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Friday, September 27, 2024
--- On commencing at 9:34 a.m.

ONTARIO ENERGY ASSOCIATION - PANEL 2, resumed

James Coyne,
Daniel Dane,
John Trogonoski; Previously Affirmed.

MR. JANIGAN:  I have been looking for cases that the OEB has done in the past on the equity thickness issue for various utilities.  I found a couple, and I have asked Staff to undertake to do a more complete search to see what previous decisions we have made on this.  Probably going back to, let's say, 2009, is probably a good starting point.  Can Staff undertake do that?

MR. RICHLER:  Yes, Commissioner Janigan, we are happy to do that.  And, just to be clear, it's a list of OEB decisions since 2009, dealing with equity thickness?

MR. JANIGAN:  Yes, equity thickness, and all I need is -- the EB number will be sufficient.

MR. RICHLER:  Of course.
UNDERTAKING J3.1:  OEB STAFF TO PROVIDE A LIST OF OEB DECISIONS SINCE 2009 DEALING WITH EQUITY THICKNESS.

MR. JANIGAN:  Thanks very much.  Mr. Rubenstein, would you like to continue?
Cross-Examination by Mr. Rubenstein (cont'd.)


MR. RUBENSTEIN:  Hi.  Good morning, panel, and good morning, witnesses.  I would like to start off with the undertaking you provided yesterday.  This was J2.4, and you provided or you through your counsel provided -- this was a copy of an Excel spreadsheet that you provided.  And, as I understand, it was the analysis that in your view showed that, from an investor standpoint with respect to companies that owned large generation fleets versus pure T&D companies, from the investor's perspective, it doesn't matter that much.  Do you recall that discussion?

And then you provided the underlying Excel spreadsheet to justify that viewpoint.

MR. COYNE:  Yes, I believe the way that we characterized it is that, from an investor's standpoint -- well, analytically, it is not showing up in our ROE analysis as being a meaningful difference in the results, whether or not we leave or exclude companies that have significant portions of generation in their portfolio.

MR. RUBENSTEIN:  Yes, and, in fairness, I think you said -- I think the context of the discussion to you was it was, you know, regulated companies with generation versus just regulated T&D companies.

MR. COYNE:  That's fair, yes.

MR. RUBENSTEIN:  Okay --


MR. COYNE:  Well, regulated companies, regulated distribution.  Let me just repeat for clarity.  So we were distinguishing between regulated utilities, those that own meaningful amounts of generation and those that did not, and that's how we screened our North American proxy group.  And, from the 26 companies that we had in our North American combined proxy group, we have winnowed that down to 10 companies in the analysis you have before you that do not have meaningful amounts of generation.

MR. RUBENSTEIN:  And the context of that discussion, as I was walking you through a number, when we were talking about the electricity, the North American electricity proxy group, the American companies that had significant generation.

MR. COYNE:  That's right.

MR. RUBENSTEIN:  Can I ask, instead of pulling up the Excel spreadsheet -- just trying to avoid more tech issues, I have provided a PDF of just essentially the results.  I am just wondering if we can just pull it up on the screen.

MR. COYNE:  I am with you, Mr. Rubenstein.

MR. RUBENSTEIN:  All right.  Well, maybe we can continue just looking at -- that's the summary.  That's from the summary tab.  That's essentially the output of the analysis that you've done.  Do I have that right?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  Okay.  And what it shows is, when you exclude generation companies from the North American combined proxy group, there is essentially no change in the results of the averages of the three models; correct?

MR. COYNE:  Well, the average goes from 10.1 percent to 10 percent, so there is a 10-basis-point difference.

MR. RUBENSTEIN:  And, in fact, it's actually smaller, in fairness.  If you go to two decimal places, it's actually four basis points between the two.  There is rounding on each side.

MR. COYNE:  I appreciate your preciseness.

MR. RUBENSTEIN:  Am I correct, though, you only made adjustments for the DCF and CAPM approaches; you did not make any adjustments with respect to the ERP approach, the risk premium approach?

MR. COYNE:  I believe that's correct.  Mr. Trogonoski?

MR. TROGONOSKI:  Yes, that is correct.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  All right.  And can I suggest to you that the reason that there's really not much difference in the two approaches is that the composition of the combined proxy group changes significantly, from about 72 percent electric utilities to about 35 percent electric utilities, when you remove the generation utilities?

MR. COYNE:  That's probably about right, yes.

MR. RUBENSTEIN:  And can you accept, subject to check, that, if you did a similar adjustment just to the North American electric proxy group, that the proxy -- that the DCF results drop 32 basis points and the CAPM dropped 37 basis points?

MR. COYNE:  I don't know that we have screened the North American electric proxy group that way.  Have we?

MR. TROGONOSKI:  No, we have not done that.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Well, would you take it, subject to check, if you essentially do the same analysis you did, move the generation companies from the North American electric proxy group, the same ones you took out of the combined proxy group, it results in the DCF results dropping by 32 basis points and the CAPM by 37 basis points?

MR. COYNE:  Why don't you read those back to me again, the DCF?

MR. RUBENSTEIN:  32 basis points and the CAPM 37 basis points.

MR. COYNE:  Okay.  Why don't we go ahead and check that during break, and we will come back and verify.

MR. RUBENSTEIN:  Well, I am going to ask you to do an undertaking, but --


MR. COYNE:  Okay.

MR. RUBENSTEIN:  -- let's just assume if you -- for the purpose of this, assuming that is correct, you would agree with me that reflects that investors do seem to care?

MR. COYNE:  I guess I would want to look at the results and at the remaining proxy group companies.  But, if the market data was indicating that difference, then I think that that could be a sign that it is a factor.

MR. RUBENSTEIN:  Now, you didn't look at the ERP, as we just discussed.  Can I ask you why you didn't do it for that model?

MR. COYNE:  I think it's probably -- let me confer with Mr. Trogonoski here.  But, due to the nature of it, it goes back over -- we have 20 years of decisions in there, and I think we'd have to sort through each of those decisions for each of the companies to determine whether or not it was a vertically integrated company or not; whereas in our DCF and CAPM models, we had those companies characterized in the data set that way.  So we would have to go back through over a thousand observations and each of those companies to make that screen.  So it would just be more complicated to do.

MR. RUBENSTEIN:  Well, can I just posit to you that, if you actually look at the underlying data which is provided in 2BM code 2B, the confidential Excel, it's all sortable by electric and natural gas and all sortable by distribution and vertically integrated already, and that work can be done.

MR. TROGONOSKI:  Probably true.

MR. COYNE:  I am hearing "probably true."

MR. RUBENSTEIN:  Can I ask that you rerun your analysis for each of the proxy groups and for all three approaches, the DCF, the CAPM, and the risk premium, to remove the generation companies?

MR. TROGONOSKI:  Yes, we can do that.

MR. COYNE:  Yes, we will do that.

MR. RUBENSTEIN:  Can I ask that, similar to what you did here, you provide the supporting Excel calculations?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  All right.  Thank you very much.

MR. RICHLER:  Let's just note that as Undertaking J3.2.
UNDERTAKING J3.2:  TO RERUN THE ANALYSIS FOR EACH OF THE PROXY GROUPS AND FOR ALL THREE APPROACHES, THE DCF, THE CAPM, AND THE RISK PREMIUM, TO REMOVE THE GENERATION COMPANIES

MR. RICHLER:  And I am not sure if I actually formally gave an undertaking number to the undertaking Staff provided.  That was J3.1, to provide the list of OEB decisions.

MR. RUBENSTEIN:  I am not sure if you want the document I have marked as an exhibit?

MR. RICHLER:  You mean the chart on the screen?

MR. RUBENSTEIN:  Yes.

MR. RICHLER:  Okay.  Yes, let's call that Exhibit K3.1, and, just for the record, that's a table called "ROE results - three-model average - ex-generation."
EXHIBIT K3.1:  A TABLE CALLED "ROE RESULTS - THREE-MODEL AVERAGE - EX-GENERATION."

MR. RUBENSTEIN:  Mr. Coyne, one thing I take away from your report and your criticism of Dr. Cleary's approach is that in your view you cannot look at only Canadian companies; do I have that right?

MR. COYNE:  As a practical matter, yes.  You just don't have a sufficiently robust data set of Canadian companies that would allow you to complete the analysis we require to do a credible job of estimating the cost of equity and this has been the case in Canada for some years, and most regulators have agreed and have moved towards the approach that we use of using the North American proxy group.

MR. RUBENSTEIN:  And I also understood it to be, in addition to that, that it's because utility investors operate in a cross-border market?

MR. COYNE:  That's also part of the support for the reasonableness of using a North American proxy group, yes.

MR. RUBENSTEIN:  And if we go to page 179 of my compendium, I thought you explained it, your position, quite succinctly during the presentation day where you talk about this.  Can we expand the -- for the witnesses.  Thank you very much.  You had it before.  Yes.  Thank you very much.

And so, about line 14, down, if we scroll down a bit, you start discussing that Dr. Cleary, you know, is the only expert that's limiting his analysis to the five Canadian companies.  And then if you go to line 26, you say:
"Furthermore, we would note that some have questioned on whether Ontario utilities have raised capital in the US market, but that's not really the most important issue."

And then going to the next page:
"It's not the most important issue here, what matters more importantly is that investors do have options on both sides of the border and they're seeking comparable returns on their investments, so if they can get a higher return in a different company in a different country they will do that and if the risks of those two companies are equivalent."

Do you see that?

MR. COYNE:  I do.

MR. RUBENSTEIN:  And that's what you are talking about; correct?

MR. COYNE:  That's part of the support for using a North American proxy group, yes.

MR. RUBENSTEIN:  Now, one thing that your ROE analysis shows is that when you compare Canadian to US proxy groups, regardless of which approach you use, DCF, CAPM and risk premium, the Canadian proxy group results in a lower ROE than the North American proxy group; correct?

MR. COYNE:  Let me take a look at those results.

MR. RUBENSTEIN:  It's in your report on page 9 is a perfect example of that.

MR. COYNE:  Right.

MR. RUBENSTEIN:  The Canadian proxy group as the lowest average ROE?

MR. COYNE:  The way I heard your question was no matter what model or what proxy group it has a lower result.

MR. RUBENSTEIN:  You're right.  I apologize.  On average it results in the lowest ROE; correct?

MR. COYNE:  On average it does, yes.  But I go on to describe why the Canadian proxy group is not a reasonable proxy for Ontario's utilities because of the nature of the Canadian proxy group companies that we have and it's hard to get a sample that looks as we have discussed over the course of yesterday and today, our objective is to derive a sample of companies that look more like the target companies than others and if you look at the Canadian sample it's a mixture of companies that, buy and large, are not pure play T&D companies.  We can come closer by screening the North American sample than we can by using this limited number of Canadian companies.

MR. RUBENSTEIN:  And -- I understood it was more than that, I mean, much of your argument was about the comparable return component and that's because American companies have generally speaking higher ROEs, higher capital structure, than Canada.

MR. COYNE:  We also observed that, yes.

MR. RUBENSTEIN:  Okay.  Well, sorry.  Is that not your view, is that not -- I thought that was sort of a key component of your recommendations or the underlying rationale is why the Canadian or the Ontario ROEs were not sufficient, they don't meet the comparable component of the fair return standard because as they compare to the US and it's an integrated market they are not seeing the same ROEs?

MR. COYNE:  That's all -- well the ROE is all based on the model analysis, right?  It's not -- it's not a matter of a judgment to adjust from a Canadian proxy group to an American proxy group, it's just based on the market data.  So, that's -- I am not sure if that's implied in your question or not.

MR. RUBENSTEIN:  Well, let me put it this way --


MR. COYNE:  It's a market-based approach based on a screen of similar companies.

MR. RUBENSTEIN:  If we had enough Canadian companies that you had a robust peer group, would we only use Canadian companies?  Or would you believe we need to use American companies?

MR. COYNE:  That's an interesting question.  I would like the fact that we had a sufficiently large group of Canadian proxy companies to run the analysis.  And if we did, we'd still have the issue to deal with as to the integration of the industries, it's not just integration of markets, but integration of the industries to deal with.  So, if we had a sufficiently robust Canadian proxy group I would look for confirmation from US markets that they were providing reasonably proximate returns, and if they did I would feel good about that from an analytical perspective.  If they didn't and we still had a gap then we'd have to deal with that.

MR. RUBENSTEIN:  So, if the proxy group results for the Canadian companies included enough peer groups you would be okay with the 9.7?

MR. COYNE:  What's the basis of the 9.7?

MR. RUBENSTEIN:  That your current Canadian proxy group average of the three models.  So, I'm saying if that was -- instead of having the limited amount of companies we have, we had much more but that was the results; you would be okay with an ROE of 9.7?

MR. COYNE:  I think I probably would because to me the 9.7 -- you know, as I just said a test I would run is, you know, could -- would it be confirmed by the analysis that we run on a US sample and it would be, you know, that's within the range of our results.  So, I would, without having done a deep dive on it, my initial reaction would be that that would be confirmatory.

MR. RUBENSTEIN:  All right.  Well, thank you very much.

MR. DANE:  If I could just clarify on that.  Your question asked about the 9.7 which is the result of the small group of Canadian companies.  And so, you said would we be okay with the 9.7.  I think that the broader point is would we look at the result of that larger proxy group not knowing if it's 9.7 or something different.

MR. RUBENSTEIN:  Well, my question is:  Assume the 9.7 came from a larger proxy group but it was all Canadian companies; would you be recommending to this Board a 9.7 ROE?

MR. COYNE:  And the presumption in your question was that it was a representative sample of companies as opposed to the current Canadian proxy group which is not, that's the premise of your question?  That's a question back to you.

MR. RUBENSTEIN:  Sure, sure.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  You would?

MR. DANE:  So, in your hypothetical where we looked at a representative group of Canadian companies, yes, we would put greater weight on that analysis.  I am not going to speak to what the result would be because we haven't done that analysis.

MR. RUBENSTEIN:  Well it's a hypothetical; assume it was 9.7.  I understand that we don't know -- we don't have that, but imagine.  I am just trying to understand the interplay between the idea of it's an integrated market we need to look at American information, which is throughout your report, and at the same time the issue of the proxy group, simply just because we don't have enough Canadian data.  I am just trying to understand what, what is it, which one is it?

MR. COYNE:  To me it would check two boxes.  You know, A, we have a good Canadian data set.  Or three boxes, two, we have like or similar companies.  And, three, it would be confirmed by US data and also a lot of returns for US utilities.  So, it would then satisfy the comparable return standard.  So, I would feel good about that result on that basis.

MR. RUBENSTEIN:  And so, even if it's lower than American, the American returns, it would still meet the comparable return standard?

MR. COYNE:  It would be within -- it would be within a fair range, the results, it doesn't have to be exactly the same but it would be within a fair range of the results and I think from a precision standpoint I think it would probably pass a basic litmus test of basic reasonableness.

MR. RUBENSTEIN:  Now, in our compendium we have included a number of excerpts -- well, let me back up for a second.  We asked you in a response -- we asked you in SEC 31 for potentially all the expert evidence that you filed with respect to cost of capital in other jurisdictions, and you provided helpfully an Excel spreadsheet with the information for the last five years.  And I reviewed as many of those testimony that you had and, as I've said before, it is sometimes -- American states' websites are not as useful as the OEB's WebDrawer, and so a little hard to find.  But we have included in tabs 30 to 34 -- that's pages 229 to 277 of the compendium -- testimony, or essentially what is equivalent to the report, your direct evidence, for Georgia Power, San Diego Gas & Electric, Duke Carolinas and Florida Light & Power Inc., and DCR Transmission.  And I am not going to take you through all of them.

But what I can tell and you can correct me if I am wrong, but in testimony in Canada, you always include Canadian and US companies in the proxy group.  But in the US, you never include Canadian companies in your proxy group.  Do I have that right?

MR. COYNE:  I think the only time that I would be including Canadian companies would be if they were -- if it were a pipeline case, in which case I would be looking to probably include Enbridge and TCL.

MR. RUBENSTEIN:  Sorry, just to back up:  You are talking about natural gas pipeline or oil pipeline?

MR. COYNE:  Natural gas pipeline.  And there, and the FERC has -- we also have to respect the practices and precedents of the regulators before which we practice.  And FERC has explicitly and recently allowed the use of Canadian companies in proxy groups for determining rates of return for natural gas pipelines; so there, it is accepted practice.  And I think it's reasonable, because these are very much North American companies, as we know.

In terms of electric or gas testimonies, I don't believe that I include Canadian companies there, nor do I need to, because, back to our prior discussion, we have a sufficiently robust data set of US companies, so we don't need to; we don't need to stretch that proxy group to add Canadian companies.

Although I would say that with the increasing trading of companies like Fortis and Emera, on exchanges both in Canada and the U.S., I think it's probably only a matter of time before they should be included in our proxy groups.

MR. RUBENSTEIN:  And so the reason you don't include them in your proxy group is because you have a robust sample, that's the -- in the US.  Correct?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  So it has nothing to do with the fact that -- and so all this issue about it being an integrated market, you know, investors are looking to go to the highest risk-adjusted return, that really just doesn't actually play out in how you are doing DCF analyses in the US, correct, because you don't include Canadian data.

MR. COYNE:  Yeah, that's right.  As I said, we have a -- if you look at the Value Line universe of -- we start with the Value Line universe of electric and gas utilities for this analysis, which is broadly accepted as an appropriate screen.  We start with that group, and then we winnow though them down according to their similarity to the target company.

Right now, and I -- let me defer to John here, for a moment -- Either Emera or Fortis, are they included in the Value Line universe, that we begin with?

MR. TROGONSKI:  No, they are not.  We only include domestic.  Value Line does cover them, but they are not included in our universe.

MR. COYNE:  In our universe, okay.  Sorry, just confirming that.

MR. RUBENSTEIN:  And you would agree with me, if you had included Canadian data in your US proxy groups based on how the Canadian data shows up in here, it would likely reduce the ROEs that would come out of your modelling?

MR. COYNE:  Well, it depends on which Canadian companies we are including.  You know, we wouldn't -- if we were screening, we would be looking for those that are pure-play gas utilities or -- they would have to satisfy our screens that we use for an electric distributor or a gas distributor.

So some of the companies that are in the Canadian proxy group now wouldn't be in that proxy group that we would use for an electric or gas distributor.  So I couldn't say that.

MR. RUBENSTEIN:  Now yesterday, when I was taking you through the annual reports for the electric proxy group companies, and we were -- as we discussed earlier today, you essentially kept telling me that, you know, in the US, US investors treat or consider regulated vertically integrated companies that have generation the same as regulated transmission distributors.  They may have differences that I was walking you through, but from investors, it doesn't matter to them.  Do you recall those discussions?

MR. COYNE:  Maybe you could characterize that more carefully, so I could answer the question.

MR. RUBENSTEIN:  Yeah.  You kept telling me --


MR. COYNE: What specific element of that discussion are you referring to?

MR. RUBENSTEIN:  Well, you kept telling me that just from the investors' perspective, they look at all regulated utilities as being a similar investment.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Okay.  Can we turn to page 329 of the compendium?  Sorry, definitely not 329 -- 229.  And this is from your direct testimony that you provided in -- for Georgia Power.  Do you see that?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And if we flip over the page, to 231?  And this is how you described your screening criteria used for the proxy group, there?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  And do you see, if we go down to No. 5, he says, "own regulated generation assets."

MR. COYNE:  That's right.

MR. RUBENSTEIN:  So can I ask, if it doesn't matter for investors, between vertically integrated companies that own generating assets versus electric utilities that don't own generating assets, why is that a relevant criteria in your proxy group?  It doesn't matter.

MR. COYNE:  My testimony isn't that it doesn't matter that they own electric generation.  My testimony is that investors consider regulated utilities as a similar universe of investments.  I didn't say that there aren't differences operationally or risk-wise between them.  But when we do the cost of capital analysis, we start with screens that give us a group of companies that are more like -- as much like the target group that we are focusing on as possible.

And then, from there, we look as we have here at individual characteristics of those companies to see if there are adjustments that are necessary to our analysis, or that we have been careful enough in our screening to get a like sample of companies to begin the work.

I didn't at all say that there aren't differences that investors would consider in these companies.  It's the universe of companies that they would consider similar; hence the Value Line approach of starting with a Value Line group of regulated utilities for the analysis.

MR. RUBENSTEIN:  But here, where we are looking at essentially electricity distributors and transmitters in the electric proxy group, from our discussion about OPG being excluded, why would you have not had essentially the opposite of this:  doesn't own regulated electric generation assets?

MR. COYNE:  Two reasons.  You know, one is I wanted a sufficiently large proxy group to be able to conduct our analysis.  And as demonstrated by the discussion we had with you moments ago, if we were to screen on companies that were just pure-play T&D companies, there just aren't that many in North America to draw upon.  So you're left with looking at a larger universe of companies that are vertically integrated in order to complete that analysis.

Secondly, we are also mindful of the fact that our analysis in Ontario, as LEI considered in their work, includes OPG.  So we need to consider companies that are not only just distribution and transmission companies, but also generation companies, in order to include OPG in our analysis.  So those are all part of the considerations.

MR. RUBENSTEIN:  But just to confirm, your recommendation is not to apply the ROE to OPG.  They are going to have their, essentially, opportunity --


MR. COYNE:  Right.

