative energy sources, fuel-switching, the use of natural gas continues to decline.  And then they cited climate change and the impact and uncertainty surrounding that.

So it was a much broader set of factors they looked at.

MS. CHAPLIN:  But would you say that any of those are factors that pertain in Ontario?

MR. COYNE:  Some.  Certainly, the uncertainty as discussed in the -- in my opening statement pertaining to climate change and pertaining to declining use per customer, yes.  Let me look at the other list of factors.

Alternative energy sources, again, as promoted under the Green Energy Act, would also be a factor.

I think that pages 20 -- and maybe for the sake of time, pages 20 and 37 of that decision, I think might be instructive to review, but I think that would be a more proper characterization of them.

To your broader question, though, in terms of the comparability between them, if one focuses on Fortis, ATCO and Gaz Métro, a distinction I would make is ATCO doesn't have the supply risk that Enbridge has because they're fully unbundled and marketers market gas in their system, not ATCO.

In terms of Fortis, I think that they're more alike than not.  They're both in provinces that have very progressive energy policies with regards to use of alternative fuels.  Both are experiencing, in general, fairly healthy economies and growth, but both are really deciding -- making important energy policy decisions regarding -- of uses between gas and electricity that impact distributors on both sides of that equation.

Gaz Métro is smaller and has a different -- a different base of customers.  But, again, I think it is -- it's comparable from a -- from the standpoint of what we're talking here, I think it's appropriate to look at them as a comparable company.

MS. CHAPLIN:  Okay.  Thank you.

Ms. Sebalj?
Cross-Examination by Ms. Sebalj:


MS. SEBALJ:  Thanks.  I only have a few remaining questions.

The first is with respect to your joint written statement, which is Exhibit L22.  In the introduction -- which is co-written, as I understand it, or agreed to by both experts -- you indicate that:

"The statement doesn't represent an agreement by the experts that all nine of the discussion points are relevant to a determination of the issue of whether the proposed change in capital structure is appropriate."

I was just wondering, Mr. Coyne, are there any discussion points that you disagree were relevant, of the nine?

MR. COYNE:  That I think are irrelevant?

MS. SEBALJ:  Yes.

MR. COYNE:  Let me just review them again, if I might.

MS. SEBALJ:  If you would like to pay special attention to -- I was going to ask you about discussion point 6.  And not that I am making any assessment of its relevance, but I was going to ask -- and I am going to ask Dr. Booth the same thing -- how discussion point 6, which is -- I just want to make sure I get the title right –- "Assessment of capital market conditions," how it is relevant to this particular case, as opposed to just being relevant generally to investment in any entity.

MR. COYNE:  I believe that all are relevant to this Board's determination.  Yes.

MS. SEBALJ:  Do you have an answer for my question on discussion point 6?  Sorry, I lobbed that at you while you were trying to answer the first question.

MR. COYNE:  I'm sorry, I was thinking about the first while you asked the second.

MS. SEBALJ:  As I understand it, discussion point 6 largely is about the economy in general, and its recovery and that sort of thing.

And I do note that the third point, the third sub-point, relates to interest rates being useful in a determination of equity thickness.

But when I read it, I didn't see how this particular point was relevant to Enbridge's request in particular, as opposed to -- everyone is subject to these market conditions; is that not true?

MR. COYNE:  I would agree, and I think that -- but when one sets capital structure, one has to be very cognizant of capital market conditions when one does so.

In fact, that is one of my concerns with the Board's
-- the piece of the policy we focussed on today only relates to the company's business and financial risk.  And I think it is important to also consider broader capital market conditions.

We understand that it is the intent of the formula to embody the major changes in capital market conditions in its formula, but we all know that formulas are imperfect in that regard.

So I think the context of capital market conditions is very important when it comes to setting cost of capital, including both ROE and capital structure.

MS. SEBALJ:  But it is context, as opposed to something that Enbridge will feel more acutely than any other utility, or any other corporate entity, for that matter?

MR. COYNE:  That's true.  I would distinguish if a company is on the edge of its credit rating, then in difficult capital market conditions they may be -- they may feel a disproportionate impact, as opposed to one that is more solidly within their credit rating.

That is when those differences, I think, become accentuated.

MS. SEBALJ:  And just to finish this part off, were there any issues that were not included in the discussion points that were provided to you that you think are relevant?  And if you want to take more time, I understand that that is a big question.  It is a long report, but if you want to do that by way of undertaking, I am happy to do it that way.

MR. COYNE:  Can I just consider this for just a moment?

MS. SEBALJ:  Sure.

MR. COYNE:  So that...

[Mr. Coyne and Ms. Lieberman confer]

MR. WARREN:  Madam Chair, I wonder if I just might ask --


MS. CHAPLIN:  You have turned your mic off.

MR. WARREN:  This is probably making a value judgment.  My only concern with the question that Ms. Sebalj has asked is that if by way of undertaking the witnesses come up with some issue that we haven't heard about before and is elaborated, then we have no opportunity to consider it and cross-examine on it.  I would have thought if there was something not in this joint statement which was worked on at some considerable length that should have been in there, that he should have said it by now.

My only concern is we not be caught in a circumstance where we can't possibly cross-examine or respond to the point that he might make.

MS. SEBALJ:  That's a fair point.  I didn't give any notice to Mr. Coyne or to Dr. Booth, who arguably will have a few more minutes to think about it than Mr. Coyne, that I was going to ask this question.

I am simply wanting to make sure that, after the fact, this caveat or this -- you know, this statement that's been put in the introduction doesn't cause concern, because there may be information out there that wasn't considered that should have been.  But I certainly take Mr. Warren's point that if we do it by way of undertaking and something arises, then parties won't have an opportunity to further explore.

MR. COYNE:  I have to say, as I sit here today, I think as the process evolved we found a way to fit under those nine points those issues and points that we found relevant to the Board's determination, but with the proviso that our positions on them weren't just in the expert report.

We relied upon the full body of our evidence to express our views and opinions and analysis on each of them.  So that was really just a synopsis of where we agreed and disagreed, and we would want to reference the full body of evidence for the ultimate position on them.

But I think the issues, to your question, are covered under those nine that are relevant.

MS. SEBALJ:  That's fair.  Thank you.

Your evidence says --


MS. CHAPLIN:  Well, maybe before you go on, we will get --


MS. SEBALJ:  Do you want to get Dr. Booth now?

MS. CHAPLIN:  Yes, if we could have Dr. Booth's view, I guess particularly in relation to the statement that the statement doesn't represent an agreement that all nine discussion points are relevant.  So were there particular points that you felt were of less relevance or of no relevance, Dr. Booth?

DR. BOOTH:  No.  I think to be absolutely fair, Madam Chair, the process developed and that was put in at an earlier stage when the document was not nearly as refined as it is now, and we actually excised a considerable amount of material that I think on reflection both of us felt was not relevant.