MR. RUBENSTEIN:  -- to put forward their case on the appropriate opportunity [audio dropout] in their next payment amounts.  That is your recommendation?

MR. COYNE:  That's right.  And the reason for that is that as this proxy group does not -- there is no company in this proxy group that's a hundred percent regulated generator, as OPG is.  So they are very different from the companies in the proxy group.

MR. RUBENSTEIN:  I would like to switch topics and talk about the 50 basis point flotation fee that you have included in your ROE analysis.

MR. COYNE:  Yes?

MR. RUBENSTEIN:  And as I understand your evidence, you support the inclusion of a 50 basis points in the ROE calculation to represent equity issuance transaction cost?  Do I have that right?

MR. COYNE:  We do, yeah.

MR. RUBENSTEIN:  And you do not agree with LEI that these costs should be recovered through a deferral account or OM&A or some other mechanism?

MR. COYNE:  No.

MR. RUBENSTEIN:  Can we turn to page 287 of the compendium?  So this is the response to SEC 41.  And in part (c) of that question, and we had asked for each CLD plus utility, "Please provide", in part (c), we said:
"...details of all equity investments received since 2009, including the date, amount, the source, direct shareholder investment, indirect shareholder investment through a holding company and share sale."

Do you see that?

MR. COYNE:  I do, yes.

MR. RUBENSTEIN:  And if we flip the page to page 294 of the compendium?  Page 294, please?  Yeah, there it is.

What I see is Toronto Hydro now, they are going back a little further than -- they go back, you are showing 2017.  So Toronto Hydro had an equity injection in 2017 and in 2024?  Do you see that?

MR. COYNE:  I do.

MR. RUBENSTEIN:  Elexicon Energy since 2019 has had none?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Alectra since 2019 has had none?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  OPG, with respect to its regulated business since 2019 has had none.  Correct?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Enbridge has had one essentially every year, at least from 2019 to 2022, through an indirect shareholder investment?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  UCT, which didn't really start being rate regulated or wasn't constructed so it wasn't regulated until 2022, has had equity investments, but that was because the project was getting started?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  Hydro Ottawa, no equity investment since 2019?

MR. COYNE:  Right.

MR. RUBENSTEIN:  Hydro One, no equity investments since 2019; correct?

MR. COYNE:  Correct.

MR. RUBENSTEIN:  And so, looking at this, it would show that most of the companies have not had any equity investment since at least 2019; fair?  I was just summarizing what we just walked through.

MR. COYNE:  Well, you have used the word "most."  I want to make sure it's most.  I think that's fair.

MR. RUBENSTEIN:  Okay.  And, if we can go to 116 of the compendium, this is the Hydro One investor presentation we looked at yesterday.  Go to the right hand -- the left-hand side, and we look at the fourth bullet, you see it says, "Equity issuance not --"

MR. COYNE:  Let me catch up to you, please.

MR. RUBENSTEIN:  Oh, I apologize.

MR. COYNE:  What page number is that?

MR. RUBENSTEIN:  116, it's on the screen.

MR. COYNE:  One-one-six?  It's a little easier for me to look at it in this book.

MR. RUBENSTEIN:  I apologize.

MR. COYNE:  I think we are with you.

MR. RUBENSTEIN:  And so you see the fourth bullet point on the left?  It says:
"Equity issuance not anticipated for planned capital investment program which is self-funded."

MR. COYNE:  I see that.

MR. RUBENSTEIN:  And the capital plan goes to at least 2027.  You see this on the top of the right-hand corner, where it's talking about 11.8 billion in 2022 to 2027 capital plan?

MR. COYNE:  I see that.

MR. RUBENSTEIN:  All right.  So can you help me understand:  If there are so few equity investments by at least these large Ontario utilities, why would we be embedding a flotation cost in the ROE?

MR. COYNE:  Sure.  So the flotation cost can be -- is a permanent cost associated with raising equity for the company, and so, even if it only -- even if it had only placed that company -- that equity onto its balance sheet, let's just say, 10 years ago, it's a permanent cost of issuing that equity.  So the traditional treatment for that cost is to put it on the balance sheet, and it sits there.  It's not amortized over time.  It's a permanent cost and reduction of the proceeds received from issuing that equity.

So that is the regulatory treatment that we adopt, and that is behind the principle of flotation costs.  It's a permanent cost of equity associated with all the equity, not just new equity issuances, and it's there as long as that equity remains on the balance sheet.  And, for most companies, they don't take that equity off the balance sheet; it remains there as long as they continue to own and operate those assets.

MR. RUBENSTEIN:  What is that cost reflecting when you're talking about if it's not equity issuance?  What are we talking about?

My understanding, this was transaction costs from bankers, lawyers, you know all those sorts of things.

MR. COYNE:  That is it.  Well, it's two things.  Well, it's more than that.  It's also a discounted premium associated with issuing the equity, depending upon whether or not you issued it at its book value or face value or not.

It's also associated with the fees that you have mentioned, bankers fees, legal fees, everything from printing and book running and even insurance fees and consultants that get hired by both the lender -- by the lender and the bank that is associated with the offering.  All those fees go into the cost of obtaining that equity.  Those are the costs that were designed to recover through a flotation cost adjustment.

And, as we discuss in our testimony, the Figure 20 on page 73 in our report shows the long-standing practice in Canada to reflect those costs in this 50-basis-point adjustment that goes back in time as long as we have been practicing in Canada.  And I think the 50-basis-point precedent goes back at least as far as 2006 in British Columbia.  And, over time, Canadian regulators have adopted it as an estimate of not just flotation costs but also the financial flexibility adjustment.

MR. RUBENSTEIN:  So, just to be clear, and BC you just mentioned, BC has gone back -- they just got rid of it; fair?

MR. COYNE:  No, they didn't get rid of it.  They have now, according -- in the most recent BC decision, they have decided to reflect flotation cost and flexibility in the equity ratio for FEI and FPC.

MR. RUBENSTEIN:  Can I ask you to flip to page 314 of the compendium.  Just to help you understand what this is, this is a rate order material from Hydro One's 2023-2027 joint rate application settlement, and this schedule is showing its rate base.

MR. COYNE:  314 or 15?

MR. RUBENSTEIN:  314, this is hydro and transmissions on 314.  There is a similar table for distribution on 15.  And it shows the rate base, and then it breaks it down by the capital structure.  And if you see on the sort of farthest right-hand quarter of the page, you will see under the heading "OEB approved," if you go down to the bottom, you will see, 2023, the common equity for the rate base is $544.2 million; do you see that?

MR. COYNE:  I see that.

MR. RUBENSTEIN:  Would you take it, subject to check, that, if you -- 50 basis points of that is about $2.7 million?

MR. COYNE:  That looks about right.

MR. RUBENSTEIN:  And, if you flip to the next page, this is distribution, a similar table.  If we look at the 2023 common equity of 354.2?

MR. COYNE:  I see that.

MR. RUBENSTEIN:  And 50 basis points of that is $1.77 million.  Take that subject to check?

MR. COYNE:  Yes, subject to check.

MR. RUBENSTEIN:  And so it seems ratepayers are paying in the ROE about $4.8 million in 2023 alone with respect to transaction costs.  Do you accept that?

Just adding them up.

MR. COYNE:  That would appear to be correct, yes.

MR. RUBENSTEIN:  Yes.  So, in your view, it is reasonable to have ratepayers pay every year for an equity flotation cost and $4.8 million in 2023, even though Hydro One hasn't had an equity transaction since at least 2019 and doesn't plan to have one through 2027?

MR. COYNE:  Yes, for the reasons that I described, that the equity that -- the 544 million, so for -- the 544 million that's on the balance sheet on the transmission side of the business and the 354 million on the distribution side of the business got there somehow, and the 50-basis-point estimate is there for two reasons.  One is it's an estimate of the cost associated with acquiring equity in public markets, and, two, it has traditionally had a buffer for financial flexibility that -- provided by Canadian regulators associated with maintaining and having continued access to equity in these markets.

MR. RUBENSTEIN:  I would like to ask you about the 50-basis-point number specifically.  And, if we go to page 317, you were asked by OEB Staff, who said:
"Other than it being common practice, please provide the empirical basis, with examples of actual flotation costs for recommending 50 basis points associated with the flotation costs."

And you provide a response, and I am going to summarize it here, but as I understand it's based partly on a 1996 study and that analysis done by -- an analysis done by Enbridge's treasury team.  And they found that flotation costs for utilities range from 2 to 10 percent with an average of 5 percent of gross proceeds, which then when translated into an ROE by adjusting the different yields in the DCF model, would be approximately 25 basis points.  And at the highest end would be 45 basis points; is that a fair summary of your response here?

MR. COYNE:  It is.  Well it's, it's not -- it's that study, it's the Enbridge analysis and it's also our own experience in these matters.

MR. RUBENSTEIN:  And so, if we took the average based on that, the evidence in -- cited in this response, we'd have 25 basis points, not 50 basis points.

MR. COYNE:  If the flotation costs were 5 percent of proceeds, yes.

MR. RUBENSTEIN:  And just so I understand the math of how you're doing this, can you -- you take a percentage of -- or you look at it as a percentage of gross, of the gross equity that is being added and then you translate it through the DCF model to a percentage adder; is that how this works?

MR. COYNE:  The DCF model allows us to translate it to a basis point adder, yes.  And I would note that we, we apply that only in the DCF model and the CAPM model, we do not apply it in the risk premium model.  So, the fact that our models are based on -- our results and recommendation are based on a three-model average means that our addition for flotation costs and financial flexibility is 33 basis points because of the way we are doing our analysis.  It's added in the DCF, it's added in the CAPM, it's not added in the risk premium.

MR. RUBENSTEIN:  No, but presumably the risk premium if it's a common cost that regulators have it's built into the approved ROEs you are using for the ERP model; correct?

MR. COYNE:  If it were 50 basis points across the board, we don't know that, but we know explicitly that it's 33 that we are adding through our models.

MR. RUBENSTEIN:  Can I ask you to undertake to provide the specific calculations one would have to do using your model if the Board was going to determine that instead of that they thought really 3 percent, or 7 percent, or some other number of gross of the gross assets was an appropriate cost, how they could flow that through and determine what the actual adder would be; is that something you can undertake to do?

MR. COYNE:  We can translate, again, using the DCF model we can translate 1, 2, 3, 5 or 10 percent as we have here to a number for float.  And what that doesn't of course include is any adjustment for financial flexibility which is part of this precedent.

MR. RUBENSTEIN:  Sure --

MR. COYNE:  So, I want to make sure I understand your ask. We have already translated it if for 2 percent and -- I am sorry, for 10 percent and 5 percent.  Are you asking for different percentages?

MR. RUBENSTEIN:  Well, I would like to actually -- you describe specifically:  This is exactly the math of how one does it, they want to put in their own numbers.

MR. COYNE:  It's in our exhibit.  It's in one of our working Excel files and Mr. Trogonoski can tell us which one.

MR. RUBENSTEIN:  Okay.  Well, I am short for time so maybe either by way of undertaking or on the break you can tell me if --


MR. COYNE:  Well, I think what you are asking for is already there because it's a working Excel file and we can tell you momentarily which one.

MR. RUBENSTEIN:  Well, I have limited time so the response could be look at this file, that's fine with me.

MR. COYNE:  Okay.  Why don't we take it as you suggest as an undertaking, and if not we will provide that work -- but I do want to make sure I understand it, you are looking for the working Excel file where you can plug in a number and it would give you the basis point adjustment on the other side?

MR. RUBENSTEIN:  Yes, and where I would do to, say, I think it's 3 percent I want to know what the number pops out to be terms the of the basis point adder.  Thank you.

MR. COYNE:  Yes, we can do that.

MR. RUBENSTEIN:  Thank you.

MR. RICHLER:  That will be undertaking J3.3.
UNDERTAKING JT3.3: TO SHOW HOW THE FLOTATION COST ADDER IS CALCULATED

MR. RUBENSTEIN:  Now, I am correct, Mr. Coyne, that you often, yourself when you are providing cost of capital evidence, you do your own empirical analysis with respect to flotation costs?

MR. COYNE:  Yes, and that was the exhibit that I thought I was referring to, let's see if it's actually here in the record.

MR. RUBENSTEIN:  Can we go to page 250.  And so, this is testimony you provided for Florida Power and Light company; do you see that?

MR. COYNE:  Let me catch up to you.

MR. RUBENSTEIN:  Sure.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And if we go to page 266 of the compendium, you have a section called "flotation costs."  Do you see that?  Scroll down.  You start your flotation costs section; do you see that in your evidence?

MR. COYNE:  Oh 266?

MR. RUBENSTEIN:  Yes.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And if we flip over to the page, I understand you say this on -- starting on line 6, you say:
"I conclude that flotation costs for the proxy companies have equal roughly 2.64 percent of gross equity raised."

Do you see that?

MR. COYNE:  Are you on 267?

MR. RUBENSTEIN:  Yes.

MR. COYNE:  And which lines?

MR. RUBENSTEIN:  Line 6.  Starting on line 6.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Okay.  And then if we go to page 271, this is the exhibit where you show the math of how you got to the 2.64?

MR. COYNE:  Yes, that was the spreadsheet that I was referring to that allows us to do this work.

MR. RUBENSTEIN:  Well, it gives you a percentage but it doesn't actually show how that turns into what's the basis point component.

MR. COYNE:  Right, you then plug that into the DCF model and that's the next page in your -- yes.  Page 272 is an illustration of how that work is done.

MR. RUBENSTEIN:  For Florida Power and Light though?

MR. COYNE:  For -- yes.

MR. RUBENSTEIN:  And so, essentially what you do is you take a look at a lot of companies, you take out the shares, the offering price, the proceeds, the costs and you come to the -- and you come to essentially a weighted flotation cost percentage; fair?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  Okay.  And if we can go to now page 240.  Just to situate us, this is part of the evidence you filed in a Duke Energy Carolinas rate case at the public service commission of South Carolina; does that sound right?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And here you're talking about flotation costs; correct?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And at page 241 at the bottom, I understand you recommend a flotation cost of 2.46 percent of gross equity raised?

MR. COYNE:  That's right -- well, that's what I calculate as being the flotation cost for the proxy sample, yes.

MR. RUBENSTEIN:  And if we go to page 243, this is an exhibit from your evidence?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  Attached to your evidence, in fairness.  And it shows 2.39 but I am not entirely sure what the difference is, but it's close enough.  But the idea, again, you are doing an analysis similar here; correct?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And so, you'd agree with me that the 2.36 in this proceeding -- that you showed with Duke Carolinas and the 2.64 for Florida Light and Power is much lower than what you were essentially embedding -- would be embedded in a 50 basis point adder; correct?

MR. COYNE:  Yes, it would be as we discussed in our testimony here.  We indicated that the research that we have done here shows the range for including Canadian companies is between, this is for large-scale US equity issuances, the sample that we have looked at for a sample of both Canadian and US companies is 2 to 10 percent.  So, this is indicative of the flotation costs for these large-scale US equity issuers, it's not necessarily indicative of the cost for Canadian issuers.

MR. RUBENSTEIN:  So, just to be clear, that when you are talking about this work you have done, my understanding, that you are referring to the Enbridge treasury study?

MR. COYNE:  That is what I am describing, yes.

MR. RUBENSTEIN:  Is that on the record anywhere?

MR. COYNE:  I don't believe it is.

MR. RUBENSTEIN:  Can that be filed, please?

MR. SMITH:  Yes.

MR. RUBENSTEIN:  Just to be clear, you didn't do that work; that was done by the Enbridge treasury group, as I understand?

MR. COYNE:  Yeah.  And furthermore, I believe it was bank information provided to the Enbridge treasury group.

MR. RUBENSTEIN:  So, in the US, you do a detailed analysis; why didn't you do that here?  Why didn't you do something like this, for this proceeding?

MR. COYNE:  As I describe in our testimony, the standard has been so locked in stone in Canada around this 50 basis points that I didn't feel it necessary to provide that analysis here.

MR. RUBENSTEIN:  And would you accept that if you take a look at, on page 243, the information within this table, that in fact, if you take it subject to check, that if you only look at the issuances in the last 10 years...

MR. COYNE:  Which table are you referring to?

MR. RUBENSTEIN:  On page 243, right in front of us, on the screen?  Would you take it, subject to check, that if you actually only just use issuances in the last 10 years, the flotation cost percentage drops to 1.75 percent?

MR. COYNE:  Well, without doing that math, I can't confirm that.

MR. RUBENSTEIN:  Would you take it, subject to check?

MR. COYNE:  Yes, yes.

MR. SMITH:  Do you want us to check it?

MR. RUBENSTEIN:  Well, would you agree with me that that would be an indication that costs have actually come down?

MR. COYNE:  For these companies over that time period, yeah.  I wouldn't take it as, again, based on the data that I have seen recently, that that is indicative of the cost of a Canadian company issuing shares.

MR. RUBENSTEIN:  And in Ontario, with limited exceptions, utilities are not publicly traded, or their parents are not publicly traded.  Correct?

MR. COYNE:  That's right.  It would be Hydro One, it would be Enbridge and...

MR. RUBENSTEIN:  I think Fortis -- or multiple layers up.

MR. COYNE:  Fortis, yes.

MR. RUBENSTEIN:  And you would agree with me that if you don't have -- if you are not publicly traded, the cost for an equity infusion from your parents don't need -- you don't need as many investment bankers, you don't need the fleet of lawyers, you don't need lots of those other costs that publicly traded companies have.  Correct?

MR. COYNE:  Different costs.  So if you are a municipally or Crown-owned corp, you have your own costs for raising those funds that become equity in the electric utility.  And the 50 basis point precedent has been designed to be reflective of those costs for both private and public issuers.  It has been used in provinces such as Quebec, where it's all provincially owned.

And again, it's not just for flotation costs; it has been for financial flexibility.

MR. RUBENSTEIN:  I understand what other regulators may or may not have done.  But practically speaking, you don't need to have, if you're a municipally owned utility, you don't need the investment bankers, you don't need as many lawyers, you don't need all the costs that would -- that one would have, if they were doing a share issuance on the public markets.  Fair?

MR. COYNE:  You would have a different set of costs, and I don't know that those are higher or lower than the cost of -- you know, as we can see, the cost of issuing equity in -- when you have very large-scale equity issuances, can be low as a percentage of that equity issue.

If you're a smaller municipal utility in Ontario, you still need a bank, you still need a lawyer.  There are other fees that go into issuing and obtaining funds, either at the parent level, you know, which in that case is the city or a Crown corporation, the government level.  So there are still costs there, but they are going to be different.

MR. RUBENSTEIN:  I wasn't suggesting there was no costs.  I just think -- you would agree with me that there is -- it's different; it's quite different costs?

MR. COYNE:  Some of them are similar and others would be different.  Yeah.

MR. RUBENSTEIN:  Fair enough.  And you talked about the flexibility component of the flotation.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  I looked through your evidence; in other jurisdictions, you are not -- you just talk about flotation costs for the purposes of the transaction costs of share issuances.  I don't see anything about flotation, some sort of flexibility component in there.  You have never -- I didn't see any mention in any of the US testimony.

MR. COYNE:  It's a Canadian precedent, it's not a US precedent.

MR. RUBENSTEIN:  All right.  Just quickly, I want to briefly just discuss one other area with you, and that's with respect to your proposal with prescribed interest rates -- or your proposal for interest rates for DVAs.  Can we turn to page 316?

MR. RICHLER:  Mr. Chair, just while we wait, I just wonder if we should note that last undertaking, to file the Enbridge treasury study as J3.4?

MR. JANIGAN:  Thank you.
UNDERTAKING JT3.4:  TO FILE THE ENBRIDGE TREASURY STUDY

MR. RUBENSTEIN:  Backing up, I understand your proposal with respect to DVAs is that -- and you say this here, and we have quoted it here.  You say:
"The Board should apply the WACC for DVA balances that are to remain on the utilities balance sheet for more than one year, and retain a short-term rate for DVAs that are cleared within one year."

Correct?

MR. DANE:  That's correct.  That's our proposal.  And our analysis relates to the commitment of capital by utilities in reflecting the cost to them, which is supportive of the weighted average cost of capital.

We recognize that the Board has historically used or had in mind the time frame over which costs are incurred or recovered.  So, mindful of that, we reflect -- we recommended that, for the short-term deferral and variance accounts, that a short-term rate would still be applicable.

MR. RUBENSTEIN:  And so we have asked you in part A -- we have given you an illustrative example.  We asked you to, just so I could understand what you are actually proposing.  And so we asked you in part A:
"As an illustrative example, if an amount is recorded in a DVA on September 1st, 2024, when would the OEB need to clear the balance for the amount to attract a short-term debt rate?"

And you reference us to Staff 27, which is sort of a broad question, but doesn't address the specific example.  So can you answer the specific example, so I can understand how this is going to work, how your proposal works in practice?

MR. DANE:  Sure.  And, in answering these questions in discovery, I think we recognized that there are certain practicalities that need to be taken into consideration, and so we clarified our proposal on discovery.

And again, our focus was on the principle around the committing of capital and the time frame over which that's recovered.  And so we had used short term, to be typically incurred and recovered within a year, and longer term to be something longer than that, consistent with how accounting statements, for instance, would be, would segregate short and long term.

So, with that preamble, to your question about an illustrative example, so just strictly by that one-year standard for a cost to be recorded in a DVA in September of 2024, which means that is when the cost is presumably incurred, it would have to be disposed of within a year, so by August 31st the following year.