So perhaps that section, we should have gone back and erased that qualification.

MS. CHAPLIN:  All right, thank you.  That's helpful.

MS. SEBALJ:  Thanks.  So the evidence says that Concentric has concluded that the current ROE formula output is reasonable if applied to the company's requested equity ratio of 42 percent.

And I know there has been substantial discussion on this, and I will keep it short.  But the corollary of that, of course, is that if not 42 percent, then the ROE is not reasonable.  Is that an accurate statement?

MR. COYNE:  The range that we applied was 40 to -- 40 to 45, and within that the pinpoint, as requested by Enbridge, is 42.

If one were to deviate from that range, then it's our belief that one would need to adjust the ROE in order to account for the difference in financial risk that's not represented in that calculation.

MS. SEBALJ:  And that actually was going to be my next question.

You provided a range of 40 to 45 -- Concentric provided a range of 40 to 45, and your evidence this morning, I believe, was -- and I tried to write this down as you said it:  The company selected 42 percent, in part supported by our analysis.

So was the 42 percent chosen together with the company, or the company reviewed your analysis and made that selection independently?

MR. COYNE:  The latter.  Our analysis provided the basis for the company to provide its recommended ROE.

MS. SEBALJ:  And so in your opinion, I assume then from your previous answer that 40 percent -- if the Board were to set the equity ratio at 40 percent, you would conclude that the combination of the ROE and the 40 percent common equity would still meet the fair return standard?

MR. COYNE:  Our conclusion was, based on the analysis we did at that time, that that would be the low end of the range, yes.

MS. SEBALJ:  And just following on that, if the Board were to determine that the current 36 percent or something less than 40 percent common equity, it's your contention that would not meet the fair return standard; is that correct?

MR. COYNE:  Yes.

MS. SEBALJ:  On which prong or prongs of the three parts of the fair return standard does it fail?

MR. COYNE:  If it falls below the 40 percent?

MS. SEBALJ:  Yes.

MR. COYNE:  Initially, on comparability, and then I think the others get measured over time in terms of the ability to attract capital and maintain financial integrity.

We've noted that S&P considers EGDI weak for its current rating of an A-minus.  So we know that the company has a substantial capital expansion plan in store over the next five years, and if the company's credit metrics continue to deteriorate, then it would run the risk of retaining its A-minus credit rating.

If it drops to a BBB-plus, then its cost of debt would go up.  It doesn't mean it won't -- BBB-plus companies can attract capital, but they pay more for it.  So it would continue to attract capital.  It would just pay a higher price for it.

You have to go a ways from there before you fail the third test, which is the least strenuous, and that is where you start to threaten the financial integrity of the company.

So I think you would probably fail them in that order of comparability.  You know, attracting capital on reasonable terms, it is better to attract capital from a ratepayer benefit and utility benefit at a lower cost.  And an A-minus credit rating or an A is generally consistent with Canadian standards for capital raising for utilities at low rates.

So any diminution in the credit rating, I think, would be harmful to customers.

MS. SEBALJ:  Thank you.  I just want to talk for a brief moment about business risk.  And I know there's been a lot of discussion about this, but I just wanted to put it forward very simply as:  In your opinion, has there been a significant change in Enbridge's business risk?

MR. COYNE:  Yes.

MS. SEBALJ:  And since when?

MR. COYNE:  We have measured it since 1993.  We've measured it since 2007, and over both periods of time.

MS. SEBALJ:  And how do you respond to Dr. Booth's assertion that he's reviewed all of the risks that were put forward by Dr. Carpenter in the 2006 case, and not one is still relevant to any material degree?

MR. COYNE:  Well, we would disagree.  I think we are in a different business environment today than we were in 2007, but let's just start with natural gas prices.

Dr. Booth takes the view that gas prices are low.  The company said that was a risk.  They're low right now, so there must not be any risk there.

And I would say that is not an investor's view of how the gas distribution business looks.  Low gas prices are good for consumers.  For a gas distributor, it may help them in terms of new customer hookups in the short run, but the future path for gas prices remains as uncertain today, if not more uncertain, than it was back in 2007.  So we would --


MS. CHAPLIN:  Mr. Coyne, so you're saying that high and uncertain and low and uncertain should be viewed the same way in terms of risk?  They both result in the same amount of risk?

MR. COYNE:  For a gas distributor that has a -- for a gas distributor -- most gas distributors pass through their gas commodity costs.  The difference in price affects the relative positioning vis-à-vis alternative fuels.

So a lower gas price is beneficial in terms of its competition vis-à-vis alternative fuels at that moment in time, but customers look at a longer view in time and they consider its competitiveness, both looking backwards and looking forwards and looking at volatility.

So it really depends upon the time frame that the customer is making that choice in, but a lower gas price environment, again, is helpful to consumers, but a gas distributor still has to plan for environments of high prices and low prices and volatile prices.  So they have to really plan across all of those environments.

So the distinction is much more important to the consumer.

MS. CHAPLIN:  But we're talking about changes in risk.

MR. COYNE:  Mm-hmm.

MS. CHAPLIN:  So in 2006, Dr. Carpenter noted rising prices, high prices, volatile prices, and price uncertainty, and his conclusion was that represented an increase in risk from prior circumstances that faced the company.

Today, the observed facts are low prices, historically low prices, uncertainty as to future prices, and I guess also some level of volatility.

So your conclusion is, given that set of facts, there's an increase in risk from the time that Dr. Carpenter made his observations?  So there is, in fact, even more risk than there was when the prices were high and volatile?

MR. COYNE:  No, no.  That is not my conclusion.

My conclusion is that -- well, it goes to show you if that was a concern then, you know, how much we don't understand about gas market fundamentals.

I have been doing this for 30 years, and a lot of that time gas price forecasting in my career.  And every time I do it, I get humbled, as most of us do, because it is a very difficult commodity to forecast.

So my point is that it was uncertain then, it is uncertain now, not that there is greater risk as a result of low gas prices.

MS. CHAPLIN:  Well, I understood your position to be that Enbridge is facing greater risk today than it was in 2007 when the Board last made its decision.

MR. COYNE:  That's correct.

MS. CHAPLIN:  The difference we have is then there were high, volatile, uncertain gas prices.  Today we have low gas prices.  And yet you conclude, still, the risk has increased?

I guess I am just --


MR. COYNE:  No, no.  Our evidence on relative change in risk since 2007, I think if you look at it either in our evidence or in the -- in response -- in collaboration with the company in response to Energy Probe, that gas prices was a positive differential.

MS. CHAPLIN:  Oh.  Okay.

MR. COYNE:  Yes.  My evidence isn't that it is riskier as a result of it's low, but they were volatile and uncertain then.  They're still uncertain now.

MS. CHAPLIN:  All right.  Thank you.

MR. COYNE:  It is not commensurate with a reduction in price, I would say.

MS. CHAPLIN:  Okay.

MS. SEBALJ:  This morning, Mr. Thompson took you to a number of transcript references from yesterday where Mr. Lister was providing his view with respect to the relationship between the fair return standard and a change in business risk.

And I just want to make sure that I understand your view.  And I am going to ask a few questions, and you may tell me that the question is all wrong, but I will give it a shot.

How does failure to meet the fair return standard relate to showing a significant change in business risk?  Are they related?

MR. COYNE:  Yes.  They're related in that a change in business risk necessitates or may necessitate an evaluation of whether or not the capital structure and return on capital are still appropriate.

So I see one as a weather vane, and the other is the determination -- the weather vane tells you which way the wind is blowing.  And that causes you to determine if, you know, what you have put in place is still appropriate.

MS. SEBALJ:  Okay.  In fact, I was going to ask you, is the significant change in business risk the trigger, but the ultimate test is the fair return standard, in your view, and you used the words "weather vane," which might be a more appropriate term, but -- so that is your view.

Because I am just trying to, in my own head, reconcile these two different tests, in my view, and what role they play with respect to a regulator.

MR. COYNE:  But if I could, I would add that it's not just business risk that would potentially foretell the need to examine capital structure.

It could be, as we just discussed a few moments ago, it could be capital market conditions and changes that aren't fully captured and accounted for in the formula that might necessitate a re-examination.

And there could be risks that are industry-wide risks that aren't -- that may be different for that utility, as well.

So I would view that -- what's going on with the utility as being important, but the broader environment that they're in as also being important.

MS. SEBALJ:  Another area that Mr. Thompson took you to was the -– it's the presentation that was provided by Enbridge to its executive management team, which ultimately resulted in this issue in this case being put forward, which is a request for additional equity thickness.

And I don't know that I completely understood or I don't know if Mr. Thompson took you to -- yesterday there was some question about the relationship between Enbridge and Concentric at the time that that presentation was being prepared.

And as I understand Mr. Lister's evidence, he indicated that you were on retainer on another matter at that time; is that correct?

MR. COYNE:  That's correct.

MS. SEBALJ:  Okay.

MR. COYNE:  Well, not retainer; we were working on a specific contract.

MS. SEBALJ:  Working on a contract?

MR. COYNE:  Yes.

MS. SEBALJ:  But it wasn't related to equity thickness?

MR. COYNE:  That's correct.

MS. SEBALJ:  And you were approached by Enbridge to provide an opinion on the matter of whether the company should go forward and request from its management team additional equity thickness?

MR. COYNE:  Enbridge, we had worked with Enbridge back during the consultative process, as we had worked with Ontario's electric distributors.  And they asked us for our -- at that time for a general reviews regarding -- views regarding cost of capital, where they were going, equity thickness, and that nature.

And we provided them with some summary information, and that is what is contained in the report that was cited.

MS. SEBALJ:  Okay.

MR. COYNE:  And pertaining to general trends in Canada and the U.S..

MS. SEBALJ:  If you had picked the number between 40 and 45 percent, what would it have been?

MR. COYNE:  We found that 42 is reasonable.

Here's where I am torn.  If you use a Canadian standard only, the lower end of that range is more appropriate.  If you look at a U.S. standard, the higher end of that range is appropriate.

And I think -- I think this Board and perhaps these markets are probably somewhere in between, in terms of being able to evaluate that information for determination of appropriate capital structure.

When we present cost of capital analysis anywhere, we typically present it as a range, and that's because we don't believe in general that it lends itself to a pinpoint estimate that says there is this number and only that number.

In fact, we conduct our ROE analysis, typically, that way, as well.  But ultimately one has to decide where a -- a point in the range to make a request to the commission and move on from there.

And I found the 42 percent to be entirely reasonable as a compromise within that range.

Did that -- I didn't mean to dodge your question, but I hope that is a satisfactory answer.

MS. SEBALJ:  That's fine.

I have only one further question, which is a question that I put to the company panel yesterday with respect to deferral accounts.  And in particular, I asked about the PTUVA, which I won't try and decipher, but it is the pension deferral account.

And what I asked was:  Does the use of that type of deferral account, which the company can regularly come forward and ask for, not significantly mitigate risk?

I understand your evidence to be that it does, but only on an intra-year basis, basically.  And I think that is what I understand your evidence to be, but I just wonder if you could --


MR. COYNE:  Let me confer with -- do you mean the average use true-up mechanism?  Or pension?

MS. LIEBERMAN:  The AUTVA?

MS. SEBALJ:  No, I was talking about the PTUVA in particular, because that is the most recent order of this Board with respect to a new deferral account.

But I guess you are right.  With the intra-year, it is the AUTVA.  But as I understand, in general, your evidence -- I should just let you talk, but as I understand it, deferral accounts have only a limited ability to mitigate risk because they don't -- because they only address cash flow issues for a particular period of time.

MR. COYNE:  They do.  They address the short-run risk of recovery or lag around the recovery, but ultimately around any cost recovery mechanism, the utility is still required to make a showing of prudence regarding its overall level of expenditures in any given program area.  But from a short-term perspective, that's correct.

And pensions has been one of those issues that has been generally deemed to be at the outside of the limits of the utility to control because of their aging work forces, and it's so subject to what is going on in capital markets.  So deferrals around them has become a commonplace tool for dealing with them.

MS. SEBALJ:  Mr. Schuch has just -- post-retirement true-up variance account, for the record, is the PTUVA.

MR. COYNE:  Okay, I think the answer would stay the same, thank you.

MS. SEBALJ:  Those are all of Staff's questions.  Thank you.
Questions by the Board:

MS. CONBOY:  Mr. Coyne, I have just one question -- well, maybe just one question with respect to the supply risk that you were talking about.

Does that also include the average residential gas consumption?  Is that part of the supply risk, or are you just talking more about the fuel-switching, potential for fuel-switching, the gas plant that we heard about yesterday?

MR. COYNE:  It would pertain to supply risk, because with decline in use per customer changes -- residential profiles, consumption profiles, have changed.  In general, they're becoming peakier for most gas companies as they continue to decline.  I believe that's the case for Enbridge.

So it means in their supply planning, they have to re-balance their set of long-term contracts and pipeline portfolios against storage peaking LNG and propane air facilities, as well.

So the mix of resources they use to satisfy that changing load is both represented in terms of the physical assets they own and control, as well as when they consume commodities, and they need to plan for commodities to be available for that changing load.

So it impacts both ways, and a non-supply-bearing utility does not have those same responsibilities.  They may have the responsibility for managing the system part of it, but not the contractual side of it.

MS. CONBOY:  Okay.  And with -- I understand from the point of view of the peaking amount or the meeting supply at peak.

Yesterday we heard that the change in the -- for residential customers, the amount of revenue that's recovered from the fixed charges versus variable charges has increased substantially from 1993, then 2007 till today.