MR. RUBENSTEIN:  And maybe you're not aware and maybe you are, the practice of the OEB with respect to DVA balances is they are only cleared after they are audited.  Right?  So just as sort of a practical matter, an amount that's recorded in September 2024 would not even be eligible to even be brought forward in an application for clearance until they are audited.  And usually, it's in a normal rate-setting cycle.  So the earliest it would be able to be cleared would be December 31, 2025?

MR. DANE:  Right.  And I think that is part of the practicalities that we were describing in our interrogatories, recognizing that for all intents and purposes there may not be accounts that are accumulated and disposed of within a year.  And so, while our view here is based on the corporate finance principles that we have relied on -- and I don't know if it's in the Staff 27 or in a different interrogatory, I just don't recall -- we allowed for the fact that, while not completely consistent with those principles, using some other differentiation such as between group 1 and group 2 DVAs, could be a reasonable approximation, or using balance sheet dates for example, to know when a cost is on the utility's balance sheets versus when it's cleared.

MR. RUBENSTEIN:  But if this was a group 2 account, it would be -- the Board's current practice requiring the audited balances, it would not be cleared until at least December 31, 2025.  And so in your view, in that situation, is it -- would it attract the short term or the WACC?

MR. DANE:  So, for the group 2 accounts, which can be hung up on balance sheets for long periods of time and not cleared until the next rate-setting case, yes, it would be our view that the WACC would be the appropriate rate to apply.

MR. RUBENSTEIN:  Okay.  And you would agree with me, generally speaking the WACC is higher than the short-term rate?

MR. DANE:  I would say, generally, we have recently gone through a period where short-term debt rates have been very --


MR. RUBENSTEIN:  That's why I said "generally."  There is that one very peculiar year.  But generally speaking, they are shorter?

MR. DANE:  I think that's fair.

MR. RUBENSTEIN:  Okay.  And you would agree with me that, if there is a material difference between the short-term debt rate generally and the WACC, intervenors, possibly the Board, may be more hesitant to agree to approve variance accounts because they would be attracting a higher cost to customers?  You would understand that?

MR. DANE:  I think, if the primary focus is on just simply applying the lowest rate, then I would agree.  I think, if the intent is to reflect the cost of service to the utilities, then I would disagree.

MR. RUBENSTEIN:  Well, I mean I understand your principle, but, just as a practical matter, if the costs are going to be higher, intervenors, possibly the Board, are going to be less likely to want to have deferral and variance accounts if the cost of having them is higher than they would have in the past.  It just seems intuitive to me.

MR. DANE:  Yes, with the clarification that if the intent is simply to reflect that lower cost.

MR. RUBENSTEIN:  And, in your view, is that a positive thing, to have less DVAs?

MR. DANE:  I am sorry.  What was the end of that question?

MR. RUBENSTEIN:  Do you think it's a positive thing if there's less DVAs approved?

MR. DANE:  So your question is:  Is it a positive thing if there's less DVAs?

MR. RUBENSTEIN:  Do you think it would be a positive thing if there were less DVAs?

MR. DANE:  And so, just to clarify, I understand your question to be less of these types of accounts available.

MR. RUBENSTEIN:  Yes.

MR. DANE:  And, no, I don't think that's a positive outcome.

MR. RUBENSTEIN:  Okay.  Finally -- and I know am running at the Commission's patience, but, if we can just go to page SEC 57 -- sorry.  This is on page 310 of the compendium.  And so, in this interrogatory, we asked:
"If Concentric's recommendations for capital structure and ROE were implemented for the 2025 rate year for each of the CLD plus utilities, please provide an estimate of the increase of costs that would be recovered from customers."

Do you see that?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And, in the response, it says:
"CLD utilities have provided estimates using their most recently approved ROEs and in most cases 2023 approved rate base."

And then it talks about how Hydro Ottawa and UCT did a different methodology.

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And, essentially, it's a rough estimate, I would take it, what they are attempting to calculate here; fair?

MR. COYNE:  I think it's fair.

MR. RUBENSTEIN:  And so, if I go through this, I see, for Toronto Hydro, for them it would be an increase of approximately $43.6 million?

MR. COYNE:  I see that.

MR. RUBENSTEIN:  And, for Enbridge Gas, I see it would be an increase of $159 million?

MR. COYNE:  I am reading 160, but yes.

MR. RUBENSTEIN:  Sorry, you're right, 160.  I apologize.  For UCT2 on the next page, it's about $8 million?

MR. COYNE:  Right.

MR. RUBENSTEIN:  For OPG, they are not obviously seeking it now, so it would be -- I guess how it would flow through would be in their next payment amounts case?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  Then, for Alectra, it says $39 million?

MR. COYNE:  Right.  Yes.

MR. RUBENSTEIN:  For Hydro One, it's $194 million?

MR. COYNE:  Right.

MR. RUBENSTEIN:  And then Hydro Ottawa, it's $12.7 million?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And, for Elexicon, it's $3.6 million?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  So, when I add up for all these utilities, for the CLD plus utilities, and that includes OPG, based on that calculation and mainly using a 2023 rate base, it would be about $461 million more for ratepayers.  Will you take that subject to check?

MR. COYNE:  Yes.

MR. RUBENSTEIN:  And that doesn't include the rest of the Ontario utilities that are not obviously CLD plus members; fair?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  And it doesn't include OPG?

MR. COYNE:  That's right.

MR. RUBENSTEIN:  And you'd agree that's a very significant increase in costs to the ratepayers?

MR. COYNE:  I don't know what the total base is against which -- an increase in cost, yes, $460 million is a large number, but against -- I don't know what the total revenue requirement is for these utilities, to judge it in percentage terms.  If that's the basis of your question, I would stipulate that's a large number, though, yes.

MR. RUBENSTEIN:  Okay.  Well, thank you very much for your assistance.  Those are all my questions.

MR. COYNE:  If I -- but I, if I could put additional perspective on that --


MR. RUBENSTEIN:  Sure.

MR. COYNE:  -- It's an important question, but it's also the case that the cost of equity is a true cost of service, and, like other costs of service, they may go up or down, and the fair return standard requires the Commission to approve a cost that meets all three standards.

So, if in meeting the fair return standard there's an impact on costs, that's not inconsistent with the Board's obligation to meet the fair return standard.  And the federal appeals court of Canada has opined on this issue of whether or not costs should be a consideration in setting a fair return, and it has indicated it is not.

So while it is, while it is a cost and it's an important cost, it's not inconsistent with its obligation to meet the fair return standard.

MR. RUBENSTEIN:  Thank you very much.

MR. JANIGAN:  Thank you, Mr. Rubenstein.  Next up, I believe, is CME.

MR. POLLOCK:  Thank you very much.  Commissioner, can you hear me okay?

MR. JANIGAN:  We can.
Cross-Examination by Mr. Pollock


MR. POLLOCK:  Thank you very much, and thank you to the witnesses for your time today.  It's nice to see you again, Mr. Coyne and Mr. Dane, and a pleasure to meet you, Mr. Trogonoski.

MR. COYNE:  Nice to see you.

MR. TROGONOSKI:  Nice to see you.

MR. POLLOCK:  We have a brief compendium, although I may not need to refer to it, so, out of safety's sake, why don't we just have it marked as an exhibit.

MR. RICHLER:  That will be K3.2.
EXHIBIT K3.2:  CME COMPENDIUM FOR PANEL 2


MR. POLLOCK:  Thank you very much, Mr. Richler.  And so I would like to start with a brief discussion, just so that I can understand the sort of universe of relevant risks for our purposes.  So can we turn up your report, Mr. Coyne, at page 22, which is PDF page 28, please.

MR. COYNE:  Yes, we are with you.

MR. POLLOCK:  I am just waiting for it to come up on the screen.  Thank you very much.  Can we just scroll down to the second paragraph.  And you say at the top, here:
"There are two fundamental sources of risk for any company, including regulated utilities:  Business risk and financial risk."

And you say:
"Business risk for a regulated utility results from variability in cash flows and earnings that impact the ability of the utility to recover its costs, including a fair return on and of its capital in a timely manner."

And then, in the next sentence, you go on to say "these risks" -- so do I understand it correctly that, when you say "these risks," you are talking about sort of the universe of business risks?  Correct?

MR. DANE:  Business and financial risks.

MR. POLLOCK:  Okay, so you are talking about business and financial risks there, and then the next sentence says:
"Key among these risk are energy-transition-related risk and regulatory risk" --

And you also include a number of others.  Are these business risks or do they also -- are these risks, the energy-transition-related risks, regulatory risks, et cetera, are these also financial risks?

MR. DANE:  They are business risks.  They certainly impact financial risks, but we look at them and assess them as business risks.

MR. POLLOCK:  Okay, understood.  And then you said:
"Financial risk is related to a company's debt leverage and liquidity and is measured by its credit profile."

And then you say:
"Both business and financial risk have a direct bearing on the utility's cost of capital."

Do you see that?

MR. DANE:  I do.

MR. POLLOCK:  And I take it that you still are of that view?

MR. DANE:  Yes.

MR. POLLOCK:  Okay.  And so, in the pages that follow, you talk about the other sorts of risks, but I wanted to flip to page 125 of the report, which is PDF page 131.  And, just while we are getting sort of situated and setting the table in sort of a broad way, as I understand it, on the equity thickness side of things as you have spoken to at some length already, your recommendation is to move everyone to at least a 45 percent equity thickness; correct?

MR. DANE:  Just to be clear, our recommendation is to set a generic minimum equity ratio of 45 percent.

MR. POLLOCK:  Okay.  I think we are saying the same thing, but it's good to be precise.  And, as I understand it, that's, that recommendation stems from your view that the current formula on the current equity ratios are not meeting the fair return standard and, more specifically, the comparable investment standard; correct?

MR. DANE:  Yes, our recommendation is based on our analysis of equity ratios for comparable companies and that's what drives that conclusion.

MR. POLLOCK:  Right.  And so, as I understand it, you have done an analysis where you compared the Ontario electric and gas utilities to a proxy sample of your North American electric -- North American gas and North American combined proxy groups; correct?

MR. DANE:  Yes.

MR. POLLOCK:  And that starts at E which is, if we scroll down a little bit -- and about three lines in you start and you say:
"To evaluate the comparability of the North American proxy groups, we examined the regulatory and financial risks of the North American proxy group companies relative to those of the typical Ontario electric and gas utilities to determine whether any adjustments should be made."

Do you see that?

MR. DANE:  Yes.

MR. POLLOCK:  And if we scroll down, the sort of dimensions of risk that you looked at, I think, are listed in the page that follows.  And starting with credit rating as I understand it this would be the financial dimension that you looked at; correct?

MR. DANE:  It's both.  So, credit rating certainly reflect financial risk but, as we say here, credit ratings also take into account business risks.

MR. POLLOCK:  Okay.  But maybe I am just misunderstanding.  But in terms of our sort of rough hand division of business risk versus financial risk, the credit rating is more on the financial side of your sort of understanding of where it falls; I just want to make sure that I got it right?

MR. DANE:  I think that's fair.  But, just to be clear, in the screening of our proxy group we use credit ratings as a sort of a base, baseline screening of business risk as well.

MR. POLLOCK:  Okay.  And so, with respect to the other four risks that you have listed here, those are the regulatory risks that you mentioned in the sort of beginning paragraph; correct?

MR. DANE:  These, I would say it this way, these are the four specific components of regulatory risk that we analyzed.

MR. POLLOCK:  Okay.  So, am I right then in saying that there is a universe of business risks that go beyond regulatory risks that are relevant to the determination of cost of capital and the riskiness of companies that you didn't do an analysis for between Ontario utilities and the comparator group?

MR. DANE:  I mean we certainly looked at other business risks as you just mentioned in your question a minute ago, things like energy transition, climate-related risks, cyber security, so there are other things we considered.

MR. POLLOCK:  But did you do a comparison in the way that you have here between the proxy group and Ontario utilities for those other dimensions of risk?

MR. DANE:  No, we didn't, we didn't do that similar analysis for the regulatory risk there's data readily available to us that we provide in our exhibits that drives these specific analyses.

MR. POLLOCK:  Okay.  So, you would agree with me that it's possible that the Ontario utilities have a lower level of risk than the proxy group in some or all of the other dimensions of business risk; correct?

MR. DANE:  Can you repeat that question, please?

MR. POLLOCK:  Yes.  So, it's possible, is it not, that the Ontario utility group has a lower business risk in relation to the other dimensions of business risk that we talked about than the proxy group; correct?

MR. DANE:  That's certainly not our conclusion.  Our conclusion is that they are sufficiently similar in those risk categories for purposes of comparison.

MR. POLLOCK:  But, Mr. Dane, you didn't do a comparison on the other elements of business risk, right?  So, how can you say whether or not --


MR. DANE:  We didn't do -- we don't have that direct analysis of the specific components as we have done in the regulatory risk.  As I said, there is data readily available for us to do that.  We do discuss, though, broad -- the industry impacts that are affecting utilities across North America related to those other risks.  So, I wouldn't say we haven't done the comparison, I would just say it's, it's not -- the data with which we can look at these regulatory risks is more available and lends itself to this type of analysis.

MR. POLLOCK:  So, maybe I can give you an example.  One of the other business risks that you talked about was climate change and severe weather; correct?

MR. DANE:  Yes, that's correct.

MR. POLLOCK:  And I believe you were talking to Mr. Rubenstein yesterday, specifically with respect to wildfires, and that maybe the west coast is more prone to wildfire risk than maybe Ontario is; correct?

MR. DANE:  Yes, I think that's fair.

MR. POLLOCK:  And let's say, for instance, that utilities in the proxy group that have assets or operations in the southern US between Texas and Florida may have higher hurricane risk than Ontario; correct?

MR. DANE:  Yes, they may.

MR. POLLOCK:  And, let's say, utilities that have assets or operations on the coast, for instance in Carolina and Florida, may be more impacted by rising sea levels and climate change than Ontario utilities; correct?

MR. DANE:  I think that's fair, and this is an important point when we look at the proxy group we are not saying that each company in the proxy group is perfectly comparable on all dimensions.  And that's part of the importance of deriving a broad enough group that reflects different, potentially different elements of risk, some higher, some lower.  You're mentioning for these particular risk factors certain jurisdictions that may face a higher, higher risk, there's certainly other jurisdictions we have included that wouldn't.  So, I think just to clarify on the use of the proxy group, it's not to find the perfect comparator, it's to find sufficiently similar companies.

MR. POLLOCK:  And you would agree with me just, Mr. Dane, that the more differences that there are between the proxy group and Ontario, the less likely it is that they are of like risk; correct?

MR. DANE:  Not for purposes of our analysis and I think Mr. Coyne has described our process where we are starting with the universe of regulated utilities and if you look at Standard and Poor's, for instance, they say that all regulation is credit supportive and there is differences of degree between jurisdictions.  And then we use certain criteria to winnow that group down to more similarly risked utilities.  But I wouldn't agree that -- I guess my statement would be that we are comfortable that that group is sufficiently comparable to Ontario for the purpose of our analyses.

MR. POLLOCK:  And you would agree with me, I think, that to the extent that a utility is proactive or sort of very disciplined about mitigating risks, that it would be a less risky utility than one that took a more laissez faire approach to risk; correct?

MR. DANE:  Yes, I think if a utility is being proactive in risk mitigation that that would feed into analyses of its risk level.

MR. COYNE:  If I could just jump in on that, though.  It also, mitigation -- the effectiveness of mitigation has to be measured against the risk that you begin with.  So, you can have let's take the example of a utility that's exposed to a lot of wildfire risk, even if it is very effective and efficient at mitigating that wildfire risk it may still be riskier than a company that is not exposed to that risk.  So, you can't take the effectiveness of mitigation and divorce it from the risks that you're mitigating to begin with, if that makes sense.

MR. POLLOCK:  It does, Mr. Coyne, thank you.  So, I think that leads me nicely into where I was going next.  So, one of the other business risks that you talked about was sort of technology and cyber security; is that right, Mr. Dane?

MR. DANE:  Yes, that's correct.

MR. POLLOCK:  And you didn't do a technology and cyber security risk analysis from -- in the same way that you did these regulatory analyses for the proxy group of Ontario; correct?

MR. DANE:  Right.  We didn't compare each utility's cybersecurity activity in our proxy group.  We did look broadly at the impacts of cybersecurity risk on the industry, concluding that it's been an increase for all utilities, inclusive of Ontario utilities.

MR. POLLOCK:  Right.  So could we bring up the compendium, please, at PDF page 16?

And just to orient you while we bring this up, this an interrogatory that I asked in EB-2022-0200.  And I appreciate, Mr. Dane, that this is not your answer and not your evidence.  And, sorry, page -- PDF page 16 of the compendium.  Yeah, thank you.

But I want to just read to you the question and answer that I asked of Enbridge:
"And so, in Enbridge's evidence, it showed that the technology and information systems spending that they were doing relative to their peers was quite a bit higher than average."

So they were spending $61,319 per million in total operating costs, whereas the average was $44,000.

And I asked them why are you so much higher on TIS costs than your comparators?  And if we scroll down to the response, the response that I got, if we continue to scroll down, it says at the second paragraph:
"Guidehouse understood from Enbridge Gas that allocated technology system costs were in general increasing because of significant investments this period in improvements to system reliability, enhancing business systems and to ensure system security as cybersecurity threats continue to grow."

So appreciating that this isn't your evidence, but it seems like, on the face of it, Enbridge is spending a lot more money and being a lot more proactive than its peers in terms of cybersecurity.  Correct?

MR. DANE:  I don't know that I can agree to that.  I agree that based on this evidence which, as you pointed out, was not our evidence, but that Enbridge is focused on this issue.

But it's very difficult for me to make any conclusions about them, relative to the companies that we have analyzed.  I don't know what companies Guidehouse looked at.  I don't know a lot of specifics around this analysis.

So I can agree that Enbridge is focused on this issue, utilities across this space are focused on this issue.  I don't think this leads me to conclude, though, that Ontario utilities generally, inclusive of Enbridge but also other Ontario utilities, are necessarily differentiated on this risk.

MR. POLLOCK:  But I suppose -- sorry.

MR. COYNE:  I would also note from this response that it seems to be referring to technology and information systems costs, which of course would be much -- that's a much bigger bucket than just cyber-related costs, if it's including all technology and information systems costs.  That's a fairly comprehensive group of costs.

MR. POLLOCK:  Yes, certainly, Mr. Coyne.  But I think you would agree with me, would you not, to Mr. Coyne's point, that not only have we not looked at whether or not, on an absolute basis, Enbridge has a greater risk in these areas.  But we also haven't looked at whether or not Enbridge or any other of the other Ontario utilities is being more proactive and more disciplined about mitigating these risks.  Correct?

MR. COYNE:  Maybe I could just jump in on that.  You know, you have to take into consideration what we are doing here; we are trying to set a generic cost of capital for 70 utilities against a benchmark of North American utilities.  And, as a practical matter, you cannot evaluate these 70 utilities against the universe of North American utilities on each of these micro-level of risks that you are mentioning.

It's not how investors think about the utilities sector, and it therefore it wouldn't be practical to attempt do so, to estimate the cost of capital.

Individual investors, they might look at those, they might look at those issues.  But, in our experience working with investors in the utility sector, they are looking at the types of issues that we are focused on that are a little bit more macro than the ones that you are pinpointing here.

If you wanted to look at the effectiveness of expenses on technology and information systems, you would do what this Board does.  You would probably go through a comprehensive benchmarking exercise to look at a group of like utilities on that specific issue.

But that's not how the investment world operates, and it's certainly not how the cost of capital is set in a jurisdiction that we have practised in.

MR. POLLOCK:  Well, sir, that puzzles me, Mr. Coyne, because according to your own description, these types of risks have a "direct bearing" on the cost of capital for utilities.  Isn't that right?

MR. COYNE:  When you say "these types of risks", I don't think we have mentioned technology and information systems risks, if that's what you are referring to here.

MR. POLLOCK:  Well --


MR. COYNE:  We do refer -- we refer to cyber risk.  Yes.

MR. POLLOCK:  So you said business and financial risk.  And I understand that these risks are part of business risk.  Correct?

MR. COYNE:  They would be -- well, when you say "these risks", they are a subset.  Which do you mean, specifically?

MR. POLLOCK:  So you have a list in your evidence which includes climate change and severe weather, technology, what other? -- you know, I think government directives and various other things.  And those are all business risks, and those are all -- these all have a direct bearing on the cost of capital.  Correct?

MR. COYNE:  They have a bearing on the cost of capital, yes.  And we are now seeing for example the credit rating agencies that track these companies individually focused on some of these issues.  And you are beginning to see their write-ups in the credit rating reports.  To a certain extent, we place some reliance on them in the screening that Mr. Dane described.

But it's not designed to be a benchmarking exercise around each of those risk categories.  The implications of that would be well beyond the scope of a generic cost of capital proceeding.

MR. POLLOCK:  All right.  Maybe we can turn back to your report at PDF page 132, which is page 126.  And if we can scroll down a page?  I just wanted to see if I could get a greater understanding of the comparisons that you did make.  So if we could continue to scroll?  Sorry, PDF page 132.

So the first regulatory risk that you talk about here is the test-year convention.  And you say:
"Approximately 43 percent of the operating utilities held by the proxy group provide a service in a jurisdiction that uses a forecast or a partially forecast test year, which reduces regulatory lag and enables timely cost recovery."

Do you see that?

MR. DANE:  I do.

MR. POLLOCK:  And as I read the paragraph and as I understood it, you suggested that Ontario's are part of that -- or are equivalent to that 43 percent.  Correct?

MR. DANE:  No.  Our conclusion here was that Ontario electric and gas utilities have somewhat lower business risk than about half of the operating utilities, on this factor.

MR. POLLOCK:  Yes, sorry, I did read that.  But I understood that to be, it has a lower risk than the 57 percent that use a historical test year, but that it would be in the category that is the same as the 43 percent that use the forecast test year; correct?

MR. DANE:  Just to be clear, not the same, but broadly comparable.

MR. POLLOCK:  All right.  So on the face of it, as you, I think in fairness to you, alluded to in the bottom paragraph, Ontario utilities are less risky than 57 percent of the proxy group; correct?

MR. DANE:  Sorry. Mr. Pollock, can you repeat that question?

MR. POLLOCK:  Yes.  So just by that one sort of binary, between the 43 and 57, Ontario is less risky than 57 percent of the proxy group; correct?

MR. DANE:  So we are looking at the proxy group as a whole, and to make a determination of where Ontario falls within regard to our results.  And on this factor, again, as I said, we found them to be somewhat lower risk. understanding that there are utilities with test-year conventions that may be more similar and others that are less similar.

MR. POLLOCK:  Okay.  So some only use partially forecast test years, which would not be as strong or would not reduce risk as much as a full forecast test year; correct?

MR. DANE:  I think that's generally correct, yes.

MR. POLLOCK:  And have you done any analysis on how many have partial versus full, and how that impacts risk vis-à-vis Ontario?

MR. DANE:  I am just pausing to look at our exhibits, to see exactly what we provided.

MR. TROGONOSKI:  I think we provided that in response to --


MR. POLLOCK:  I am sorry, I can't hear.  Do you have the microphone on?

MR. TROGONOSKI:  I think we provided that in response to a data request, the spreadsheet that we used to do the risk analysis that you're looking at here.  I need to find the request, so give me a minute, please.

MR. COYNE:  If I would --


MR. JANIGAN:  Please, Mr. Pollock, could you indicate when it might be a good time to take our morning break?

MR. POLLOCK:  Well, certainly, Commissioner.  I think I was only scheduled for 30 minutes, and I marked down that I started at about 10:40, so I think I only have about six minutes left on the clock.

MR. JANIGAN:  Okay.  We are not quite running a stopwatch here, but we will take your word for it, and I will allow you to finish.

MR. POLLOCK:  Thank you very much, sir.

MR. TROGONOSKI:  Okay.  I found the data request.  It is CCC-4, Attachment 2.  We provide there the spreadsheet that I am referring to, that supports the narrative that's on page 126 of our report.

MR. POLLOCK:  Thank you very much, Mr. Trogonoski.  Maybe I might switch gears just for a moment.  So if I could bring us to page 9 of the report, which is PDF page 15.  So, if we scroll to the bottom -- so, as I understand it, we have the bottom paragraph here that says:

"Based on the results", which you have listed above, "we conclude that the current formula return of 9.21 percent in Ontario has diverged from a fair return for comparable-risk companies, and changes to the authorized ROE and the deemed equity ratios for Ontario's utilities are required to meet the fair return standard."

Do you see that?

MR. COYNE:  Yes.

MR. POLLOCK:  Now, when I read this, the use of the word "diverged" made me understand that your position -- and you can correct me if I am wrong -- is that, at some point since its inception in 2009, the formula produced returns on an absolute basis that did meet the fair return standard but has since changed such that it no longer does; is that an accurate understanding of your position?

MR. COYNE:  No, that's not our statement because to do so would have required us looking at the cost of equity for every year since 2009 for Ontario's utilities, which we haven't done.  So the assumption -- the use of "divergence" means, as we sit here today, we do not see alignment between the fair return and what the formula is producing.

So we have not examined each year of -- as I understand your question, have we determined when they diverged, and we have not, only that we are diverged as we sit here today.

MR. POLLOCK:  And I think you talked with Mr. Rubenstein yesterday about, I think, trying to disaggregate your position with respect to the other two components or legs of the fair return standard.  And, as I understood your answer, it is not your position that there have been any instances where is Ontario utilities have either failed to attract capital on reasonable terms or have had their financial integrity threatened; is that fair?

MR. COYNE:  That's correct.

MR. POLLOCK:  And I want to just ask you, since I only have a couple minutes left, is this state of affairs -- and I will give you the premises of the question.  The state of affairs that I am referring to is, number one, that Canadian returns are not equivalent to their US counterparts; and two, that Ontario utilities seem to be attracting capital on reasonable rates and without having their financial viability or integrity threatened.  Is that consistent with a world in which Ontario utilities and US utilities have a different risk?

MR. COYNE:  Well, there's a lot in your question.  Let me see if I can unpack it.

MR. POLLOCK:  Fair enough.

MR. COYNE:  Let me just address the first two legs of the fair return standard and the ability to attract capital on reasonable terms, specifically.

It's been our observation that the Ontario utilities have been able to attract sufficient capital historically to fund their operations.  What we don't know is whether or not -- and in fact it's our opinion that Ontario's utilities are disadvantaged today and on a going-forward basis vis-à-vis their North American peers in attracting capital on a comparable basis to those North American peers because they do not have the same strength of the balance sheet as their peers.

So, on a going-forward basis, we view Ontario's utilities as being in a weaker position than is desirable from a financial perspective, A.  And, B, as we measure it, the allowed returns do not meet the fair return standard and specifically the third prong of a comparable return.

So, insofar as the third part of your question pertaining to a consistency with a risk difference between Ontario's utilities and their peers, we have not identified a risk difference between Ontario's utilities and their North American peers that would warrant that difference in allowed return.

We did a study for this Board -- I believe it was in 2008, and Mr. Dane and I both were involved in producing that study -- that asked that very question as this Board wrestled with that issue of:  Are there fundamental differences in Ontario's and broadly Canadian utilities that would justify those differences in returns?  We concluded then and even more so today that there aren't differences that justify those returns.

But I would say this, that, in reaching our recommendation, we have not recommended in equity a parity recommendation that would be raising the equity ratio to about 52 percent for Ontario's utilities, so, to the extent that there are risk differences that we haven't identified, we have built in a 7 percent discount in parity in our recommendation, and that's why we are recommending only 45 percent and not 52 percent.

We don't see the basis for that in the risk differences between Ontario's utilities and the peers, but I think that's a very safe margin for any risk differential in terms of reaching that conclusion.

MR. POLLOCK:  Maybe, Mr. Coyne, I can try it a different way.  Let's have a hypothetical world where Canadian and US utilities do have a difference in risk.  What we might see in that world is that they would have a different ROE but would still be able to attract capital on reasonable terms and not have their financial integrity threatened; correct?

MR. COYNE:  If that were the case, that might be the outcome, yes.

MR. POLLOCK:  Okay, thank you.  Those are my questions.

MR. COYNE:  You're welcome.

MR. JANIGAN:  Thank you very much.  Thank you very much, Mr. Pollock.  We will take a break now, to 11:30.
--- Recess taken at 11:12 a.m.
--- On resuming at 11:33 a.m.

MR. JANIGAN:  Please be seated.  It's Mr. Ladanyi from Energy Probe.
Cross-Examination by Mr. Ladanyi


MR. LADANYI:  Thank you.  Good morning.  Most of you know me, my name is Tom Ladanyi.  I am consultant representing two intervenors, The Coalition of Concerned Manufacturers and Businesses of Canada and the Energy Probe Research Foundation.  The Coalition of Concerned Manufacturers and Businesses of Canada consists of more than 400 medium and small manufacturers and businesses who employ thousands of Ontarians.  They are concerned about the impact of the rising cost of energy on their ability to stay in business.  Energy Probe's members and supporters are mainly residential customers who are also concerned about the rising cost of energy.  My questions today are on behalf of both intervenors.  I have a short compendium which I sent to you yesterday, do you have it?

MR. COYNE:  Yes.

MR. LADANYI:  Thank you.  Can we have an exhibit number for it, please?

MR. RICHLER:  K3.3.
EXHIBIT K3.3:  CCMBC/EP COMPENDIUM OF FOR PANEL 2


MR. LADANYI:  I apologize for the poor quality of the copy, I hope that you can read it.  I would like to follow up with some questions, some answers, some of your answers to questions from the commissioners on presentation day.  Commissioner Anderson asked you if you took into account that many utilities have promissory notes with their municipal shareholders and Mr. Dane said that you did not; do you recall that?

MR. DANE:  I recall those questions from Commissioner Anderson.

MR. LADANYI:  Yes, it's on page 48 of the transcript and there's no need to look it up.  That raised concerns for my clients that you have not taken into consideration the unique structure of the electricity distribution system in Ontario.  Could you please turn to tab 1 of my compendium?

MR. DANE:  We are there.

MR. LADANYI:  It is a page from OEB report "Energy At a Glance."  In the section headed "sector oversight," it shows that Ontario has 61 electricity distributors and two gas distributors; do you see that?

MR. DANE:  Yes.

MR. LADANYI:  Does any other jurisdiction in North America have so many distributors?

MR. DANE:  For electric distributors, I am not aware of one.

MR. LADANYI:  You were hired by the coalition of large distributors, among others, how many distributors are in the coalition?

MR. DANE:  Sorry for the pause.  Five.

MR. LADANYI:  Thank you.  Now, can you please turn to tab 2 in my compendium.  This is a table from the OEB's Renewed Regulatory Framework for Electricity, and dated October 12th, 2012, and it is still in effect.  It shows the elements of three methods for setting rates; are you familiar with that document?

MR. COYNE:  I certainly am.

MR. LADANYI:  Thank you.  Which method are the electricity members of the Coalition of Large Distributors using?

MR. COYNE:  They are not all under the same framework, as I understand it.  Most are under custom IR frameworks.

MR. LADANYI:  Does the rate setting method have an impact on risk?

MR. COYNE:  Yes.

MR. LADANYI:  And the method is essentially chosen by the applicant, so the large distributors have chosen a method that reduces their risk, those who have chosen custom IR; have they not?

MR. COYNE:  I think there are a variety of considerations that go into the selection of program, and risk, risk management is one element of it.  I think another important one is flexibility, especially regarding capital spending.  And my understanding from examining the frameworks and the utility perspectives, is that it's the ability to forecast lumpy capital expenditures specifically that are the best fit for the custom IR framework.  So, I think I would characterize it as a framework that best accommodates where they are in their investment cycles and the ability to accommodate large projects that don't have an even level of expenditures that might be better accommodated under an annual IR index program, for example.  So, it's more than just risk, it's also accommodating their capital investment cycles.  Along with other factors.

MR. LADANYI:  Thank you.  Now, of the other distributors, so we have got 61 minus 5, when we do the math I understand it's kind of dangerous, but any way, majority are using what, are they using the fourth generation IR or the annual IR index; would you know?

MR. COYNE:  I don't know.  I don't know.

MR. LADANYI:  And with the annual IR index, there's actually no cost of service proceeding, so essentially it's escalated by a formula each year.  And many utilities -- and these are smaller distributors, they never go before the OEB.  This is all done without a proceeding.

MR. COYNE:  I don't know how often they come before the Board.  I do understand that that's an objective of the annual IR index and one of the trade offs is that you become before the Board less and if you can live under an I minus X program it's probably a reasonable alternative for a smaller utility.

MR. LADANYI:  So, this could actually be a greater risk than a custom IR that let's, let's say, utilities like Toronto Hydro or Hydro One designed their own lower risk method of regulation?

MR. COYNE:  It could be, it really depends on your ability to manage, and that's one of the reasons why the Board introduced the custom IR option, is it recognized that more than just risk, it recognized the inflexibility associated with the prior I minus X program that many of the smaller utilities operate under.

MR. LADANYI:  Same with fourth generation IR, it's also more rigid, let's say, than custom IR; isn't it?

MR. COYNE:  Yes.

MR. LADANYI:  So, therefore those operating under fourth generation IR would actually in general, I am saying generally, you have to look at each particular situation, they would actually have greater risk, face greater risk than utilities that have -- okay, I think somebody has got their microphone on.  All right -- than utilities that have designed their own custom IR?

MR. COYNE:  I wouldn't -- I couldn't reach that conclusion because it really depends upon how the parameters are set under the fourth generation IR and how those parameters match with the business profile for the company.  So, my understanding of the objective of the Board in presenting three different options would be within a reasonable degree of flexibility that each of the distributors could propose a model that best fits with their business profiles.  So, it's -- the options are there for a reason but I wouldn't say that any one, in and of itself, is more risky than another depending upon what the specific situation was of the company involved.

MR. LADANYI:  Thank you.  Now, on presentation day Commissioner Sardana asked you a question about essentially how many of the 61 Ontario utilities obtain debt directly through financing in the US, it was a similar question not identical to this one, and I think you might have covered this already with Mr. Rubenstein.  But perhaps can you tell me; do you know of how many have actually obtained debt directly financing in the US?

MR. COYNE:  We have an IR response on that issue and I wonder if one of my colleagues recalls which one, because we have the data there.  And I think the data that we have pertains to the CLD plus Enbridge and OPG.

MR. LADANYI:  Okay.  How about the smaller ones, remember there is a lot of these utilities; you are not aware of any?

MR. COYNE:  I don't recall that we were asked that question pertaining to all 61 distributors, but we did answer that question for the CLD group, plus UCT, Enbridge and OPG.

MR. LADANYI:  Would you know the interrogatory response?

MR. COYNE:  I think we will in a moment.  We are recalling that Enbridge and Hydro One specifically raised debt in the US.  But, if we can find that interrogatory response, that might be better.

MR. LADANYI:  Maybe we can move on, and --


MR. COYNE:  I am not sure about UCT, if we addressed that.

MR. LADANYI:  Would you like to take an undertaking on that, so we can move on?  Because we have a limited time.

MR. COYNE:  Sure, yeah.  And what specifically is the question?

MR. LADANYI:  The question was do you know how many of the 61 Ontario utilities obtained debt or equity financing in the US?  And you can answer that to the best of your abilities.

MR. SMITH:  Well, sorry --


MR. COYNE:  Okay.

MR. SMITH:  -- Mr. Ladanyi, I think the witnesses didn't look at that.  We can point you to the interrogatory for the answer to the question, about how many of the CLD plus raised debt in the United States.

MR. COYNE:  Yes.  We have not researched it for all 61 distributors.  Is that sufficient for your question?

MR. LADANYI:  That will be fine, thank you.  I want to move on.  I think we are on a kind of time constraint.

MR. COYNE:  Okay.  And we may have the answer by the time we are done.

MR. LADANYI:  Okay, very good.  Are you aware of any instance where a municipally owned Ontario utility was not able to obtain debt financing?

MR. COYNE:  We haven't researched that issue, but I am not aware of a case where that has happened.

MR. LADANYI:  Would you agree with me that municipally owned Ontario utilities have obtained debt financing in the past from Canadian banks at most favourable rates?

MR. COYNE:  Well, there are two aspects to your question; have they raised capital from Canadian banks?  My presumption is yes.  But in terms of most favourable rates, I couldn't say that.  You would have to compare their access to debt financing to others that were obtaining similar financing to determine if they had achieved most favourable rates or not.

When we do that work, we do a benchmarking analysis of others that were raising debt in the same markets, to try to reach that conclusion.  We certainly haven't done that here.

MR. LADANYI:  Would you agree with me that municipalities that own distribution utilities are financial protectors of those utilities?

MR. COYNE:  It depends on how they are structured.  I would say in a typical circumstance, if they backstop the utility with their own balance sheet and their own obligations, then you could say yes, they are financially obligated, as the utility is obligated as a backstop to their financial obligations.

That could be different if they are set up as an arm's length electric utility, where there -- where the debt is based -- the debt security is based on the revenues of the utility and only the revenues of the utility.  So it does vary.

Even in the case where it is based on the revenues of the utility, it is oftentimes but not always the case that lenders and credit rating agencies will look to -- will look upstream and make an assumption that the city or municipality would be there if the utility got into trouble.  But that's an assumption as opposed to a guarantee.

MR. LADANYI:  Thank you.  Are you aware that many smaller Ontario utilities are virtual utilities in that they do not have any employees or managers?  All of the work of these utilities is carried out by municipal employees under a services agreement?

MR. COYNE:  We have not researched that issue.  No.

MR. LADANYI:  Well, you will accept that that is the structure that exists with many utilities in Ontario?

MR. COYNE:  I cannot say how many utilities operate under that structure, no.

MR. LADANYI:  And what do you --


MR. COYNE:  I have no knowledge of how many are set up as virtual utilities, so I really can't opine on it.

MR. LADANYI:  You will accept there is enough that it's a significant number?

MR. COYNE:  I don't have that knowledge.

MR. LADANYI:  You don't know.  You haven't researched it enough?

MR. COYNE:  We have not, no.

MR. LADANYI:  So let me ask a couple more things about virtual utilities, because there are concerns of my clients.  So would virtual utilities have a lower or a higher risk than utilities that are not virtual?  So virtual utilities, you understand, have no employees; they are operated as a department of a town.

MR. COYNE:  Yes, I understand.

MR. LADANYI:  Even though they are incorporated, but they are operated as departments of the town, and the town allocates costs or charges the utility ratepayers for whatever work that's being done.

So would that have a higher risk or a lower risk

MR. COYNE:  I understand the model you are talking about, and I am familiar with it.  It depends, because even a virtual utility can take on contractual obligations.  And there are many municipalities in the United States that operate that way, for example.  And they will sign long-term contracts for energy, for example, with investor-owned utilities.

And we have seen some of those utilities get into trouble around those contracts, if those contracts were not in the market, for example.  So just the fact that they are virtual doesn't mean that they can't take on financial obligations that create risk.

So I couldn't say de facto that they would be lower or higher risk, based on that structure.

MR. LADANYI:  So can we move to another area?  Just give me a second.  And please turn to tab 3 of my compendium.

MR. COYNE:  I believe, Mr. Ladanyi, that we have the answer to your prior question.

MR. LADANYI:  You have it?  Go, go ahead, please.  I didn't want to cut you off.

MR. COYNE:  Okay.  The response that is responsive to your question, I believe, is in Exhibit N-M2-10-AMPCO/IGUA-5.

MR. LADANYI:  Okay.

MR. COYNE:  Part (f).

MR. LADANYI:  Thank you, very much.  I might follow up on that later; I will have to look it up.  But let's move on, because I am kind of concerned that we are kind of losing time.

So if we can go to -- and you have it on the screen already.  It's an interrogatory that I asked on behalf of Energy Probe Research Foundation.  And I am quoting in the preamble from your evidence:
"Assuming that the investors in Ontario's utilities businesses have comparable investment alternatives, the determinative factor is the use of funds."

And my question was:
"Considering that most Ontario utilities are owned by a municipality or the province, why does Concentric believe that investors have comparable investment alternatives?"

And if I can just read parts of your response, you say that:
"Ontario's utilities are owned by a combination of private and public investors.  As outlined in Concentric's report, Exhibit M2, practically speaking, if the Board were to find the source of funds was determinative, the Board would be required to distinguish between the cost of equity from different investors, and the sources of potential investment are numerous.
"Rather, the most appropriate way to measure sure the cost of capital is to analyze current market data for a proxy group of companies with comparable business and financial risk as Ontario's regulated utilities."

Now I have looked at your proxy group, and I don't see any municipally owned or government-owned utilities.  And can you answer why you did not include any of those?  There are some in the US that are municipally owned.  Now why didn't you include any of those?

MR. COYNE:  The primary reason is that they are not publicly traded because they are municipally owned.  So therefore, they don't provide the capital market information that would be required to estimate the cost of capital.

And you are correct that there are many municipal-owned utilities in the United States that are owned at the government level, the state level and the municipal level.

And the same is true there, that in the US, we don't include them in our proxy group analysis for the cost of capital, because they don't have the -- they don't go to public markets to raise equity capital, and therefore, they wouldn't inform our analysis.

MR. LADANYI:  So there is no way -- the reason why you haven't included them because you say there is no information, it's too hard to get the information.  But wouldn't it be very useful for the Board to know exactly what, you know, how these entities are being financed, what is their risk?  I mean, I was thinking for example of some large ones like Los Angeles Department of Water and Power or the Sacramento Municipal Utility District, there's no information about them that you can use or find?

MR. COYNE:  Well, there's certainly lots of information on those organizations, pertaining to how they are capitalized, what their debt costs are, and how they obtain financing.  But it's not -- it's not public market information that pertains to equity markets.  And, if our goal here is to determine the cost of equity, we rely on public market information, and that only involves investor-owned utilities that are trading securities in those public markets.

If the Board wanted to delve into that further and look at municipal financing specifically, then I would suggest a benchmarking study or something of that nature, that it could look at those issues specifically for that segment of the industry.  This Board has determined principle -- has determined quite clearly back in its 2009 decision that it adopted the standalone principle of regulation, as most regulators do in our experience.  And the standalone principle of regulation indicates that it is the use of those funds -- and that's consistent with the principle that we have adopted here -- that determines the opportunity cost of them, and that's how the cost of capital should be set.