Does that help mitigate some of the risk, in your view?

MR. COYNE:  It cuts two ways.  From a short-run risk perspective, it gives the utility -- it places more of its revenue recovery away from the volumetric side of the equation, and that is a positive.

As you continue to do that, however, as you continue to mount more and more of your fixed costs into your rates, you are creating a situation where you may become less competitive against other fuels, because that customer can't avoid costs by simply not consuming that next cubic foot of gas or kilowatt-hour of electricity.

And that sets the stage for the so-called, quote-unquote death spiral, when you continue -- If you have one customer left and you put all the costs into that one customer, then you are obviously becoming more risky.


So it concentrates your risk in the long run on the fixed portion of the rate, but in the short run you have alleviated your concern, at least on the margin, about recovering that incremental fixed cost dollar or incremental revenue dollar that is in the fixed rate versus the variable.

MS. CONBOY:  Thank you.  Would you agree with that, Dr. Booth?

DR. BOOTH:  No, I wouldn't.  The reason why we rate electricity transmissions the lowest risk sector in the utility business is because generally what happens with electric transmission is you add up all of the costs attached to the test year, and then you allocate it on a monthly charge amongst all of the distributors.  So they basically get all of their money as a fixed charge.  So they know exactly, every month, the cheque that's coming in from the people using electric transmission.

So one of the things we look at - and I have it in my testimony - is we look at, even if you remove the commodity charge in rates, there's still a volumetric impact.

And here I would say I pay Enbridge $24 every month.  I don't use any gas.  I've got a meter for a gas barbeque that I have never used, and I called up Enbridge and I said, How can I get rid of this?  They said, You have to get rid of the meter.  As long as I have a meter, I give Enbridge $24 a month for absolutely nothing.

I’ve got the option, I guess, of using gas if I ever get a gas barbeque.

So if you move the rates to a fixed charge, then you're basically acting like an electric transmission company.  If people want to use the commodity, if there is a market power that people need this commodity and you recover the revenue requirement from -- for the distributor from a fixed rate, there will still be the commodity charge, which would vary according to use, and you lower the risk to the utility and remove -- and moving Enbridge from 19 to 52 percent, in terms of fixed monthly charge, basically removes some of that variability.

Is it significant?  No, because Enbridge always overearns its allowed rate of return.  It doesn't show up in any of the risk metrics.

So conceptually it is a risk characteristic.  It is yet another factor that sort of indicates a lowering of the risk of Enbridge, but do I think it is really material in terms of the overall risk of the utility?  No.

MS. CONBOY:  Thank you.

MR. COYNE:  May I follow up, Ms. Conboy, quickly?

MS. CONBOY:  Sure.

MR. COYNE:  The issue has been one of concern across the industry, and that is how to account, from a regulatory perspective, this trend of declining use for residential customers.  And that is why we have seen a movement towards either full decoupling or fixed variable rate design programs, or, in the case of Enbridge, you have an AUTVA account plus you have an LRAM.

We wanted to do an analysis around that to compare Enbridge against these like-risk utilities to see how their protection varied, and that again is in appendix B.  And what we determined is that more companies had either full decoupling or fixed variable rate design.  In other words, they had full protection vis-à-vis what Enbridge has in place today.

I would just encourage you to look at that, if you have a moment, to check what that has to say, because I think it is determinative around your question.

MS. CONBOY:  Thank you.

MS. CHAPLIN:  Mr. Coyne, I believe I am correct in saying your conclusion is that if Enbridge's equity ratio were to remain at 36 percent and the Board were to apply the formula ROE, that the results, in your opinion, doesn't meet the fair return standard.  That's correct; right?

MR. COYNE:  That's correct.

MS. CHAPLIN:  So how do we know -- how did you reach the conclusion that it's the equity ratio that's in error as opposed to the rate of return being what needed to be modified?

MR. COYNE:  You can change either, if one wants to keep -- well, let me say, to a certain degree, there is flexibility between the two.

You can make up for differences in equity ratio by modifying the ROE and vice versa.  Where one needs to be careful is in terms of credit ratings, and there are certain minimums that the rating agencies have for equity ratio.

And in Canada, S&P has a minimum recommended equity ratio of 50 percent, and here is Enbridge at 36 percent today.

So they say that Enbridge's credit rating metrics are weak.  So down to a certain point you can go there, but what happens is you start to increase both the cost of debt and the cost of equity at the same time.  So that becomes a limiting factor.

But one can make adjustments on the margin between them and lower or increase equity ratio and/or ROE.  Whenever you lower the equity ratio, everything else -- if you haven't changed risk, the ROE should increase, and vice versa, to be consistent, in order to keep the shareholder indifferent between those returns.

But utility -- rating agencies, though, aren't indifferent.

MS. CHAPLIN:  Well we’re not, I don't believe -- well, I don't know what parties will argue in the end, but if we take as a hypothetical that the parties are not seeking for reductions in the equity ratio -- what we're considering here is the company's request for an increase in the ratio.  Nobody else has particularly expressed they will be advocating for a decrease, although we have --


MR. COYNE:  Dr. Booth has.

MS. CHAPLIN:  We have Dr. Booth, but he is not advocating.  He has provided his opinion.  I appreciate that.

So what I am trying to understand is, you know, if you've done your full -- you've done a fairly full cost of capital analysis, I guess can you distill for me why it is -- why it is that the conclusion isn't that in fact the ROE needs -- like, how do you reach the conclusion that the ROE is acceptable, given your analysis?

Why is it not -- why would your conclusion not be that the ROE is, in fact, what is misaligned, maybe in addition to the equity ratio or instead of the equity ratio, once you open it up to that broader analysis?

MR. COYNE:  Yes.  I think the answer I could best direct you, if I could, to one page of the evidence that would shine light on that.  That would be page 10 and page 11.

What we've done there is summarized our cost of capital analysis, and what we brought together there is the -- are the results of our model, the modelling, as well as the equity ratios for the companies in the proxy group.

And what we did, we adjusted for any differences between the mean equity ratio in the proxy group and the ROE coming out of the model, so that we could adjust for differences in financial risk.  And we determined that -- and in the top of page 11 you can see this -- that we had a range that came out of the model, and we determined that the result from the Board's formula at that time was in the range.

And the only thing that was missing that brought that equation into alignment was the common equity ratio.

So that is how we answered that question in our analysis, is we ran the analysis, we used both Canadian and U.S. proxy companies, determined the ROE, determined the Board's formula was within that range, and then looked to see what the appropriate range and median equity ratios were that were required for that ROE.

MS. CHAPLIN:  Thank you.  Dr. Booth, do you have any observations or comments on that?

DR. BOOTH:  Yes.  As I emphasized, the Board has three levers.  The only business risk factor mentioned by both S&P and DBRS is weather, and weather, as we know, is completely diversifiable so it doesn't affect equity investors.  But it does affect the actual earnings of Enbridge.  It does affect the interest coverage ratio.

And one of the things that we looked at in depth in 2006 was the fact that Enbridge was shut out of the MTN market, because its interest coverage ratios issue as far as issuing debt was below two, and it could not issue MTNs.

At that stage, Enbridge came before the Board and said:  We need immediate relief, because our integrity is being threatened and we can't issue MTNs, and the sky is falling.

And the next year, DBRS refuted that in their review of Enbridge.

But one thing the Board could do, apart from anything else, is lower the risk of Enbridge.  And it's difficult to see how it could lower it much more, but one thing is to give it a deferral account.

And I generally asked Enbridge:  Why haven't you asked for a deferral account?  Terasen Gas, Enbridge -- Fortis BC Energy has a comprehensive weather deferral account.  Gaz Métro has a comprehensive deferral account.  ATCO has a comprehensive weather deferral account.

But for some reason, neither Union nor Enbridge have a comprehensive weather deferral account.

So in view of the fact that there's three tools available to the Board, not two, if the fair return was felt to be not being met, one of the options available to the Board is to say:  Well, okay, Enbridge.  How can we lower your risk?  What if we gave you weather deferral account; would that lower your risk enough such that the combined effect of the common equity ratio and the fair rate of return is still satisfactory?

That is one comment I would make.

The second comment I would make is this is following a regular pattern.  In 2003, this Board had a hearing into a generic ROE.  It determined that the ROE guidelines were fair.  And then two years later, Enbridge and Union came in and said:  Well, we need more common equity, because we couldn't affect the ROE because the Board had just determined that was fair.

And lo and behold, we had a 2009 technical conference.  The Board changed the ROE.  And at the first appropriate point, Enbridge and Union have followed the script by coming in and asking for an increase in their common equity ratio.

So this is something that has happened before.  In neither case has the financial integrity or the ability of either of the companies been affected.

DBRS has renewed its A rating -- not A-minus, A rating -- and the S&P rating on Enbridge is a flow-through of its parent, Enbridge Inc.

And we have to remember this is a subsidiary of a company that's got a seven-and-a-half-billion dollar capital expenditure program, and its parent Enbridge Inc. has a 33 percent common equity ratio and a lower bond rating than -- DBRS rates them A-minus -- a lower bond rating than DBRS gives to Enbridge Gas Distribution.

So if you give Enbridge Gas Distribution a higher common equity ratio, it will increase the consolidated common equity ratio of the parent in a period when the parent is embarking on a seven-and-a-half-billion dollar capital expenditure program.

So that is what we call the double leverage problem.  All that will happen is Enbridge Inc. will borrow the Monday to finance its capital expenditures based upon a lower risk, quote, operating subsidiary, Enbridge Gas Distribution.

MS. CHAPLIN:  Thank you.  Mr. Cass, do you have any re-examination for Mr. Coyne?
Re-Examination by MR. CASS:


MR. CASS:  Thank you, Madam Chair.

Mr. Coyne, during Mr. Thompson's cross-examination, you referred to a report that, as I understood it, you said was in his compendium.  I think you may even have quoted from the report.

Did you by any chance mean Mr. Brett's compendium?

MR. COYNE:  I did.

MR. CASS:  Okay.  And what was the report that you were quoting from?

MR. COYNE:  I believe it is in his tab 12.  And it's entitled, "Final report:  A technology roadmap to low greenhouse emissions in the Canadian economy, a sectoral and regional analysis," dated 2008.  And I quoted from that report, as well as from one that was updated from the same organization it issued in 2012.

MR. CASS:  Right.  I don't believe that the complete report is in that compendium.  Does Concentric have the complete report?

MR. COYNE:  I believe we do.  Let me check.  We do.

MR. CASS:  Can that be filed with the Board?

MR. COYNE:  Yes.  Can we -- I assume we should file both the -- both reports, 2008 and 2012?

MR. CASS:  I am not as familiar with them as you are, Mr. Coyne.  It was brought up, it came up during the cross-examination.  And I actually wasn't aware there are two.

MR. COYNE:  I would submit that both are appropriate and read together.

MR. CASS:  All right.

MS. CHAPLIN:  How will they -- at this point, because there's nobody to be examined on them, how are they going to help us?

MR. CASS:  Well, I am just concerned, Madam Chair, that we have these compendiums that come in on the record.  They have pieces, not complete documents, in them, and they sit on the record.

Now, this document in particular was quoted from during cross-examination.  I think the Board should have the entire context of the document, rather than pieces that get dropped into the record through the filing of compendia.  It is as simple as that.

MS. CHAPLIN:  I mean, because I think we do generally -- I mean, we are often very flexible in allowing these documents to be put to witnesses for purposes of getting the witnesses' opinions on particular segments of them.

I don't think they really go to any more -- they get any more weight than that.  So, I mean, I guess -- do you have any objection to it being filed?  Does anybody have...

All right.  Let's go ahead and file it.  Give that a number, an undertaking number.

MS. SEBALJ:  That will be J2.1.
UNDERTAKING NO. J2.1:  TO FILE COMPLETE VERSIONS OF 2008 report entitled "Final report:  A technology roadmap to low greenhouse emissions in the Canadian economy, a sectoral and regional analysis," AND the 2012 udpate

MS. SEBALJ:  Maybe just while we're doing that, I thought it might be appropriate to mark Dr. Booth's presentation of this morning.  Even though we only have it electronically, we will get physical copies and mark it as K2.1.
EXHIBIT NO. K2.1:  DR. BOOTH'S PRESENTATION.

MS. CHAPLIN:  Thank you.

MR. CASS:  Just one final question, Mr. Coyne.  I will try to wrap this all up in a compendious question.

Mr. Brett's examination about American examples, disallowances, he referred to -- I think he referred to bankruptcies and so on.  Could you just wrap that all up in a single answer?  What relevance does any of that have for the work that you did and filed with the Board?

MR. COYNE:  I believe it's historic context from three decades of utility matters, but I believe that the evidence that we have provided on low-risk gas utilities in Canada and the U.S. speak for themselves.

And I think that is basically background noise that has no relevance to the decision that this commission needs to make, because of the way that the evidence has been structured.  These are gas companies that we're comparing to in our evidence, or electric companies in Canada.  So I see no direct relevance.

MR. CASS:  Thank you, Madam Chair.  That is my re-examination.

MS. CHAPLIN:  Thank you.  And, Mr. Cass, do you have questions for Dr. Booth?

MR. CASS:  I do.

MS. CHAPLIN:  How long do you expect to be?

MR. CASS:  I hope it won't be long.

MS. CHAPLIN:  Are the witnesses able to remain for some period of time, just because if we do not finish today, I do not know when we will be able to schedule a return, so -- I appreciate the position that puts you in, Mr. Cass, but if the witnesses can stay and if the court reporter can stay for a while, perhaps we will attempt to complete today.