If the Board wanted to do a deep dive into the source of funds, then it could do that type of a benchmarking study and compare Ontario's utilities to other municipal utilities.  But it has adopted the standalone principle that focuses on the use of funds, and, therefore, I don't think it's essential for the purposes in this proceeding.

MR. LADANYI:  Thank you.  I might deal with the benchmarking study in my argument at the end but not now, so we are a bit off, let's say, off topic, although it's a very interesting concept.

Now, if I go back to your response, which is still on the screen, and I will -- starting from the middle, it says:
"This is consistent with the economic principle of the opportunity cost of capital wherein the investor, including municipal governments, invests capital where the returns are comparable to those in alternative investments.  In order to attract funds from other municipal functions (schools, water, safety), the returns must be sufficient for those governments to divert funds to utility service."

So, as I understand, what you're saying is that, if the ROE for the municipally owned electricity distributor was higher, the municipality would spend money on replacing, let's say, electricity poles instead of spending money on replacing watermains.  Is that what you're saying, that they would be somehow induced or influenced by that?

MR. COYNE:  Maybe I don't understand your question.  Could you rephrase it?

MR. LADANYI:  Sure.  Let me put it another way.  So, if the municipal managers of the municipality -- whether it's a virtual or not, it doesn't really matter.  If they knew that the ROE is greater for work the on electricity, then they would essentially put more efforts into working electricity infrastructure instead of roads or schools or sewers or whatever?

MR. COYNE:  I would say not necessarily, because the municipal manager would probably want to evaluate the risk of owning an electric utility versus funding these other essential services.  It's not necessary for municipal to be in the power industry.  It is typically necessary for it to provide schools, water, and safety functions, so I view this as being a discretionary activity, for a municipal government to be in the power industry.

Not all are in it, and the returns need to be compensatory to attract capital away from these other essential services, so those returns need to be sufficient for that municipal government to tie up its employees and its management skills in governing a utility and managing all that goes along with it.  So I would expect that those returns would need to be higher than some of these other basic functions.

MR. LADANYI:  Thank you for your answer, but it doesn't seem to me to be realistic.  The cost of replacement, let's say, of electricity poles is paid by electricity ratepayers through electricity rates.  The replacement of watermains is paid by municipal water customers through water rates.

Would the town councillors make the decision where to spend the money -- would they be motivated by the return on equity of the electricity distribution utility that they own?

MR. COYNE:  Again, they would have to look at it through a risk adjusted -- well, A, they would have to look at their own financial resources.  You know, not every municipality has the financial capability.  To operate an electric utility system, even virtually, requires financial resources.  And then they'd have to look at the risk-adjusted returns to see if it would be sufficient to attract that capital away from other functions that that municipality operates.

So they would look at it in terms of their capacity, you know, their management capability to operate this type of a utility, and also the risk-adjusted returns.  In the case of a municipal utility, they would also look at the dividend potential from operating that utility and what it could do to offset costs of other functions.  To the extent that it can earn a positive dividend, then it can offset the costs of these services that it provides otherwise.  So that all goes into the calculation of whether or not they should get in or out of municipal electricity.

We do a lot of work for cities on this issue, and it's a complex decision for them to determine whether or not to get in and to get out of municipal electricity systems.  A lot goes into it.

MR. LADANYI:  But, just in a very simple yes or no, would they be influenced by the return on equity of the electricity business?

MR. COYNE:  Yes, they would.

MR. LADANYI:  Now, let's turn to provincially owned utilities.  Please turn to tab 4 of my compendium, and it is just on the next page.  Can we have it on the screen, please?  All right, thank you.  It's a page from the website of the Ontario Electricity Financial Corporation or OEFC.  Are you aware of the existence of the OEFC?

MR. COYNE:  Yes.

MR. LADANYI:  And the mandate of the OEFC is described on the page, and I want to draw your attention to the fourth bullet, which -- can you scroll up?  You can see the fourth bullet.  It says:
"Providing financial assistance to the successor corporations of Ontario Hydro."

MR. COYNE:  We see that.

MR. LADANYI:  And you agree with me that Ontario Power Generation and Hydro One are successor corporations of Ontario Hydro?

MR. COYNE:  Yes.

MR. LADANYI:  Would you agree with me, then, the Ontario government through the OEFC is a financial protector of Hydro One and Ontario Power Generation?

MR. COYNE:  I wouldn't use the words "financial protector."  The way it works in financial markets is whether or not the government is viewed as being a credit backstop to the obligations, as I said earlier, to these corporations.

The word "financial protector" would not enter into it.  But are they serving as a financial backstop for some of their financial obligations through the OEFC?  If that is your question, the answer is yes.

MR. LADANYI:  Yes, I -- perhaps "protector" is too strong a word.  "Backstop" will be fine.

MR. COYNE:  Yes.

MR. LADANYI:  Would you agree that Hydro One and OPG can get debt financing and most favourable rates because of backstop or backstopping that they have from OEFC and the Ontario government?

MR. COYNE:  Well, they don't.  They don't obtain all of their -- both companies operate in public debt markets, so I view the OEFC as being a legacy of the restructuring of the former, of the former Hydro One -- or Ontario hydro, I should say.  So my understanding of both companies is that they are very active in public debt markets, but, as they act in those public debt markets, they are both credited with the fact that they are provincial corporations, and that factors into their credit ratings.

So I think they do get benefit from the association with the Province of Ontario that are factored in their credit ratings as they act in public markets, and that's probably more pertinent to what they are doing today versus when the OEFC was first set up.

MR. LADANYI:  Thank you.  Now, let's turn to Enbridge.  Are you aware that the Ontario government overturned part of the Enbridge EP-2022-0400 decision that deals with the revenue horizon for customer attachment?

MR. COYNE:  That is my understanding, yes.

MR. LADANYI:  So, did that decision by the government increase or decrease the business risk of Enbridge Gas?

MR. COYNE:  We had that discussion the other day and our answer to that was that we didn't have a view that it was a -- I think we made two points we didn't -- it wasn't our view that it made a material impact in Enbridge's risk, but we also noted that after that, after that, this went to Bill 165.

The net result was that they were put on negative credit watch by Standard & Poor's because of the uncertainty in the mind of the credit rating agency with regard to energy transition in Ontario and what it would mean for the company.  And I think there's probably two facts at play there, one is the uncertainty around energy transition and Standard & Poor's also gives Ontario -- notes in Ontario that political activity or, as they call it, political interference is stronger here than it is in some other provinces.  I think this is another sign that the energy sector in Ontario is one that is actively scrutinized by the government and, at times, creates uncertainty regarding its operating environment.

MR. LADANYI:  But the government decision was positive for Enbridge, so did this decision not signal to the financial markets that the Ontario government would protect Enbridge from risks of energy transition?

MR. COYNE:  Standard & Poor's didn't view it that way they viewed it as creating uncertainty with regards to the company's future around energy transition.  So, we don't have a different view of it than that, and as you recall our testimony in the calculation of Enbridge was that energy transition is -- does represent a new and significant risk for the company.  And we don't see Bill 165 as changing the fundamental nature of the future of energy markets in North America and in Ontario around an energy -- a gas distributor.  It creates more uncertainty regarding the company's future.

MR. LADANYI:  Your evidence is that Ontario electricity and gas distribution utilities will need to raise large amounts of capital in the future for capital expenditures needed for energy transition; is that right?

MR. COYNE:  Yes.

MR. LADANYI:  Let's look at electricity distributors first.  Is your evidence that energy transition will create load growth and the electricity distributor will need to make investments to meet this increased load?

MR. COYNE:  That's fair, yes.

MR. LADANYI:  Would you agree with me that some of the 61 electricity distributors in Ontario may have sufficient spare capacity that they would not need to make any investment?

MR. COYNE:  We don't know that to be the case, we haven't researched -- when you say spare capacity, do you mean spare distribution capacity?  I assume.

MR. LADANYI:  Right, that's what I mean.

MR. COYNE:  We have not researched whether or not the 61 distributors have spare distribution capacity and can accommodate load growth.  But even if they didn't have spare capacity, there are new requirements for the industry that aren't load dependent regarding system hardening, and cyber security, and things of that nature.  So, even an electric utility with static or negative load growth can still have new capital requirements.  But we have not researched the issue of capacity as in your question.

MR. LADANYI:  But you'd accept that of the 61 distributors it would be totally impossible for all of them to be operating at peak capacity, i.e. that currently they have absolutely no spare capacity, the whole system would -- it's illogical so they must have some spare capacity?

MR. COYNE:  It's an industry standard, you know, the old, the old standard is, you know, an outage of one day in every ten years is how you set out an N1 or N2 requirement to set up your system.  And so, the standard for the industry would not be to have them operating at capacity that would not be customary.

MR. LADANYI:  But even a larger distributor, like Toronto Hydro, might be at capacity on some parts of their system in some feeders and other parts of their system would have lots of spare capacity; that's how the systems work?

MR. COYNE:  Yes, on the first part of your question in terms of lots of spare capacity that's not typically how the system is planned.  The typical planning function is to have sufficient capacity but not lots of spare capacity.  Unless you are building a large infrastructure project that anticipates capacity needs well down the road that can happen, that becomes lumpy but I wouldn't call that typical system planning.

MR. LADANYI:  Of the distributors that have to make investments, I'll accept that some will have to make investments in additional capacity for energy transition.  Why would such investments be more risky than any of their past investments for load growth?  And, by the way, the investments for load growth are fully covered by the Distribution System Code.  It's all spelled out there how to do it, how to recover the money for it, it's in Appendix B of Distribution System Code.  Are you aware of this document?  And also why would investment for energy transition be any different?

MR. COYNE:  I think they are different in a few ways, granted there are similarities, investment is investment.  But energy transition invokes a couple of different differences.  You know, one is the planning uncertainty.  We have, in one of our interrogatory responses here, a description taken from the CLD reports pertaining to how it's impacting their planning functions.  And in my experience working with the industry there has never been more uncertainty around the future than there is today around future scenarios.  Around load growth and what -- what government policy will be and things of that nature.  So, I think it's a more complicated planning environment today.  And if you're an electric distributor or a gas distributor and you look at energy transition goals and net zero goals by 2050, you have to come up with a broad range of scenarios within which to do your capital asset planning.  So, I think that's different.  And you may plan on a project today for today's policies that may be different in 5 years or 10 years.  And so, a prudent looking project today may look like a misstep in the eye of your regulator when you come before the Board 5 or 10 years to explain why you did what you did.  So, you're planning in a more uncertain environment and it's also the case that the scale of investment and the speed at which they may need to ramp up could be unparalleled.  So, I think both those things are different around energy transition.

MR. LADANYI:  So, there is a risk as I understand that, for example, distributors will over-expand the system in expectation of increased load from energy transition but the load will not materialize; sort of, like, build it and they will not come?

MR. COYNE:  That is one of the risks because, you know, as we look at the future of the power industry there are, there is a fair amount of emphasis on non-wires alternatives, for example, or distributed resources.  And, you know, it was the case under central planning for an electric utility that you could plan on the next need for your 600 megawatt generating unit, you knew where to put it, you could anticipate load growth that looked like GDP, and it was a very different planning environment.  So, now you don't know if they are going to be your customers or belong to a competitor that will be invited to come in to the industry.  And you don't know if your customers are going to have electric charging cars or not, will they be used on the system to offset other generation?  So, the levels of -- the levels of alternatives around these scenarios are laid out by the IESO in its planning document and by the government in its planning document, and it portrays a very wide range of uncertainty.  So, I think those are key differences.

MR. LADANYI:  Do you think there is a risk that the OEB might disallow some investments if they are under-used in the future?  I am talking about electricity distribution systems.

MR. COYNE:  We haven't examined that possibility per se.

MR. LADANYI:  Okay.  Now, during the presentation day you referred a number of times to the McKenzie report.  And, among other things, the report discusses the need to attach wind and solar generators.  You are aware that a lot of wind and solar power was connected to the Ontario grid over the past 20 years; you are aware of that, are you?

MR. COYNE:  Yes.

MR. LADANYI:  These attachments of wind and solar increase the business risk of Ontario distributors or transmitters?

MR. COYNE:  We have not taken a view that that has increased the risk for Ontario's electric distributors.

MR. LADANYI:  Did the OEB disallow any costs of attachment of wind and solar generator during this past 20-year period?

MR. COYNE:  We have not examined that.

MR. LADANYI:  I am not aware of any.  And you are not, either?

MR. COYNE:  Which costs, specifically?

MR. LADANYI:  The cost of attachment of wind and solar generators.  So there are wind turbines all over the countryside, and they are attached to the closest place on the grid, let's say.  And has the OEB ever disallowed any of those costs of attachment?

MR. COYNE:  We have not examined that.

MR. LADANYI:  Now let's turn to the gas distributors, Enbridge and EPCOR.  What investments would they need to make to deal with energy transition?

MR. COYNE:  Well, we lay those out in greater detail in the prior Enbridge equity thickness case.  But investments in alternative fuel, certainly in hydrogen, changes to their -- if they are going to carry non-methane fuels in their system, they would need to have -- they would need to ensure that their pipeline system could accommodate these fuels.

MR. LADANYI:  Is there a risk that the energy transition from gas to electricity will not happen for many decades, and that gas distributors will need to keep expanding their distribution systems?

MR. COYNE:  Well, two parts to your question:  Is there a risk that energy transition will not occur for many years?  Is that the first part of your question?

MR. LADANYI:  Yes, if you would like to break it up.

MR. COYNE:  No.  I would say there is no risk that it won't happen for many years.  It is already happening now.  You know, if you --


MR. LADANYI:  Well, it depends how you define it.  But let's say it's slowing down in many countries in Europe.  So we can debate about it, but let's just say there is a possibility that they will not -- that we are not going do reach Net Zero by 2050; it might be 2080 or 2090, but not -- maybe not 2050.

MR. COYNE:  I would agree that it's an ambitious goal.  And I think that most that study the issue would suggest that we are not on a track to reach those goals by 2050.  But --


MR. LADANYI:  So the gas utilities that -- I mean, there is immigration into Ontario, you will agree with that, that Ontario is a high immigration area, and these people have to live somewhere.  They have to be in heated homes; this is a cold place in winter.  And gas might be the only choice, and the gas utilities would need to expand.  Do you agree with that?

MR. COYNE:  Well, I would make the similar comments that I did for electric utilities, that the planning environment has never been more complex than it is for a gas utility.  In the scenario that you portray, then they would need to continue to expand their system for load growth.

In a Net Zero by 2050, where you have significant shifts to alternative sources of pipeline heating fuel such as hydrogen, they would need to make investments in their system to carry those fuels.

So those are very different outcomes and planning scenarios, but they need to be prepared for both, while still operating a safe and reliable system for its customers.

So I would make the same comments.  And that's why we see both gas and electric sectors as impacted, albeit differently, by energy transition.  They go hand in hand, but uncertainty is created for both, for sure.

MR. LADANYI:  Now my final question, and I think everybody will be happy to know I am coming to my last question:  There is a bias in the current system of regulating utilities in Ontario that favours capital over maintenance, because utilities can earn on capital; I understand that.  And they are actually in fact being penalized for maintenance, because it forces into them into a different cohort or group for rate-setting purposes.  So they would like to capitalize.

So if you are going to increase the return on equity and equity ratio, you are actually going to increase the bias.  You are going to actually produce an inducement for over-investment, and the possibility of later disallowances.

And the second part of this question is this, that in your analysis of comparable utilities in the US, you take into account the fact that utilities in the US actually capitalize more of their costs because they are under US GAAP, than the utilities in Ontario that are operating under IFRS.

MR. COYNE:  I am not sure what the question is in there, Mr. Ladanyi.

MR. LADANYI:  Let's start again.  So there is --


MR. COYNE:  Could we take it in steps?

MR. LADANYI:  Let's take in steps.  Okay.  Let's go to the last question, first, the last part, which is you are aware that utilities in Ontario, most of them, except those ones who list on the US exchanges, are under the IFRS accounting system, which does not allow you to capitalize as many of your indirect overheads as, for example, US GAAP?  So US utilities on the US GAAP are capitalizing more of their costs, which in Ontario would have been treated as operation and maintenance.

MR. DANE:  Sure.  So this is nothing that we have studied, so...

MR. LADANYI:  You have not studied that?

MR. DANE:  Yeah, I am not aware of the US capitalizing more costs as a matter of practice.

MR. LADANYI:  Okay.  And then that's somewhat related to your advocating a higher return on equity, based on your study of US proxies who already capitalize more.  And wouldn't that, based on that, you are going to be in a situation where you are going to actually induce Ontario utilities to capitalize even more of their costs, if they somehow could, i.e., spend more on capital than on maintenance?  They would replace assets before the end of their life, for example, instead of maintaining them.

This is what the net result of a decision of increased equity ratio and increased return on equity might be.

MR. DANE:  So there's a few things in your question.  So I didn't agree that US utilities were capitalizing more.  Our study finds, based on analysis of US and Canadian companies, that an ROE of 10 percent as our finding is reasonable.

And in terms of the decisions that utilities make around capital versus O&M, and the return on capital versus O&M, it's driven by the type of expense.  So a capital expense, these are necessary expenditures to provide service to customers.  And because they are larger expenditures, they are recovered over longer periods of time, they are capitalized, versus flowing them through directly to ratepayers, which would create rate shock every time they occur.

So it's really more about the model of regulation and the way that rates are controlled versus an incentive to spend money in one place or the other.

MR. COYNE:  I just note further that I wouldn't agree that there is a bias because -- well, first of all, that there are some regulatory checks in place.  In each Ontario utility that comes in for a rebasing and a rate plan, is either operating under an I minus X program or it's operating under a custom IR plan, in which case, if it's custom IR, that capital expenditure forecast is scrutinized by the Board and also scrutinized by intervenors in terms of its reasonableness.

If it's operating under an I minus X program, it's incented to reduce both capital and O&M over the course of that rate plan in order to better the goal that's set by the I minus X change, in either its price or revenues.

So I think there are incentives and checks in place to make sure that a bias would not exist.  And, you know, capital -- we are not advocating.  We are recommending a 10 percent based on our analysis.  There is no advocacy involved in that.  And that's just based on the market cost of capital for an electric utility or a gas utility in North America.  So there's no advocacy in that, whatsoever; it's just a market-based cost of capital.

MR. LADANYI:  Thank you, these are all my questions.

MR. JANIGAN:  Thank you, very much, Mr. Ladanyi.  Before we break, I think we will probably break a little earlier than the schedule has, for lunch.  But Commissioner Sardana has an undertaking that he wants to request.

MR. SARDANA:  Thank you, Mr. Janigan.  It's actually just an amendment to the undertaking that we had asked Staff to do, to JT2.1.

In the undertaking, we had asked for the assets by sector.  If we could also get the total regulated revenue by sector, that would be very useful to the panel.
UNDERTAKING JT2.1(A) (UPDATED):  TO PROVIDE THE TOTAL REGULATED REVENUE BY SECTOR


MS. O'CONNELL:  So, for example, you mean for electricity distributors, you want the distribution revenue?

MR. SARDANA:  Correct.

MS. O'CONNELL:  Thank you.

MR. SARDANA:  Yes, thank you.

MR. JANIGAN:  Okay.  I think we will take our lunch break, and come back at 1:30.

MR. SMITH:  Thank you.  Just a minor housekeeping matter, that I am not available this afternoon; Mr. O'Leary will be taking my spot, more ably than I do.  Thank you.

MR. O'LEARY:  I have been deputized.

MR. JANIGAN:  So noted.

MR. SMITH:  Thank you.
--- Luncheon recess taken at 12:23 p.m.
--- On resuming at 1:32 p.m.

MR. JANIGAN:  Please be seated.
Cross-Examination by Mr. Mondrow


MR. MONDROW:  Good afternoon, gentlemen on the witness panel.  Let me start, please, with material that you filed this morning.  And this was in response -- sorry, I am just getting the number.  This is Undertaking J2.5, I believe.  This was a package you filed in response to -- and I am going to look at the graph you filed in response to an undertaking requested by Commissioner Sardana, and that's it.  That's the graph.

So I was looking at this graph which you filed this morning, and I was looking at the backcasting graph that you filed, that depicts Dr. Cleary's -- sorry, I should have had this up here -- Dr. Cleary's recommendations in this case.  And, in the case of the Dr. Cleary graph, it was a backcast, and, in the case of this graph, it's a re-cast.  And I gather the difference is that, in the case of the Dr. Cleary graph that you produced, you started with his current ROE and equity thickness recommendations and then you backcast what those would have yielded in the various annual parameters provided by the Board between today and back to 2009.

And, in this graph that you filed this morning, you started at the same base ROE in 2009 and you re-cast the allowed -- the cost of capital based on your recommended adjustment factors. That was a long explanation, but did I get it about right?

MR. DANE:  Yes.

MR. MONDROW:  Okay.  Thank you.  Thank you for the succinct answer.  Could I ask you to reproduce -- not reproduce.  I mean I think this graph is a good one.  I think the backcasting graph was a good one to illustrate the difference between you and Dr. Cleary.  Could I ask you to add a line to the backcasting graph that does a similar backcast based on your recommendations in this case so that we could have from lowest to highest Dr. Cleary's line, the OEB's line, and your line?  Could you do that?

MR. DANE:  Yes, we can do that.

MR. MONDROW:  That would be great, thank you.

MR. RICHLER:  J3.5.
UNDERTAKING. K3.5:  TO ADD TO THE BACKCASING GRAPH TO INCLUDE THE CONCENTRIC LINE, FROM LOWEST TO HIGHEST.