MR. CASS:  Thank you.

MR. COYNE:  We can stay.

MS. CHAPLIN:  Okay, thank you.

DR. BOOTH:  Obviously I can stay.

[Laughter]

DR. BOOTH:  I have been waiting for this.
Cross-Examination by Mr. Cass:

MR. CASS:  I am sure you have.  Dr. Booth, at the end of your presentation this morning, you indicated to the Board that you are recommending that the Board set Enbridge Gas Distribution's equity thickness at 35 percent; right?

DR. BOOTH:  Correct.  I have been recommending 35 percent for distributors for the last ten years, plus.

MR. CASS:  Yes.  You said that also in your evidence in this proceeding and also in a joint written statement that you are recommending that the Board set the equity thickness at 35 percent; right?

DR. BOOTH:  That's correct.

MR. CASS:  All right.  Now, in appearing here at the Board and giving your evidence, you are doing that on behalf of Vulnerable Energy Consumers Coalition, Canadian Manufacturers & Exporters, Consumers Council of Canada and School Energy Coalition.  Am I right?

DR. BOOTH:  That's correct.

MR. CASS:  Yes.  All right.  And you wouldn't make recommendations to the Board without the concurrence of those parties that you are representing; is that fair?

DR. BOOTH:  I made my recommendations and I circulated a draft to them, and I didn't get any objections.

MR. CASS:  All right, thank you.

So I would take it, then, that as far as you know, those parties that I have just named are supporting your recommendation that the Board set Enbridge Gas Distribution's equity thickness at 35 percent; right?

DR. BOOTH:  I would assume that they agree with my recommendations; correct.

MR. CASS:  Yes, thank you.  Enbridge Gas Distribution's current equity thickness is 36 percent; right?

DR. BOOTH:  Correct.

MR. CASS:  Right.  So clearly, in recommending 35 percent, you have accepted that the conditions are appropriate for the Board to reassess equity thickness in this case, haven't you?

DR. BOOTH:  That's correct.

MR. CASS:  I don't think I need to go any further, Madam Chair.  That is my cross-examination.

MS. CHAPLIN:  All right.  Mr. Janigan -- sorry, Ms. Sebalj, do you have questions of Dr. Booth?
Cross-examination by Ms. Sebalj:

MS. SEBALJ:  I do have a few, which sort of flows directly from what Mr. Cass has said.  Does the 35 percent which you have suggested is more appropriate equity thickness for Enbridge meet the fair return standard?

DR. BOOTH:  Absolutely.  The fair return standard refers to the equity, but that's clearly -- I regard as at the top, if not exceeding, a fair return at the current point in time, and clearly the debt costs are clearly more than fair.  They're incredibly low.

So, currently, fair returns in both the equity and the debt markets that flow from the current regulation of Enbridge Gas are clearly fair.  And all I am saying, essentially, is that in my judgment the full risk factors put forward by Dr. Paul Carpenter in 2006, in my judgment, have evaporated, so that I would recommend basically going back to 35 percent before those four factors were put forward.

So I am basically recommending the status quo, given the fact that we've had collapse in gas prices.  We have solved a lot of the regulation issues in terms of NGEIR and in terms of incentive regulation, and in terms of storage and access to gas cogen plants.

So since those risks have evaporated, I don't see why Enbridge shouldn't go back to where it was in 2006.

MS. SEBALJ:  And so my next question was going to be:  What is less risky now than then?  Essentially what you're saying is all of the risks articulated by Dr. Carpenter no longer exist and that is why it is less risky?

DR. BOOTH:  That is correct.  As I indicated, Enbridge still earns its allowed rate of return.  In fact, it significantly overearned during the period of settlement, so there is no indication, in practice, of any increase in risk.

MS. SEBALJ:  As I understand it, it is your view Enbridge is less risky than Union or -- I think you are on the record today as saying that they're basically the same.

DR. BOOTH:  Traditionally, I like to separate business risk from regulation, because there is underlying business risk differences that regulation offsets, which is all of these deferral accounts, and everything else.

In my judgment, the net result is that Union and Enbridge are essentially pretty much the same.  Like Dr. Cannon saying that gas was slightly riskier -- gas distributors slightly riskier than electric, but when you put it together, it was immaterial.  I would say the same for Union and Enbridge.

MS. SEBALJ:  Thank you.  Can you just articulate for me -- and I know it is at various points in your evidence, including in the joint written statement, but how do deferral and variance accounts -- sorry, I think Ms. Conboy gave you the opportunity to respond when she asked this question.

I was going to ask you how deferral and variance accounts factor into your analysis, and, in particular, the new account that was just granted for pensions.

DR. BOOTH:  It think the very fact that new account for pensions, regulation is a dynamic process.  When risks occur, it is not as if all of these risks that Mr. Coyne is referring to just suddenly come up and nobody does anything.

If any of these risks do materialize, what will happen is almost certainly Enbridge will come before this Board and say, Look, we're facing some problems.  Can we have a deferral account, or can we have something to work it out?

That is what is has happened in Canada.  It is what TransCanada now refers to as the Canadian regulatory compact.  So we have seen that in the past.  If a risk does come about, if, for example -- I mean, at the moment, IFRS isn't sufficiently developed for Canadian regulated utilities, which is why they have switched to U.S. GAAP.

As long as they issue securities in U.S., they can apparently move to U.S. GAAP on a temporary basis.

But when you look at that, if you can't have certain treatments, then deferral accounts remove the risk of those as far as the equity holders are concerned.

So what we see is whenever there is a risk, there is a regulatory response.  So the end result is an – and I’m not saying there haven’t been risks over the last 25 or 26 years, but whenever they have come up, it is not the shareholders that have borne those risks.  It is ratepayers that have borne those risks, and I don't object to that.  I think that is the correct way of doing things, as long as the quid pro quo is you then have a common equity ratio or allowed rate of return that maintains the integrity of the utility, and the ratepayers get their quid pro quo for the bargain between the company and ratepayers.

MS. SEBALJ:  What do you say to Concentric's evidence that deferral accounts can't mitigate the risk completely because they're subject to a prudence review before disposition of the account?

DR. BOOTH:  Well, the obvious rejoinder to that is:  How can you have a process where the management can be imprudent, and yet they get the costs passed on?  Obviously this Board has to review to make sure it is prudent.  You can't have a situation where you can just say to the regulated utility, It doesn't matter what your managers do.  They can be imprudent, they can be inefficient.  We're going to pass on all of the costs to the ratepayers.

Of course there has to be a prudency review.  I can't imagine any regulatory body doing anything other than that.

As long as the management is competent and is efficient, and they do their homework and they bring it properly to the Board, I can't imagine any board in Canada saying that was imprudent, unless there was clear incompetence on the part of the company.

And you can't have -- you can't -- you can't not have that.  So I don't regard that as a risk.

MS. SEBALJ:  At page 21 of the joint written statement and in your evidence, you discuss the fact that Standard & Poor's rating of EGD is a flow-through from its parent, because Enbridge Gas Distribution is not ring-fenced.

Should this matter to the Board?

DR. BOOTH:  Very much.

MS. SEBALJ:  The fact is that Standard & Poor's has stated that Enbridge's credit metrics are weak for the rating.  Should the Board not be concerned about this?

DR. BOOTH:  Absolutely.  The critical thing for an operating subsidiary is whether it is insulated from the actions of the parent.  Right now in the United States there is another potential huge bankruptcy in Texas, TXU, part of a company where the parent corporation has negative 23 percent equity, which means to say they went through a leverage buyout, borrowed a huge amount of money on the backs of the underlying operating companies, and then what they're doing is trying to protect the individual utilities from being rated by the parent.

So from the point of view of S&P -- and this is what came out of the tech crisis.  They had a lot of telephone companies that were taken over when there was the Internet telephone things, and the local service companies in the United States didn't protect the local telephone companies from eventually getting downgraded and the bond holders losing a huge amount of money.

So S&P came out with a very clear statement that it was up to regulators to ring-fence, or what they call structurally insulate the subsidiary, from the action of the parents.

FERC faced this with Enron.  Enron, when it was going into serious financial trouble, raided its two pipeline subsidiaries to the tune of $2 billion Canadian, one-and-a –half-billion dollars U.S..

And S&P said, as I say in my testimony, they were waiting to see how the FERC reacted.  They wanted to see that the FERC would ring-fence interstate pipelines so that the parents of these companies couldn't do this again.

And when the FERC came out with its regulations, S&P regarded it as inadequate.

And the critical thing here -- I don't know whether anybody noticed it, but amongst the board that -- or the panel that Enbridge put together, the financial representatives weren't Enbridge Gas Distribution.  I think -- and I can be corrected on this -- they were Enbridge Inc., because the cash management and the financing of EGDI is done from the parent level, Enbridge Inc.

So you've got a situation where EGDI is not ring-fenced.  It's -- the parent controls EGDI, controls the cash at the subsidiary, and that represents a risk as far as the bond holders are concerned.

If this -- I mean, it is not as bad in Canada as it is in the United States, but this is what has caused a lot of problems in holding companies in the United States, where the parent corporations, the holding companies, have, in fact, borrowed off the backs of their subsidiaries, and as a result there were serious problems in the operating companies, as well as the holding companies.

We don't face that quite as much in Canada.  DBRS does not distinguish based upon this factor, so it rates EGDI A, and it rates Enbridge Pipelines A, but it rates Enbridge Inc. A-minus.

S&P rates everyone A-minus because it basically says Enbridge Inc. controls the cash, therefore Enbridge Pipe and Enbridge Gas get the same rating, because of all of the interrelationship amongst the group.

And specifically, they put EGDI on watch because of the tolling problems, competitive tolling problems, on Enbridge Pipeline.

I asked a question to Enbridge Gas:  Suppose you got downgraded because of problems on Enbridge Pipe.  Would you -- can you confirm you would not ask for an increase because of the increased debt cost?  They said:  No, we would immediately go in to ask to be protected.

Which I found to be an absolutely amazing thing that the company would say.

MS. SEBALJ:  I guess I don't feel like you have answered my question, which is:  Should this Board be concerned about this S&P rating?

DR. BOOTH:  Yes, it should -- well, it shouldn't be concerned about S&P's rating, because, well, there is three major rating agencies.

Moody's only basically regulates Canadian companies where they’ve got a historic relationship or they issue money into the United States, they raise money in U.S. dollars.

S&P is basically a Canadian rating organization now.  They took over the Canadian Bond Rating Service, CBRS.  So they're a Canadian rater, but they apply the same standards for the Canadian subsidiaries as they apply elsewhere.

And the major one here is the fact that they won't rate the operating subsidiaries higher than the parent unless that it is ring-fenced.

The issue that this Panel has to deal with is:  Suppose Enbridge Gas gets downgraded because of the actions of other parts of Enbridge.  How does that affect Enbridge Gas?  How does that affect the charges the ratepayers pay?

And in other situations where the Alberta Energy Utilities Board faced this, they did not allow costs caused by the parent corporation other activities to be passed on to the ratepayers of the regulated entity.

And that is a well-established principle.

So Union Gas, because of some of the terms that they gave the Lieutenant Governor of the province when ownership transferred, effectively has some ring-fencing.

My understanding is Enbridge Gas does not have any significant ring-fencing.

MR. CASS:  Madam Chair, pardon me.  I -- at this late hour on the second day of a long proceeding, I hesitate to speak up.  I just have concerns about this process.  I had no idea that the process was going to head in this particular direction.

I think that all parties have been very cooperative in making the Board's process work and I certainly don't want to make it sound like Enbridge is not being cooperative.  Certainly Enbridge very much wants to cooperate with this process.

In the traditional course of evidence, in the traditional course of argument, the applicant presents evidence first.  If there is to be any reply evidence and any final evidence, it is the applicant's right to come in with the final reply evidence, just as it is with argument.

In this instance, because of the way this procedure has developed now, Dr. Booth apparently is being given the opportunity, almost at 5:30 on the second day after almost two solid days of cross-examination by parties in the same interest as Dr. Booth, now he is apparently being given the opportunity to present the final piece of evidence.

In my respectful submission, that is not in accordance with normal procedures, and it certainly was not something we were expecting.

Again, I don't want to sound like we're being uncooperative with the Board's procedures but --


MS. CHAPLIN:  Mr. Cass, correct me if I'm wrong, but in the normal course, Mr. Coyne and Ms. Lieberman would have appeared as a panel and they would have cross-examined and been completed, and then Dr. Booth would have appeared and you would have cross-examined first and Board Staff traditionally would go after.

And then I guess -- is what you're saying is that if as a result of that testimony the company wanted to call further evidence?  It might seek to do so?

MR. CASS:  Absolutely.

MS. CHAPLIN:  So are you saying that is what you would like to do?

MR. CASS:  Well, what I'm thinking is that perhaps Mr. Coyne should at least be give some chance to respond to any of this, but we are already at 5:30 on the second day of this hearing and we are now getting all of this from Dr. Booth.  But I would think that Mr. Coyne should at least have some opportunity to respond to this.

MS. CHAPLIN:  We can certainly provide Mr. Coyne the opportunity.

It is my -- correct me if I am wrong, Dr. Booth, but I believe much of what you have discussed is contained in your report, the linkage between the subsidiary and the parent and the ramifications of changes of one on the other?

DR. BOOTH:  Absolutely everything is in my report, except the comment that I made that the Enbridge -- people representing the financing for Enbridge yesterday on the panel were Enbridge Inc., not Enbridge Gas.  I think that was correct, but I stand corrected if that is not the case.