MR. COYNE:  A point of clarification.  The starting point with the Commissioner's question was the 9.75 back in 2009.  The starting point in the Dr. Cleary graph is his current recommendation working backwards.  So I understand you're asking for us to add a similar line for Concentric, our recommendation today and working backwards; is that what you're asking for?

MR. MONDROW:  Yes, yes.

MR. COYNE:  And then -- but the third line for the Board would be the very line that we have here, that starts in '09, or how would you see that working?

MR. MONDROW:  Sorry, your backcasting graph has a Board line and a Dr. Cleary line already, and I am just asking you to add a Concentric line to your backcasting graph.  Is that clear?

MR. COYNE:  I see.

MR. MONDROW:  I confused you with my long --


MR. COYNE:  You want --


MR. MONDROW:  -- lead-in.

MR. COYNE:  -- one additional line on the Dr. Cleary undertaking chart?

MR. MONDROW:  Correct.

MR. COYNE:  Yes, and that is the same treatment for our recommendation today, working backward in time.

MR. MONDROW:  Thank you.

MR. COYNE:  Okay.  Maybe you understood that.  I didn't.

MR. MONDROW:  The reason -- I am sorry.  The reason I went to the graph you filed today is that's what I was expecting.  I didn't listen carefully enough to the undertaking request at the end of, I think, the day.  So I was just orienting myself.  I apologize if I led you astray.  I will try do that going forward, but I didn't mean to do it on that question.

MR. COYNE:  Okay.

MR. MONDROW:  No I won't.  You won't let me anyway, and Mr. O'Leary has now got his finger on the button, so we are all good.

Mr. Coyne, it's always a pleasure.  I want to start with a couple of things I heard you say earlier today.  I think it was earlier today.  In the context of rate impacts, you were talking to Mr. Rubenstein, and you said something to the effect, I think, that the cost of equity is a true cost of service.  That is correct, isn't it?

MR. COYNE:  That's right.

MR. MONDROW:  Okay.  But, unlike other costs of service, I think you would agree that, in respect of the cost of equity, we can't actually see it; we have to derive it?

MR. COYNE:  That's right.  We have to estimate it.

MR. MONDROW:  Right, and you use methodologies to do that, and, the methodologies, there are three of them, and there are a whole bunch of details underlying each of them, but they yield ranges of result; right?

They don't yield a point result; they generally give you a range?

MR. COYNE:  Each model will yield a point estimate, but, if you use different inputs or different models, then you can develop a rage of estimates, or, if you use different proxy groups, as we have, you can further develop a rage of estimates, so --


MR. MONDROW:  Right.

MR. COYNE:  -- on that basis, yes and yes.

MR. MONDROW:  Right, and, when you were talking to Mr. Pollock earlier today about risks, you made the point, I think, there that you just made in respect of the proxy groups.  The proxy group selection entails judgments.  You make a lot of judgments about which proxies are suitable and which aren't suitable and why that is, in your analysis; right?

MR. COYNE:  Right.  What we are trying to do is use judgments that mirror the judgments that an investor would make in looking at like-risk investments because that's our objective under the fair return standard.  So the use of judgment is meant to mirror that of an investor in that regard.

MR. MONDROW:  And, as another example of some choices that are made in this process, you choose sometimes one methodology or one element of a methodology over another.  For example, beta adjustments, either you apply them or you don't apply them, and there is a difference of opinion in this proceeding about whether you should apply them or not; right?

MR. COYNE:  Not amongst our opinions.  There is a difference between experts in that regard in this proceeding, yes.

MR. MONDROW:  Yes, yes.  And, similarly, flotation and flexibility costs, some of the experts say add them and -- sorry, some say capitalize them and some say expense them?

MR. COYNE:  I believe only LEI is suggesting that they be capitalized.  All the other experts are recommending the standard Canadian adjustment of the 50 basis points.

MR. MONDROW:  Okay.  I think it's the other way around; LEI is recommending expensing them, and you are recommending the 50 basis-point adder.

MR. COYNE:  Well, when you say "capitalizing them," I believe that's the LEI recommendation.  Our recommendation is that they are added in with the ROE, and that's the same recommendation that Dr. Cleary and the Nexus experts have made.

MR. MONDROW:  Right, but so that -- I take your point.  The point of this opening discussion here is that, in respect of the cost-of-equity cost of service, there are judgments made, legitimate judgments made, about methodologies and proxy groups and analytical approaches along the way to find a cost of equity to use to represent a legitimate cost of service for any given utility; would you agree with that?

MR. COYNE:  I would.

MR. MONDROW:  Okay, and so those judgments involve an exercise of discretion, informed discretion, and this Panel is being informed by your views and the views of other experts, but there is a certain exercise of judgment and discretion in respect of this cost of service that doesn't exist in respect of the rest of the cost of service envelope, which you can actually identify usually a PO or a contract or, you know, an accounting entry for; is that fair?

MR. COYNE:  It is.

MR. MONDROW:  Thank you.  I can't help -- I can't resist talking to you for a minute about Bill 165.  You expressed almost a legal opinion on that the other day, which was bait I am sure --


MR. COYNE:  I had not.

MR. MONDROW:  -- but I am going to take it.  It's a topic near and dear to my heart.  I gather, Mr. Coyne, from what you said the other day about Bill 165 that you have thought about this a little bit, and I assume, then, you would agree that the revenue horizon decision in Enbridge's rebasing decision from last year, had it been applied, would have severely constrained Enbridge's rate-base growth?

MR. COYNE:  I don't know that we have taken a view that it would severely constrain the company's rate-base growth.  It would have increased its depreciation expense on the existing assets, would have been my understanding of that.  We did have depreciation experts that testified on that matter.

MR. MONDROW:  Sorry.  Sorry, I said revenue horizon.  Do you --


MR. COYNE:  Oh, revenue horizon.

MR. MONDROW:  -- recall what the revenue horizon decision was in that case?

MR. COYNE:  Let me back up.  Let's go back to your first question.  Is it -- well, maybe you could repeat your first question.

MR. MONDROW:  Sure.  The Enbridge panel's decision on revenue horizon in the rebasing case, had it been applied going forward, would have severely constrained Enbridge's rate of rate-base growth.

MR. COYNE:  That's not my understanding of the decision, that it would have constrained rate-base growth in and of itself.

MR. MONDROW:  Okay, so the revenue horizon decision was from now -- the OEB's decision was, from now on, new customers pay the full cost of connection; Enbridge doesn't use its equity to pay any portion of those connection costs.  You understand that; right?  You are not familiar with the revenue horizon component of that decision?

MR. COYNE:  Not at that level.

MR. MONDROW:  Okay.  There's another aspect of Bill 165 that you commented on yesterday and that has to actually to do with another case that was before the Board at the time the Bill was introduced that's the Panhandle expansion case are you familiar with that case.

MR. COYNE:  Which case?

MR. MONDROW:  The Panhandle expansion case.  This was the case where the Panhandle transmission facility owned by Enbridge was being expanded, significantly expanded in the Windsor Essex border west of Dawn to add capacity to service I think the number was 32 or 34 particular greenhouses and a couple power generators; are you familiar with that case?

MR. COYNE:  I am not.

MR. MONDROW:  You are not.  So, when you made your comments about Bill 165 and your interpretation of whether it increases or lessens Enbridge's risk you did so without knowledge of the revenue horizon topic, or the Panhandle case I assume; is that right?

MR. COYNE:  In the case of the Panhandle case, yes, I have no specific knowledge of that case.  In the case of the revenue requirement, the revenue horizon issue, I had a general understanding of that issue.

MR. MONDROW:  Okay.  Well, we just talked about that.

MR. DANE:  Mr. Mondrow, sorry to interrupt.  Maybe I can jump in there because I think I started part of that conversation.

MR. MONDROW:  Well, okay.  Go head, Mr. Dane.

MR. DANE:  And I was just going to say that the point I had made in that line of cross that you're referring to was in referring to Standard & Poor's view of Enbridge and it putting them on a negative credit watch in recognition of the fact, A, that the decision had come out, B, that energy transition risk had increased for Enbridge and the fact that the government had passed the bill inclusive of the changes to the revenue horizon aspects of that decision.

MR. MONDROW:  I am glad you raised that again, Mr. Dane.  So, just I want you to correct me if I am wrong on the sequence of events, a decision was released, the next morning the Minister of Energy made a striking public statement criticizing the Board, and then immediately following that we had a series of aggressive public responses from Enbridge to the decision, and then the credit watch report came out; is that about right in terms of the sequence of events?

MR. DANE:  I am more familiar with the general timing of the decision, the act, and the S&P report in terms of your characterization of aggressive responses I am less familiar with those.

MR. MONDROW:  Okay, thanks.  Mr. Dane, you made a number of comments on the energy transition and you said, if I recall correctly, that the energy transition comes with risks to all parties.  This was in the context of a discussion about the impact on gas distributors versus electrics; did I understand your evidence correctly?  That is the energy transition comes with a risk to all parties?

MR. DANE:  If I said "all parties", I -- just to clarify I meant that all segments that we are analyzing here in terms of the utility industry.

MR. MONDROW:  Okay.  And would you agree, though, that in respect of electricity utilities the energy transition also presents opportunities?

MR. DANE:  Yes, I think that's fair.  As we have described part of the energy transition is projections of increased electrification for instance which has opportunities and challenges associated with it.

MR. MONDROW:  Including the opportunity to invest in additional rate base; investors like rate base I think you said?

MR. DANE:  I don't think I said investors like rate base.  I agree that there will be additional capital required to achieve the energy transition.

MR. MONDROW:  I think you actually said "important things to investors like rate base," but the transcript will speak for itself.

MR. DANE:  Right.

MR. MONDROW:  In any event, you would agree that's an opportunity?

MR. DANE:  Right.  And just to clarify, so important things to investors like rate base, I didn't say investors like rate base.

MR. MONDROW:  Point taken, I will be more careful, thank you.  Would you agree that there are many regulatory and commercial means to reduce risks presented by the energy transition if you are a regulated utility?

MR. DANE:  Mr. Mondrow, I am sorry you said regulatory and?

MR. MONDROW:  Commercial.  Let me give you some examples, maybe it's easier than a broad -- and then you can answer broadly if you wish.  But you talked about planning capability, for example, so if building planning capability would mitigate the risk of energy transition for a utility; correct?

MR. DANE:  It could mitigate portions of the risks, yes.

MR. MONDROW:  And you recommend in this case that on CWIP the weighted average cost of capital be applied as opposed to simple interest, and that would be another way to mitigate the risk of a heavy capital investments program; right?

MR. DANE:  I think that's less about risk mitigation and more about reflecting the costs of financing.

MR. MONDROW:  Well, if you don't recover your costs of financing that poses a risk; right?  That's a financial risk.

MR. DANE:  It's a financial hindrance if you're not recovering your full cost of financing.

MR. MONDROW:  Okay.  So, your proposal would mitigate that financial hindrance or hopefully remove it?

MR. DANE:  Correct.  Our proposal would reflect the cost of constructing these assets.

MR. MONDROW:  Yes, fair enough.  Allow the utility to recover itself costs, that's why you're proposing it?

MR. DANE:  Correct.

MR. MONDROW:  Okay.  And, Mr. Coyne, you mentioned government directions regarding system hardening, and the OEB support for that work.  And that's another regulatory case for mitigating energy transition and climate change related risks; right?

MR. COYNE:  I see it as more around preparedness than I do around mitigation.  So, as I interpret the government's actions it's indicating this is coming, this is an important sector when it comes to energy transition and climate change risk and there are actions that need to be taken to prepare for it.  And putting the mechanisms of government in motion to work with the energy sector around that preparedness.  So, I guess preparedness is a risk mitigant whether or not it's a net risk mitigant, maybe that's what's implied in your question.  You know, do you have less risk than you did before?  Probably not.  You know, if you weren't dealing with the climate change or energy transition risk at all then you would have less risk but that's not an option here.

MR. MONDROW:  I think you are reading more into my question than I intended, so I didn't use the word "net."  But we agreed that the government's direction, and indeed the regulators support, for regulatory tools to mitigate, whether on a net basis or not, that risk is an important consideration when you consider whether the energy transition and climate change is presenting -- well, sorry, let me back -- that was an awful question to quote Mr. Smith from the other day.  I started off by talking to you about opportunities and risks, and I suggested that there are commercial and regulatory tools to mitigate them, not on a net basis, just to mitigate them.  And I am suggesting to you, Mr. Coyne, that one of those tools to mitigate the risk of climate change is regulators support.  The commission's support or system hardening investments, that is a mitigative effect, that will have a mitigative effect on climate change risk for regulated utility; is that fair?

MR. COYNE:  I think that's fair.

MR. MONDROW:  Thank you.  Sorry, very convoluted questions so I far, I am going to work on that.  But I assume you'd agree with me, both Mr. Dane and Mr. Coyne, that a prudent utility will be exploring and ultimately pursuing those mechanisms, those mitigating mechanisms, made available; that would be a prudent course of action wouldn't it?

MR. COYNE:  I would agree with that.

MR. MONDROW:  Okay.  And do you agree with London Economics, Mr. Goulding said a number of times when he was here I believe that Ontario has been -- and I'm not quoting, not direct quoting, paraphrasing -- Ontario has been and continues to be among the most supportive regulatory jurisdictions in North America; would you agree with that?

MR. COYNE:  In my experience, and I guess I will speak to my experience, it's a constructive and stable environment around utility regulation.  I look forward to my time before this Board and my experiences would suggest nothing to the contrary.  The, you know, that's one of the reasons why we feel -- I guess confident in our recommendations here that we believe they are consistent with the constructive path that the Board has taken in the past.  And we see this as a gap in what otherwise is a highly constructive regulatory environment and that is setting a fair return on capital that's consistent with its North American peers.

MR. MONDROW:  Thank you.  Now, I get to ask you about the fun stuff, the capital asset pricing model.  So, let me see if I have got this right.  The capital asset pricing model derives a market risk premium for the market as a whole and applies a beta, an adjustment factor to that market risk premium to derive a risk premium that's expected for a given stock, or class of stocks; in this case, we are talking about Ontario's regulated utilities.  Is that, at a very high level -- is there anything inaccurate about that description?  It is complete, but is there anything inaccurate about it?  And I can repeat it, if you like.

MR. COYNE:  Let's call it fair enough.

MR. MONDROW:  Thanks.  I will take it.  And for that particular grouping of stocks, the derived risk premium is added to a risk-free rate, and that's how you derive the expected return, the market expected return for that type of stock; is that right?

MR. COYNE:  In the CAPM model, yes.

MR. MONDROW:  In the CAPM model, yes.  This is all about CAPM, in these questions.  And the expected return becomes your recommended ROE; have I got that right?

MR. COYNE:  It's one of the models that we use.  You will recall that we use three models --


MR. MONDROW:  Right.

MR. COYNE: ...the CAPM, the DCF and the equity risk premium.  So, for the CAPM component of it, yes.

MR. MONDROW:  Okay, thank you.  Mr. Trogonoski, I have a question I think specifically for you:  In discussions with Ms. Stothart, I think it was two days ago now although my notes say yesterday, you said you agreed with her that if you re-levered the Ontario electric utilities to recognize that your US comparators generally had, I think it was about 50 percent-plus -- 51 or 52 percent equity thickness, that would increase your risk premium proposal.  Did I understand that evidence correctly?

MR. TROGONOSKI:  Yes, you did.

MR. MONDROW:  And does that mean that under CAPM, the CAPM methodology, your proposed ROE would be higher, just under that, the results of that methodology?

MR. TROGONOSKI:  No, it doesn't.  They are separate methodologies.

MR. MONDROW:  You were talking about the equity risk premium methodology, not the CAPM methodology?

MR. TROGONOSKI:  Correct.

MR. MONDROW:  Got you.  You are not changing your proposal for ROE based on that answer to Ms. Stothart's question, I assume?

MR. TROGONOSKI:  As I recall her questioning, she began by asking about the CAPM model and the effect there, of re-levering.  And we answered that question in the affirmative.  And then she went on to the equity risk premium model, and we had the same answer to that question.

MR. MONDROW:  You are not changing your ROE recommendation based on that exchange, "you" being Concentric?

MR. TROGONOSKI:  We are not.  We are just pointing out the fact that if the Board were to maintain the equity ratios where they are now in Ontario, then our 10 percent ROE would need to be adjusted upward for that higher financial risk.

MR. MONDROW:  Right.  And under the current equity ratio, your ROE recommendation would actually be, if I recall correctly, 11.1-something; isn't that right?  Something like that?

MR. COYNE:  Maybe, to put that in perspective, we use one of our models, the CAPM model, where you can adjust for leverage quite readily.  And there, we determined that an adjustment to the current equity ratio levels would range from 0.91 to 1.63 percent, using that one model, as an indication of the degree of ROE adjustment that could be required if the Board were to retain existing equity ratios.

MR. MONDROW:  Okay, thank you.

MR. COYNE:  We haven't changed our recommendation.

MR. MONDROW:  Right.  You are recommending a combination of increased equity thickness and 10 percent ROE --


MR. COYNE:  Yes.

MR. MONDROW:  -- as a -- I guess at a benchmark, right?  It's a default?

MR. COYNE:  As the minimum appropriate for --


MR. MONDROW:  At a minimum.  I guess that's the way --


MR. COYNE:  -- Ontario's electric and gas distributors.

MR. MONDROW:  Got you.  Thank you.  I want to focus in on the market risk premium in the CAPM model, for a minute, just to make sure I am understanding this correctly.

So derivation of a market risk premium as I understand, it starts with identifying overall expected market return for a diversified investor.  So that's basically across all types of stocks, the market as a whole; is that correct?

MR. COYNE:  That's right.

MR. MONDROW:  Okay.  And from that, you subtract a risk-free rate.  And that leaves an expected risk premium for the market, as a whole?

MR. COYNE:  That's right.

MR. MONDROW:  Okay.  So first, we need to determine that expected market return for the market as a whole.  And for that, I think you look at actual market returns over time, and you also consider forecasted future market returns.  Right?

MS. COLLIS:  We consider both.  We only rely on the history for developing our estimate.  But we do consider both.

MR. MONDROW:  Right.  And in this in this case, you only rely on the history because the forecast growth expectations seemed inordinately high to you, I think.  I am paraphrasing, but they were too high to distinctively rely on?

MR. COYNE:  Two reasons, yes, two reasons:  One is that we testify elsewhere in Canada, and we know that this has been a source of some consternation for regulators as they try to discern the opinions of experts around this difficult topic.  It's not just regulators that struggled, what's the expected market return; anybody who considers their own retirement portfolios has to think about what they would earn as a market return.  So it's a conundrum for all of us.

And we considered -- we have considered here and elsewhere in Canada this issue, and have decided that we would place a hundred percent weight on the historic return, because it is what it is.  One could argue whether or not that historic return over the last century will apply in the next century, but it's a reasonable benchmark.  And it's not based on my opinion or Mr. Dane's or Mr. Trogonoski's or a financial expert.

And, in our view, investors would also view it as an important benchmark.  And therefore, it's a reasonable place to settle, in terms of what the expected forward market return is.

So we consider it a very conservative element of our analysis because forward market returns are much higher.  So we have been deliberately conservative in that regard to -- in an attempt to take that issue off the table from a standpoint of examining our analysis.

MR. MONDROW:  Okay.  Thank you.  I do have a note on that, but I am going to come back to that; nothing turns on it at the moment, from my perspective.

Can I go to the compendium I provided, please?  And I should probably get an exhibit number for that.

MR. RICHLER:  K3.4.
EXHIBIT K3.4:  VECC COMPENDIUM FOR PANEL 2


MR. MONDROW:  Thank you, Mr. Richler.  And I want to look at -- well, if we just start at page -- and so the page numbers are in the top of each, are on the top of each of the pages of the compendium.  So the first page, which is PDF page 2, this is an excerpt from Dr. Cleary's evidence, where he talks about the expected market returns.

And on the next page of the compendium is the beginning of table 7, which spills on to the subsequent page.

And in that table, Dr. Cleary provides a range of historical market returns and forecast market returns, and cites various sources for the figures on the table.

Mr. Coyne, would you agree that these sources are standard and appropriate data sources for a development of an expected market return analysis?

MR. COYNE:  I found it to be a very confusing table, to be honest with you, because Dr. Cleary is including historic ranges; some are in real terms, some are in nominal terms.  And he is including forecast returns from a 2024 report from IQPF, another from a Horizon Actuarial Services survey of capital market assumptions, Franklin Templeton Investments, a report from 2023, and a Blackrock Capital market assumptions.

I think, if one were to get -- one could probably get a hundred of these reports from various investment advisors and probably come up with a hundred different expected returns.  So I didn't find it compelling, in terms of your question, in terms of a reasonable set of inputs for this purpose.

MR. MONDROW:  Well, what inputs did you use?

MR. COYNE:  A hundred years of history, basically. If you look at our capital asset pricing model, and if you turn to -- if we could bring it up, page 69 in our report, Figure 17, maybe this would get to the heart of the matter, if you don't mind, Mr. Mondrow?

MR. MONDROW:  Not at all.  Sorry, what page were you on?

MR. COYNE:  Page 69, hard copy; I think that's PDF, about 75, in our report.

MR. MONDROW:  Okay.  Perfect.