Otherwise, pages 9 to 15 of my evidence deal with the links between the parent and subsidiary.

And I've got an extensive discussion on how Standard & Poor's rates its subsidiaries and the actions of the FERC in responding to Enron.

So there is not one example that I have given that is new testimony.  It's been there for -- all the time.

MS. CHAPLIN:  Okay.  So, Ms. Sebalj, are you completed that sort of --


MS. SEBALJ:  Yes.  The ring-fencing discussions?  Yes.

MS. CHAPLIN:  -- set of questions?  Okay.

So, Mr. Coyne, if you have some comments.

MR. COYNE:  I will be brief.  Thank you.

A couple of points in response.

One is that this Board, as with most boards, regulate on a stand-alone principle when it comes to determining the cost of capital, and that principle is that you look at the utility being regulated and you evaluate its financial risk, its business risk, for purposes of determining the cost of capital, which is why we're here today.

If one goes to look at parent companies, you introduce a host of complexities that may --


MS. CHAPLIN:  Isn't that what Dr. Booth is saying, in fact?  That is how I interpret what he's saying, and maybe he can correct me if I'm wrong, but I think what he's saying is if, for example, the company were to come in seeking higher debt costs but it was, in fact, linked to activities of the parent, then a proper view this Board should take is what would the debt costs be for Enbridge Gas Distribution on a stand-alone basis, given its risk profile.

I am not sure that I hear you differing from his --


DR. BOOTH:  That is exactly what I would have said.

MR. COYNE:  There was much that preceded that, but if we are in agreement that it's the stand-alone principle --


MS. CHAPLIN:  I think that is the gist of what it is.

MR. COYNE:  -- that is the operative, then we're in concurrence.

I would also say -- to cut through a lot of that -- that is why we used their credit ratings, Standard & Poor's and Moody's specifically, who both rate companies in Canada, for determining the metrics and how EGDI compared against them.

And I guess I will let it settle at that, but I think you can look at objective evidence on this issue with regards to how Enbridge stands alone vis-à-vis its capital market determination and its cost of equity and its equity thickness.

And I would encourage the Board to look at pages 6 -- excuse me, 25 and 26 for our evidence on that matter.  And you can see that on a stand-alone basis, Enbridge with its current credit profile would be a BBB rated company according to S&P's current ratings.

So we think it is probably getting some advantage from its relationship with its parent and that is why it has an A-minus, because it wouldn't have it on a stand-alone basis.

MS. CHAPLIN:  Yes.  We -- I do recall that in your evidence.

MR. COYNE:  Yes.

MS. CHAPLIN:  Ms. Sebalj, did you have other questions for Dr. Booth?

MS. SEBALJ:  I just have one more.

Yesterday, Mr. Thompson engaged Mr. Yaworsky -- I am sure I am not doing justice to that name -- in a discussion about Exhibit K1.2, which is the debt issuances by various companies, including Enbridge Gas Distribution.

And in that discussion, Mr. Yaworsky made the point that Enbridge tracks the spreads, the spread indication information very closely, and that they have 15 years' worth of data, and that essentially year-to-date there is -- there's been a 40 basis point -- that Enbridge is 40 basis points more risky, if you look at the spreads.

I just was hoping to get your view on that, whether -- again, whether this Board should be concerned about that, and then Mr. Coyne can respond.

DR. BOOTH:  The answer to that is, yes, the Board should be concerned.  Right now we've got a situation where sovereign debts -- and Canada is an AAA and the Governor of the Bank of Canada has indicated we're getting all sorts of capital coming into Canada because we're an AAA-rated country.  As a result, sovereign debt in Canada and the United States has gone down and spreads have gone up.

That does not mean to say the market perception of Enbridge's risk has increased.  As I pointed out, when you look at the actual issues, the data that Enbridge put together, the spread now of 110 is the same as it was in November of 2007.

I was surprised at that, because my perception is the spreads have increased.  And, in fact, the Board takes those changes in spreads into account in adjusting the ROE.  Fifty percent of the change in spread from the base line is added to the ROE, and I do a similar thing when I make equity recommendations.

So the Board should be concerned about spreads, but at the current point in time, my personal opinion is it doesn't reflect risk.  It reflects the fact that there is a huge amount of capital coming into Canada in the sovereign debt market.

The fact is right now -- well, to be honest, I was astonished to see CU Inc. had issued 50-year debt, but utilities -- the prices of utilities have gone up, the price earnings ratios, because they are perceived as being safe harbour, and we are seeing debt levels by utilities, 40-, 50-year debt, fixed rate debt, that nobody would have conceived of ten years ago or even five years ago.

So the question is:  Can they access capital on fair and reasonable terms?  I don't think there is anybody who thinks 4.7 percent for a 40-year debt is unreasonable with 2 percent inflation.  I regard that as incredibly, incredibly good final market access.

MR. COYNE:  At the risk of sounding repetitive, I would say two things, only.  One is that Mr. Yaworsky's testimony was that spreads had gone from 65 basis points in 2007 to 110 today, and that was, on an equivalent basis, spreads over 10-year government bonds.

Secondly, I think this underscores the differences between us, and that is Dr. Booth continues to refer to the ability of utilities to raise debt capital as a determination of whether or not its cost of equity including its equity thickness is appropriate.

And we think that that is not the standard.

DR. BOOTH:  Well, I should comment that throughout the questioning I only ever responded once to a comment that was directed at Mr. Coyne, and that was specifically when he referred to me.  Here I have given three answers, and after every one Mr. Coyne has responded.

I would love to go back on all of the questions I disagreed with when directed at him, that I could correct.  But I would emphasize again Enbridge Gas produced this data indicating that in November 2007 they issued debt, ten-year debt, at 110, and they're now saying they're issuing debt at 110 for ten-year debt, exactly the same.  This is not my data.

As I said during my presentation, and I have said three times, I find it surprising, but this is EGDI data, not my data.

MR. COYNE:  I would...

MS. SEBALJ:  Those are all of our questions.

MS. CHAPLIN:  Those are all of your questions.

MR. JANIGAN:  No re-examination, Madam Chair.

[Laughter]

MS. CHAPLIN:  Gentlemen, so that concludes for today, and the panel is excused with the Board's thanks.  We do thank you for taking part in our initial foray into the concurrent expert panel.  I am sure we will receive lots of opinions as to its efficacy and usefulness.

Just to review, we have argument-in-chief due on November 30th, argument from intervenors and Board Staff on December 7th, and reply argument on December 14th in writing.  And Enbridge, at some convenient point tomorrow, if you could advise whether or not there has been any response or any concerns from the other parties to the supplementary settlement agreement regarding the question that we -- that the Panel put to the company, that would be helpful.

MR. CASS:  Yes, certainly, Madam Chair.

MS. CHAPLIN:  We are adjourned.  Thank you very much.

--- Whereupon the hearing adjourned at 5:39 p.m.
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