MR. COYNE:  In the section "Market risk premium."

MR. MONDROW:  Yeah.

MR. COYNE:  What we do there is if we could just scroll down to Figure 17 on that page?  Are we on the right page?

MR. MONDROW:  Yeah.

MR. COYNE:  Let's see.  I am looking at the screen here.

MR. MONDROW:  On the screen, yes.  No, it's PDF page 75.

MR. COYNE:  I am looking at the hard copy, 69.

MR. MONDROW:  There you go.

MR. COYNE: Yeah, there it is.  Thank you.

So what we have done, as described above, is we have taken the actual historical Canadian market returns, and, from 1919 through 2023, arguably a very long time --


MR. MONDROW:  Sorry, what's the source?  That is what I was asking, and then --


MR. COYNE:  Oh, okay.

MR. MONDROW:  -- you can --


MR. COYNE:  That is from data from Kroll, formerly Duff & Phelps.

MR. MONDROW:  It's Kroll, okay.  Thank you.

MR. COYNE:  And I would say this source is widely used by investors and analysts for these purposes.

MR. MONDROW:  Right.

MR. COYNE:  And, in Canada, we have data going back that covers the period from 1919 to 2023, and, in the US, we have data that covers 11926 to 2023.

MR. MONDROW:  And the US data is also from Kroll?

MR. COYNE:  Yes, it is.  And same source widely used by investors, and it is a fact.  These have been the actual returns, and, as you can see in Figure 17, the actual historical in Canada was 5.68 percent, and, in the US, it was 7.17 percent, the top stanza in our table.

The forward-looking returns, if you look at the market returns today, are 11 -- or 12.09 and 11.30.  We have ignored those in our analysis.  We have only used the more conservative historic returns, and those average 6.425 percent.

So that is the market-equity risk premium we have used in our CAPM model.  I would say most would say that's a fairly conservative estimate, but it's obviously subject to the opinion of somebody who thinks returns will be different.  But what we like about it is that it's fact-based, there is no element of opinion or judgment in it in terms of what it represents, and it gives us confidence in its use in the capital asset pricing model.

MR. MONDROW:  And so just because I didn't see this number anywhere.  It's probably in your report somewhere, but it didn't stand out for me and it's not in this table.  So, in the end, you settled on expected market returns of 6.425 percent?

MR. COYNE:  It's actually -- that's the exact -- I have given you too many decimals.  The actual number we used, I believe, is 6.4.

MR. MONDROW:  6.4, okay.  That's fine.  That's great, thank you.

MR. COYNE:  And you will find that in our capital asset pricing model exhibits --


MR. MONDROW:  Yes.

MR. COYNE:  -- where we use a market-equity risk premium.  And the reason we average the Canadian and the US return is that, unlike the last hundred years, we view these capital markets as being integrated.  So we know that Canadian investors invest substantially in US markets and Canadian markets and, likewise, we know US investors invest in Canada, so we consider it to be an integrated market return on a going-forward basis.

MR. MONDROW:  Yes, I understand your evidence on that.  I am going to ask you a few questions about that market integration, as well, but don't take me too far out of order because I will make even less sense than I have done so far.

MR. COYNE:  Okay.

MR. MONDROW:  But that's fine.  The expected market returns for the market as a whole would include -- and I think you agreed with me about that already -- all kinds of different businesses with different financial risks and opportunities; right?

MR. COYNE:  Yes.

MR. MONDROW:  It's a broad brush.

MR. COYNE:  That's right, yes, although, you know, the returns we are talking about here are for well-established, mature companies that are in these indices, so --


MR. MONDROW:  Yes, that trade on the market.

MR. COYNE:  Yes, yes.  So I think they have reached a certain threshold of success that represent mature businesses, so I think there's more stability to these than there are in the entire universe of companies that are out there.

MR. MONDROW:  I am sorry.  Are all of the -- is all of the data in the Kroll data set, are they all established companies or do they include some -- like, dot-coms would have been kind of atypical and now there are AI firms and there are crypto firms, and they trade on the markets.  Would the Kroll data have parsed this for kind of blue chip IBM type stocks, or would it have been broader than that?  I am just not familiar with it.

MR. TROGONOSKI:  Kroll refers to them as large company stocks.  So, in the US, that means the companies in the S&P 500 index.  In Canada, it means companies in the TSX index.  So they are large, well-established companies.

MR. MONDROW:  Right, well established financially but some riskier than others, obviously.

MR. TROGONOSKI:  Right.

MR. MONDROW:  Okay, that's fine.  Thank you.  Would you agree -- probably Mr. Coyne -- that regulated operating utility companies are generally viewed by investors as less risky than the average company in the market?

MR. COYNE:  That's generally so, although, as we talked about in our evidence, the gap is closing.  And we see that in betas that measure how investors view utilities versus the market as a whole.

MR. MONDROW:  Right.

MR. COYNE:  Whereas it used to be that the betas were in the .65, .70 range say 20 years ago, we now see them moving up into the .8 to .9 level.  So one of the fundamental changes we see in how utilities are viewed is that they are viewed more like the market than they used to be.

MR. MONDROW:  So, if utility companies are viewed as less risky than the market and your market risk, your expected market return is 6.4 percent, how do you get to an ROE recommendation of 10 percent?  I am a little puzzled.

MR. COYNE:  Well, let me see if I can straighten it out.

MR. MONDROW:  Okay.

MR. COYNE:  So that's an input to the CAPM model, and that is the market-equity risk premium.  That's not the total return for the market.

MR. MONDROW:  Right.

MR. COYNE:  So the expected total return for the market would be that 6.4 percent plus whatever the risk-free rate is.

MR. MONDROW:  Oh, so I didn't have the risk-free rate.  That's my --


MR. COYNE:  Right.  So, if you were to -- pick your risk-free rate.  If it was 3½ percent, then I guess that would get you pretty close to a 10 percent expected market return in aggregate.

MR. MONDROW:  Right.

MR. COYNE:  That's for the market overall, you know, and some of those companies will be -- some will be Google and Alphabet and Apple and returning very high, and others will be defensive stocks that will be returning lower returns.  But that's the expected overall aggregate return over the long term.

For a utility, you are going to look at it not through just the CAPM lens.  This is one piece of it.  But we also look at it through the discounted cash-flow model, which gives us a different perspective, and then the market-equity risk premium model.  But it does end up giving you a number that coincidently in this case looks a lot like that market return.

MR. MONDROW:  Thanks.  I want to talk for a few minutes about the risk-free rate component of the CAPM method.  And, again as context for me more than anyone, you agreed with me earlier that you take the expected market return and you subtract the risk-free rate and you get the overall -- the expected return for the overall market above the risk-free rate.

You, in deriving your risk-free rate, you use a 30-year risk-free government bond to subtract from the expected market return.  And I think you used 30 years because it kind of aligns with the expected useful life of utility assets, better at least than a 10-year bond would; right?

That's why you -- you're interested in deriving a 30-year risk-free rate rather than a 10-year risk-free rate?

MR. COYNE:  Let me just address the first part of your question.  When say we deduct a risk-free rate from the total market return I think was at the beginning of your question?

MR. MONDROW:  It was in my preamble, yes.

MR. COYNE:  Right, okay.  Si I just wanted to be clear on that, that I believe in Kroll it's a 20-year bond that they use for those purposes.

MR. TROGONOSKI:  That's right.

MR. COYNE:  So, when Kroll goes about that analysis, the risk-free rate they use is a 20-year.

MR. MONDROW:  Okay.

MR. COYNE:  Long line but not as long, obviously, as the 30.

MR. MONDROW:  Okay.  Well, so you have an expected market return from which you subtract, as I understand it, a 30-year risk-free rate?

MR. COYNE:  Well, okay.  Maybe I will --


MR. MONDROW:  To derive --


MR. COYNE:  Let me see if I can clarify.  As an input to the model, we use this long-term Kroll derivation of the market return.

MR. MONDROW:  Okay.

MR. COYNE:  And, from the total market return for equities, they deduct a risk-free rate, and that's the 6.4 number that I referred to.

MR. MONDROW:  Okay.

MR. COYNE:  History.

MR. MONDROW:  Yes.

MR. COYNE:  Now, we are moving forward to our model on a going-forward basis.  Is that the premise of your question?

MR. MONDROW:  Yes, so the 6.4 is an expected overall market risk -- sorry, expected overall market return; that's the 6.4?

MR. COYNE:  It's the market-equity risk premium above the risk-free rate.

MR. MONDROW:  Above the risk-free rate, yes.  Sorry, that's right.

MR. COYNE:  And that's an input to the capital asset pricing model.

MR. MONDROW:  Right, so then you take that expected market return above the risk-free rate -- yes, sorry, I have lost myself now.

MR. COYNE:  It might be best to go to page 63 of our report to ground your questions, Mr. Mondrow --


MR. MONDROW:  Thank you.

MR. COYNE:  -- where we have the formula there, and maybe we can keep everybody along with us while we address those issues.

MR. MONDROW:  Right.  So, this is, there's a number four beside it on this page; right?  It starts with --


MR. COYNE:  Yes, that's the formula right there.

MR. MONDROW:  -- the cost of common equity.  Yes.

MR. COYNE:  This is the reduced form version of the capital asset pricing model.

MR. MONDROW:  Yes.

MR. COYNE:  And if we go to -- okay.  Oh, you are in DCF.

MR. MONDROW:  A little bit up.

MR. COYNE:  Go forward another couple of pages until you get to Roman numeral -- F, or letter F.

MR. MONDROW:  PDF page 69.  A little bit down right there.

MR. COYNE:  Right, okay.  So, there's the formula.

MR. MONDROW:  Right.  So, I will maybe just let me try, Mr. Coyne and then I will shut up and you can clarify it if I mess it up again.  You take -- the RM is the market return that we were talking about from the Kroll data; right?

MR. COYNE:  Yes.  So, let's put a 6.4 next to that number.

MR. MONDROW:  Okay.  And then you minus it within the parenthesis you minus the risk-free rate which is what I am going to talk to you about now; that's the 30-year bond?

MR. COYNE:  That's right.

MR. MONDROW:  Okay.  And you multiply that market return, minus risk-free rate, by a beta and we are going to come to the betas; but that's essentially an adjustment factor to distinguish the utility stock group from the general market?

MR. COYNE:  That's right.

MR. MONDROW:  Okay. And you then add a risk-free rate to that to get your cost of equity?

MR. COYNE:  That's right.

MR. MONDROW:  Cool.  Thank you.  That was very helpful, thank you.  So, let's talk about the risk-free rate in the parenthesis, which I think goes back to what I intended to be my question, you use a 30-year risk-free government bond rate as the risk-free rate to subtract from the market returns in that part of the formula?

MR. COYNE:  That's correct.

MR. MONDROW:  And you use 30 years rather than 10 years because 30 years better matches the life of the utility assets?

MR. COYNE:  That's right.

MR. MONDROW:  Okay, thank you.  That was very helpful.

MR. COYNE:  Okay.

MR. MONDROW:  But the trick is, as I understand it, the 30-year government bond yields are not available in the consensus forecast that you use, so you used the 10-year government bond forecast and you add a spread that is the spread between historical 10 and 30-year government bonds; right?

MR. COYNE:  That's right, yes.

MR. MONDROW:  Okay.  And so, now I want to talk about the fact that you use a forecast bond yield.  And if you go back to my compendium, please, at PDF page 7, so I had actually excerpted this -- you'll recognize this formula in a second when we get there -- from your evidence, as fate would have it.  So, this is obviously the section of your evidence where you talk about the CAPM model.  And that starts at page 63 of your evidence and then the risk-free rate discussion starts at page 64 of your evidence, which is the next page in my compendium. And in the first paragraph there on page 64 of your evidence -- yes, that's perfect, thank you, Mr. Johnson.  I am interested in the last sentence in that first paragraph:
"In general forecast bond yields, as opposed to the current risk-free rate, best reflect investor expectations and are therefore appropriate for modelling the cost of capital."

And when you say "forecast bond yields best reflect investor expectations", does that mean that an investor today evaluates a particular investment on the basis of yield on an instrument that they will buy at some point in the future?

MR. COYNE:  They could decide to buy it today or wait to buy it in the future but it would inform their expected return on a risk-free rate.  And their decision to buy could be today, tomorrow, the next day, three, five years down the road.  But as they think about making an investment, the premise of this is, and I think this is basic financial theory, that if I were to offer you, Mr. Mondrow, 5 percent for a personal loan because I wanted to buy a new car, you would look at me and say it's pretty risky, and you might say I want 6 percent or 7 percent because I know if I put it in the bank I can earn 4 percent, let's just say, if I put it in a security.  And I would want at least a 2 percent premium for lending that money to Mr. Coyne to buy his car.  But you might look to Mr. Rubenstein next to you and say he is a much safer bet, I see him every other month here at hearings, I am willing to --


MR. MONDROW:  I understand him when he explains something to me.

MR. COYNE:  I will only extract a 1 percent premium for that same car loan to him.  So, but the basis of your premise would be your risk-free rate if I put it in the bank versus lending that money to either of us and it's the same premise here that you start with a risk-free rate as what you know you could earn safely as your default, and then you consider alternative investments and what they would return versus the risks associated with those returns.  And that -- those are the fundamental principles that underlie all these financial models.

MR. MONDROW:  But if I want to get a risk-free rate today don't I only get that if I buy the bond today?

MR. COYNE:  You get that if you buy the bond today but when it informs your decision about whether or not to make that loan or make any other interaction you consider your opportunity cost.  Even if you don't make the loan you evaluate -- or if you don't buy the bond, you still evaluate what your alternative would be.  And you may elect just to put it in the bank, or you may elect to make that loan or other decisions, but it still informs your view of the future and that's what we are trying to get at here.  Before you make an investment you would like to have an informed view of the future.

MR. MONDROW:  I agree with that premise, generally, but we are talking about identifying a risk-free rate to subtract from an expected market return.  And it seems to me the only risk-free rate is a rate you get today rather than a rate you think you are going to get in the future; is that --


MR. COYNE:  It's not how investors think.  Investors always have a forward-looking view and that's why the cost of capital is a forward-looking exercise.  If I were to say to you that, Mr. Mondrow, I would like to take a certain amount of your savings and put it in the bank based on today's Bank of Canada overnight rate, you would -- the first thing you'd do is you would look up what that overnight bank rate is you would find it interesting and the second part of your thought process, I think, would be what is that rate going do in the future?  And that would inform your decision making, and you'd pay lip service to today's rate but you'd be much more focused on what your expectations are for tomorrow.

MR. MONDROW:  Do current stock prices reflect expected risk?

MR. COYNE:  Yes.

MR. MONDROW:  Do current bond prices reflect the expectation for risk free returns?

MR. COYNE:  Yes, I would say yes.  But they also fluctuate over time.  I mean, if you go into the futures market, if all you needed to know was today's bond rate, you would look at the Bloomberg screen for 10-year bond yields and you would expect it to be flat because everything you need to know is in today's rate, but you would find anything but.  There is a very active and robust futures market around risk-free rates, which are bond yields, they fluctuate by the moment and they fluctuate considerably over time.

One of the issues that's reflected in bond yields is expectations around inflation, and that's why the markets hang on every word the Bank of Canada or the Federal Reserve Bank have to say about their market actions, because it has a profound impact on what the expectations are for the future.  So, bonds that trade today at today's prices are just a small piece of the story, but they are a piece of the story in terms of expectations for the future.

MR. MONDROW:  On the historical piece of your derivation of the risk-free rate the spread between a 10 and 30-year bonds that you add to the forecast, 10-year bond price, you generally, I gather, recommend using a 90-day historical average of that spread but not in this case.  I am going to let you talk about why but have I got that right?

MR. COYNE:  Yes, yes.  We find 90 days to be more robust than a single day, of course, because the spreads move around quite a bit on a day-to-day basis.

MR. MONDROW:  Right.  But in this case you use a 10-year average spread because the spread you normally would have recommended, the 90-day average, has been negative in recent months.  Is your view that that's anomaly and inappropriate to overemphasize that anomaly in the analysis?

MR. COYNE:  That's correct.

MR. MONDROW:  Okay.  So why the 10 years?  Why did you pick 10 years?  There is a lot of space between 90 days and 10 years; what made you pick 10 years?

MR. COYNE:  Maybe Mr. Trogonoski could address that issue?  I was hoping he was going to have a better answer than I would.

MR. MONDROW:  Now, I really want to hear the answer.

MR. COYNE:  Yes.  You know, we have been in this inverted bond yield market for some time now, so we wanted to develop a period of time that was long enough so that we could get what we considered to be a normalized yield curve.  It could have been five, it could have been 10, but we wanted something that looked more normal than what we are seeing today.

And the Board relies on also a spread in its own analysis that goes into the current formula.  And the same issue exists there, that spreads taken in any given point in time may or may not reflect normalized market returns.  And that's something that we are cautious about.

MR. MONDROW:  How long have been we been in this inverted bond spread situation?

MR. COYNE:  I am hoping Mr. Trogonoski has a better answer than he did in the first.

MR. TROGONOSKI:  I think it's been around 18 months, or a little bit longer.  And I think we are coming out of it now, actually.

MR. MONDROW:  Right.

MR. TROGONOSKI:  We are starting to see the 10-year bond have a lower yield than the 30 year.  So we are beginning to revert to a more normal yield curve.

MR. MONDROW:  Am I -- I am sorry.


MR. COYNE:  No, I think that's...

MR. MONDROW:  I would leave it at that, too, if I were you; I think it was a good answer.

MR. COYNE:  I will go with that.

MR. MONDROW:  Okay.  Am I correct that the -- this is just math, which isn't my forte as you know, but the longer the period of time that you take your spread over, the less impact this negative yield, this inverted situation has on your risk-free rate.  Right?

MR. COYNE:  Could you restate the question?

MR. MONDROW:  Yeah.  So you said you could have done five years, you could have done 10 years.  By doing 10 years, the impact of this inversion is minimized relative to doing five years?

MR. DANE:  I would just jump in there and say the impact of any short period of time is minimized, and so that's the point.  It's not specific to one point in time; it's to gather a longer term representative measure.

MR. MONDROW:  Yeah.  Usually, you use --


MR. COYNE:  I would prefer not to go back in time.  I prefer -- you know, typically, like we would say, we would use 90 days because I generally view more current market data as being more informative.  But in this case, we are forced to go back in history for -- because of this extraordinary circumstance.

MR. MONDROW:  Right.  So the extraordinary circumstances lasted a year and a half, and you went back 10 years.

MR. COYNE:  Yes.

MR. MONDROW:  And the result of going back 10 years rather than five years is you get a higher risk-free rate in the 10-year calculation, or the calculation using 10 years, than you would if you had used five years.  Right?  And maybe that's appropriate, but that's the mathematical result.

MR. COYNE:  That, I don't know.  If I had the five and 10 in front of us, I could tell you.  But I don't know that.  We may have had inverted periods in the 10 year, as well.

MR. MONDROW:  Mr. Trogonoski, were there inverted periods in the 10 years?

MR. TROGONOSKI:  I don't believe there were, on a sustained basis.  I think the last time we saw that was probably about the time of the financial crisis in 2008 and 2009.  So that was about 15 years.

MR. MONDROW:  So using 10 years rather than five years would have resulted in a higher risk-free rate.  Right?  Sorry, let me restate it:  If you had used five years rather than 10 years in your averaging, you would have come up with a lower risk-free rate than you did?  And I am not saying there is anything wrong with that, but that's the mathematical result, isn't it?

MR. TROGONOSKI:  I think you are right.  But I also think that if you were to go back a hundred years, it would look similar to the 10-year average that we are using here, because these periods of inversion are very uncommon in history.  So we are trying to find the normal relationship between the 10- and 30-year bond, and that's, you know -- using five years I don't think quite gets you to that normal relationship.

But if you go back 10 years, you get closer to where it's been over the last hundred years.  So that's why we did it.

MR. MONDROW:  Why wouldn't you go back further, if you really want to get a normal --


MR. TROGONOSKI:  We could have.

MR. MONDROW:  But you didn't.  You made a judgment; there's nothing wrong with that.

MR. TROGONOSKI:  Yeah.

MR. MONDROW:  That is your professional judgment.

MR. TROGONOSKI:  We made a judgment.

MR. MONDROW:  But that's my point; you made a judgment.

MR. COYNE:  I might add that, you know, we see this, we identify this problem in our testimony.  And this inverted yield curve has caused us problems in terms of deriving a reliable forecast of the 30-year bond yield.  So, in our testimony, we recommend the Alberta solution of going with bank forecasts of 30-year bond yields with a 75 percent weight, and current bond yields with a 25 percent weight.

And we think the Alberta commission's solution is a reasonable one, and it takes us out of this dilemma of not having a consensus forecast for a 30-year bond yield.  So I think there is a better solution, and that's the one that we endorse in our testimony.

MR. MONDROW:  Thank you.  Can we go to page 23 -- PDF page 24 of my compendium, please, which is page 23?

This was the point I was looking for before, Mr. Coyne, and this was about the forward-looking market risk premiums which you discarded.  And I suggested to you that you discarded them because you didn't view them as reasonable estimates of long-term future growth.  And I am not sure you quite agreed with me, but as I read this response to one of our interrogatories, and if you go to part (k)?

MR. COYNE:  And you are on page 22 of the compendium?

MR. MONDROW:  I am on page 23.

MR. COYNE:  Page 23.

MR. MONDROW:  Yeah.  In response to part (k), it says:
"Concentric has considered whether the current short-term EPS projections for the S&P companies are sustainable over the longer-term.  That is the main reason why Concentric did not rely on the forward-looking MRP for either Canada or the US in its CAPM analysis."

And I understood that to essentially mean you looked at them and you just didn't think they were reasonably reflective, so you chose not to average them in to your expected market return figure.  Is that a fair read?

MR. COYNE:  I am concerned about their sustainability, and I deliberately wanted our analysis to be one that was reasonable, credible and sufficiently conservative, so that it couldn't be questioned on this basis.  It is one of the more difficult aspects of a cost of capital analysis, is determining the right forward-looking market return, so felt as though the preferred approach would be to, as I mentioned earlier, to take it off the table and use a historical return that's not subject to, you know, the many vagaries of forward-market returns that are out there -- more conservative and fact based, and not opinion based.

MR. MONDROW:  So the historical market risk premiums were calculated from historical stock market total returns.  We talked about those, the Kroll data, subtracting historical income-only returns for government bonds.

What's the difference between income-only returns for government bonds and, if there is such a thing, total returns for government bonds.

MR. COYNE:  Good question.

MR. MONDROW:  Thank you.

MR. COYNE:  So, if you buy a bond, it's not truly a risk-free investment, because for anybody that's ever looked at a bond investment, it is -- you would know that you are going to get a coupon return on that bond, if it's a government bond; let's just say it's returning 4 percent right now.

But, in addition to that, you may buy it today and, if inflation goes up, then it will be subject, the value, the principal value of that stock could change considerably.  And that is the principal -- the potential for principal loss that you have, even with a risk-free bond investment.

So the two portions of that return are the income portion of the return, i.e. the dividend that it's going to pay you every year, and then the ups and downs of the principal value of that bond.  So we have taken the truly risk-free portion of it, and that is what the government promises to pay you every year, as long as you hold that bond.  It is the income portion of it.  That is the true risk-free rate.

MR. MONDROW:  Well, you actually used a forecast of that, right, rather than today's rate?

MR. COYNE:  In the model, we use a forecast bond yield, yes, and there is no --


MR. MONDROW:  Income-only --


MR. COYNE:  -- way to really --


MR. MONDROW:  -- bond yield.

MR. COYNE:  Well, there is no such thing as a forecast income-only bond yield.  It's, the presumption is that it's the right bond yield and that there will be no loss or gain on the principal balance of that bond yield.  But the reality is that there will be, but you don't have the ability to separate those in a forecast the way you can historically.  And that's the approach that Kroll takes, and we think there's ample support for it.

MR. MONDROW:  Thank you.  Still in CAPM, I am now going to have the pleasure of talking to you about betas.  It is intended, as I understand it, to be a measure of the extent to which a given security -- in our case it's [audio dropout] utilities is more or less risky than the market average.  That is what the beta is supposed to represent; is that fair?

MR. COYNE:  That's fair.

MR. MONDROW:  Thank you.  And it's actually a percentage, and you apply that to the market-risk premium to derive the risk premium for the class of securities you're interested in?

MR. COYNE:  That's fair.

MR. MONDROW:  And the notion of the Blume investment, another word, another reference to these betas, is a formulaic adjustment.  And that was derived by a gentleman by the name of Marshall E. Blume 54 years ago, in 1970, as I understand it; is that right?

MR. COYNE:  1975 -- his initial study was in 1970, 1971, published again in 1975.

MR. MONDROW:  The Blume adjustment, the concept of the Blume adjustment is the concept of these betas, these measures of a distance from the market rate to the particular class of securities we are interested in, that that beta tends to converge towards one in the long term.  That's the bloom hypothesis and the basis of the Blume adjustment; right?

MR. COYNE:  Right, it's the basis of his empirical analysis of groups of stocks and the market as a whole over a substantial period of time.

MR. MONDROW:  And so what Concentric does is you take your raw betas, as they are referred to, and you adjust it using the Blume formula; right?

MR. COYNE:  No.  What we do is we take the value line -- we use two different sources for beta, value line that publishes only Blume-adjusted betas because it's the industry standard, and that's what they publish for their investor universe.  But they, in their literature and in their backup, you can see that they use the Blume adjustment.  And then we use Bloomberg as the secondary source, and Bloomberg allows you to specify as a user in their terminal whether or not you want to use a raw beta or a Blume-adjusted beta.  And we used the Blume-adjusted betas to be consistent with the value line estimates, and then we averaged them together.

MR. MONDROW:  So you used the Blume-adjusted beta to be consistent with the Kroll data?

MR. COYNE:  Value line.

MR. MONDROW:  Sorry, value line data.

MR. COYNE:  Right.

MR. MONDROW:  And so both source of data, your adjusted data and the value line data, include the premise that, over time, the utility stocks that we are adjusting tend to converge to the market mean?

MR. COYNE:  Yes.

MR. MONDROW:  Okay.  And do you believe that to be true, that, over time, utility stocks will tend to converge towards the market mean in terms of returns?

MR. COYNE:  If you turn to, if we could turn to Figure 3, page 44 in our report -- I am sorry.  I don't have the PDF numbers here, but it's probably around 49 based on prior relationships.

MR. MONDROW:  Sorry, what figure?

MR. COYNE:  I am on Figure 3 on page 44, hard copy.

MR. MONDROW:  That would be page 50 of the PDF.

MR. COYNE:  Thank you.  And, if you scroll down to the figure at the bottom of the page, you can see 5-year Bloomberg beta, raw and adjusted.  And let's just look at the "raw" column.

MR. MONDROW:  Sorry, we are looking at the rows; right?

MR. COYNE:  Yes, yes, and we are looking at the second-last row --


MR. MONDROW:  Yes.

MR. COYNE:  -- the Bloomberg beta raw, so no adjustment, no Blume adjustment.  The second row is the adjustment to those betas, the Blume adjustment, so you can see that, over time -- and this is when this Board last considered this issue, in 2009 -- the .64 was the North American proxy group average beta then, and today it is .82.  If you were to look at the adjusted beta back in 2009, it's .76, right?  So that's the Blume adjustment.

So you can see that, over this period of time, not only has it gone to the Blume adjustment of .76, go to the raw, it's at .82.  So the fact of the matter is that, while we didn't predict this -- I suppose Blume's theory would have predicted this -- that in fact has been the case in the utilities industry.

But, because the Blume adjustment is based on where you are today versus "1," which is the market return, as you move closer in your raw beta towards "1," the adjustments become smaller, so you can see that even a raw beta is .82 versus .88 on the adjusted basis.

So I know this tends to -- and perhaps this is the premise of your questions.  I know this tends to be an issue that's more controversial here than we see in the US, for example, around whether or not or how beta should be adjusted, but the fact of the matter is that, if you don't believe they should be adjusted, then the difference is actually pretty small compared to what it used to be.

And I think that actually, in an IR response, if I can put my hands on it, yes, we were asked to calculate our results.  This is in response to CCC-6, using raw betas, and our results for the North American combined proxy group using raw betas, no Blume adjustment, is 9.87 versus the 10 or is it 10.1 in our adjusted results through all the models.

So I don't want to underestimate the importance of the issue, but it doesn't make the difference in results that it would have at one point in time.

MR. MONDROW:  But it matters enough that you recommend adjustment and object to those who recommend use of raw beta?

MR. COYNE:  It's the industry standard, and it's one that we use consistently and we believe -- you know, most of the investment community that we interact with uses the Blume beta as a standard, so, if you don't use the Blume-adjusted beta, if you -- for example we haven't adjusted the beta for leverage.  The experts from NEXUS have adjusted the beta for leverage.  The same is true for the experts from LEI.  And so we have made no further adjustments to beta, other than what we would call the standard Blume adjustment, which is sourced from value line as its is or selected thus so from Bloomberg.  I just wanted to put it in perspective, so there is --


MR. MONDROW:  Yes, I appreciate that.

MR. COYNE:  I think it's a 13- or 14-basis-point difference in the result if you were not to adjust beta, at all.  And I just don't see any basis for that, but, if you had that belief, that would be the end result.

MR. MONDROW:  Well, we will come back to the basis for it in just a second, pardon the pun.  But the premise of the Blume adjustment is that you expect the risk of the stock over time to equal the average market risk; that's the premise of the Blume adjustment; right?

MR. COYNE:  No, no, it never gets to "1."

MR. MONDROW:  It never gets to "1"?

MR. COYNE:  No.  The premise of the Blume adjustment is that, the farther away you are from the market return, the more you will -- the tendency will be to move that, the risk of that company and that stock closer to the market.

MR. MONDROW:  But never reach --


MR. COYNE:  High-risk companies become less risky over time, you know.  Maybe it's an AI company that today is soaring with a very high beta that over time becomes a company that looks more like Microsoft than it does ChatGPT, and the same is true for a very low risk company that will invest those proceeds in different ways and move closer to the market.  But the purpose of beta the adjustment isn't to determine whether or not they actually ever get to one.

Financial analysts and empirical economists that look at the capital asset pricing model look at whether or not the results from the model perform better if you use an adjusted beta or not.  And Fernandez did a study that we quote in our testimony, has studied this issue extensively, and he's determined that beta that works the best of all using the CAPM model for actual market returns is one.  Better than the market, better than a beta, a Bloom adjusted beta, just to use the number one.  And so, I think that's somewhat telling.  But because utility betas have moved closer to the market anyway over time it makes it less of an important issue from this analytical perspective.  If you were to start with a very low beta, and then use a Bloom adjustment it would make a big difference, but the 5-year betas that we rely on are progressively moving closer to the market return over time anyway.

MR. MONDROW:  I told you this would be fun.  Thank you.  Spent enough time on a de minimus topic, as you see it I think.  But I appreciate your explanation.

I am just looking for my next reference in my compendium, and it's page 134 of your evidence.  And I didn't write the right page number down here so I just have to find it, if you can bear with me for a minute.  And it's important because I was going to read you a passage otherwise I would fudge it, but I better not do that.  Well, just in case, Mr. Johnson, we can go to page numbered 134 of the Concentric evidence just in case I don't find it quickly enough.  This can't be page 134.  134, please, and that's the page number, so let's try around 140, I guess.  Actually I am going to find it, let's go back to my compendium, please.  Oh, you have got it?  Okay, that's fine, thank you.  Yes, that's it, thank you very much.

So, I am looking at the first -- and you have been through this with other questioners, so I am just going to follow-up with a couple of things.  But I am looking at the first sentence in this paragraph, so this is --


MR. COYNE:  I'm sorry, which page are we on?

MR. MONDROW:  It's page 134 of your report.  It's the analysis of comparative equity ratios.  And you start off your discussion here by saying as follows:
"The deemed equity ratios for Ontario's regulated electric distribution and transmission and gas distribution utilities are generally in line with the average equity ratios for their Canadian counterparts but well below the average level for US electric and gas utilities."


And so, and you had a discussion with Mr. Rubenstein at some length about this, and it's a pretty fundamental premise in your evidence that we are lined up with Canada but you have to look at the North American market for capital, the equity market.  And so, that premise, would you agree, is pretty fundamental to the Board's conclusion on whether your evidence is persuasive or not?  That is that this panel needs to agree with you that the right comparator group is a comparator group that includes, in fact is predominated by, US utilities and not just Canadian utilities; that's fundamental support for your positions in this proceeding?

MR. COYNE:  It is, yes.  And as this Board concluded back in 2009, it recognized even then that it's a North American market and it was appropriate to do so.  So, we are asking this Board to use the same standard it did in 2009 again in this proceeding, and it's not -- I think in 2009, if I can share my personal perspective on it, I think the Board showed a lot of courage and leadership in terms of that recognition because it wasn't as, perhaps not as obvious in 2009 as I think it is in 2024, around the thorough integration of these markets and the industries.

There were certainly strong signs of it then and the NEB had found -- reached a similar conclusion in its 2QM decision, but I think this Board was stepping out in terms of its understanding of that issue then.  But I think that time has proven this Board correct and once again I think it's time for the Board to consider that same standard.

MR. MONDROW:  The Alberta Utilities Commission doesn't agree with you though; right?

MR. COYNE:  They have accepted the use of a North American proxy group for purposes of determining ROEs but not on the equity ratio side.  The BCUC commission has taken a strong step in that direction.

MR. MONDROW:  And the Régie in Québec is very cautious about US comparators when it comes to cost of capital matters?

MR. COYNE:  They have in my experience been very cautious in that regard, yes.

MR. MONDROW:  So, the rationale you offer and you have been over this again and again, almost at every opportunity because it's a big issue, for including predominantly US comparators in your analysis is the premise that North American, indeed global, capital markets are integrated.  And I think what that means is that capital is not generally jurisdictionally restricted but moves from jurisdiction to jurisdiction certainly in North America; right?

MR. COYNE:  That's true.  They are fluid capital markets, highly integrated.

MR. MONDROW:  Which means that, in your view, Ontario regulated utilities must compete in the North American, thus including the US, capital markets for equity?

MR. COYNE:  Not all.  Some do directly, others do indirectly.  And in order to provide this analysis we use the well-founded economic principle the opportunity cost of capital.  And most experts agree when they interpret the Northwestern decision, it's view that it's an opportunity cost of capital that matters, and it's the opportunity cost that sets the benchmark for capital and that's a North American one.

MR. MONDROW:  It's another fundamental premise of financial matters, Mr. Coyne, isn't it that investors look for a risk-reward balance, so a higher risk requires greater reward, to attract capital, and conversely a lower risk requires a lesser award to attract capital?

MR. COYNE:  Yes.

MR. MONDROW:  And so, equity investors don't necessarily require the same risk-reward balance in all jurisdictions; right?  So, if there's a lower risk jurisdiction that provides a lower return that might still achieve the capital attraction standard as compared to a higher risk jurisdiction that provides a higher return?

MR. COYNE:  And now you are talking about regulatory jurisdictions for utilities I assume?

MR. MONDROW:  Yes.

MR. COYNE:  Yes, I think there could be differences, yes, in risk based on jurisdiction.  Equity and investor analysts certainly point to them.

MR. MONDROW:  If investors perceive Canadian regulated utilities, Ontario regulated utilities in particular, as having lower risk than US regulated utilities, a lower reward on a Canadian utility or an Ontario utility investment compared to the US utility investments would still meet the capital attraction standard; wouldn't it?

MR. COYNE:  It could but I don't know how a regulator would reach that conclusion.  Because the equity analysts and credit rating agencies and those that study capital markets have not reached that conclusion.  So, I don't see any sound basis for a regulator reaching that decision based on objective -- what others that view these markets and how they view them see.

We cite a Moody's report from many years ago now, and UBS opinions in that regard, and they all say that there is no credible basis for reaching that determination.  And not only in our evidence, but I know it's in the Nexus evidence as well, considerable evidence, around the integration of these capital markets, and that basis as being a solid one for determining the cost of capital.

MR. MONDROW:  Yeah.  Let's look at some of your evidence, please.  So it is page 53, PDF 54 of my compendium.  This is another excerpt from your evidence.

MR. COYNE:  And which page in the evidence?

MR. MONDROW:  Page 55.

MR. COYNE:  Page 50 in the evidence?

MR. MONDROW:  Page 55, in your evidence.  So I am in my compendium, but in the evidence, I don't know... can you go to the compendium?  I have that PDF page number; it's PDF page 54 in the compendium.  Yeah, perfect.

So here is the crux of the matter I think, Mr. Coyne, the top sentence:
"Based on these macroeconomic indicators, there are no fundamental dissimilarities between Canada and the US (in terms of economic growth, inflation, or government bond yields) that would cause a reasonable investor to have a materially different return expectation for a group of comparable risk utilities in the two countries."

That's the evidence that you're referring to.  Right?

MR. COYNE:  In part, yes.

MR. MONDROW:  Reading on:
"Our cost of capital analysis is framed by the conclusion that Canada and the US comparable macroeconomic and investment environments."

And your report then has evidence about overall economic and investment environments in Canada [audio dropout] macroeconomic [audio dropout]


But correct me if I am wrong, there is no evidence in your report about the respective utility regulatory regime, is there?  I think you went over this earlier today; you haven't looked at that?

MR. COYNE:  We have looked at it extensively.

MR. MONDROW:  Well, it is not in your report.

MR. COYNE:  It is.

MR. MONDROW:  Is it?

MR. COYNE:  Yes.

MR. MONDROW:  Can you point me to it?

MR. COYNE:  Well, we went through an exhibit, Mr. Trogonoski will recall, that looked at regulatory treatment in every jurisdiction of our proxy group companies, and compared those.

MR. MONDROW:  That was an interrogatory response you are referring to?

MR. COYNE:  I believe it's also in one of our exhibits; Mr. Trogonoski will direct us there.  But also in our -- well, let me just stop there for a moment.

MR. MONDROW:  Sure.

MR. DANE:  So I will just jump in while we are looking that up:  so we describe our analysis of the regulatory jurisdictions in our evidence.  And then we had follow-up discovery in interrogatories, asking for some of the analyses supporting that discussion.

MR. MONDROW:  Okay.  And so I ask where in your evidence that description is.  I think that's what Mr. Trogonoski is looking up.

MR. DANE:  We were there earlier today with --


MR. COYNE:  We seemed to have gone mind-numb, around our --

MR. MONDROW:  Join the club.

MR. TROGONOSKI:  In the response to CCC 4, it's Attachment 2.

MR. MONDROW:  Right.  So that's an interrogatory response.

MR. TROGONOSKI:  Correct.

MR. MONDROW:  Yeah, I remember that.  I was asking about your evidence.

MR. TROGONOSKI:  We summarize that in narrative form in the report, on pages 126 and 127.

MR. MONDROW:  Okay.

MR. TROGONOSKI:  And then we also discuss the opinions of Standard & Poor's about the regulatory environments, as well as of UBS, the investment bank from the equity investor perspective.

MR. MONDROW:  Was there anything else?  Or is that it?

MR. COYNE:  Well, those were examples.

MR. MONDROW:  Well, are those the best examples?

MR. COYNE:  But it's also the case that we testify --


MR. MONDROW:  Sorry.  Sorry, Mr. Coyne.

MR. COYNE: ...we testify -- I am sorry?

MR. MONDROW:  Mr. Trogonoski, are those the best examples?

MR. TROGONOSKI:  Mr. Coyne cited the Moody's report earlier as well, from 2013, that compares the regulatory environment in general in Canada to that in the US.

MR. MONDROW:  Okay.

MR. TROGONOSKI:  And also a Scotiabank report from 2019 that comes to a similar conclusion.

MR. MONDROW:  Okay.

MR. COYNE:  But it's also the case, Mr. Mondrow, that we work with investors every day, every month on both sides of the border, looking at investments in utilities.  So these are ongoing discussions that we have.  And I can say that there isn't a one that says to us, especially a Canadian investor -- these are pension funds in Ontario and BC and elsewhere that we talk to routinely -- and there isn't a one that says we want to make an investment in the US.  And, by the way, we want to treat it differently than a Canadian investment from a cost of capital perspective.  We don't hear that.

I mean, it is considered a fluid investment in market from real investors that are looking at utilities on both sides of the border.

So if you abstract from some of these other reports and things of that nature, we see it.  The evidence is clear that Canadian investors are investing in US markets because they feel that those risk-adjusted returns are fair and reasonable.  And so we see it every day.

But we don't hear them saying "We assume that our cost of equity in Canada should only earn 9 percent versus 10 percent in the US."  It's not part of the discussion.  It's not part of their framework in thinking about these investments, in our experience.

MR. MONDROW:  Are they not investing in Canadian utilities, at all?

MR. COYNE:  They are investing in both.  But my point is that they are not investing in both with a sense that there is a country risk differential or a regulatory risk differential; it's across the board.

What they will say to us is that -- and they will ask us questions about regulatory environments, about their ability to earn their required return or about the regulatory frameworks and how they are evolving and things of that nature; there are some concerns with some jurisdictions based on regulatory trends that they see.  Those are discussions that we will have that are jurisdictional specific.  But there isn't an across-the-board suggestion that there is a risk premium or differential between the US or Canadian side of the border that comes up in those discussions.

MR. MONDROW:  And when we talk about jurisdictions in respect of regulated utilities, each province and state is a different jurisdiction.  Right?

MR. COYNE:  That's right, yeah.

MR. MONDROW:  I think, Mr. Chair, you wanted to break about 3:15, if I am not mistaken, and I am making decent time.  I may need a little bit time after the break; I think I still have some.  But do you want to break now?

THE REPORTER:  Sorry, Commissioner Janigan, your microphone is not on.

MR. JANIGAN:  And I was talking about you, as well, that you would prefer a break every 90 minutes.

MR. MONDROW:  This is a perfect time, if that suits the panel and the court reporter.

MR. JANIGAN:  Okay.  Let's take a break.  Come back -- let's say 3:20.

MR. MONDROW:  Thank you, sir.
--- Recess taken at 3:01 p.m.
--- On resuming at 3:22 p.m.

MR. JANIGAN:  Please be seated.

MR. MONDROW:  Thank you, sir.  Mr. Coyne and others, I want to talk a little bit about comparators for a few minutes.  So, Mr. Coyne, a little less than a year ago you filed cost-of-capital evidence before the Newfoundland and Labrador Board of Commissioners of Public Utilities -- we will call it the Newfoundland PUB for short -- on behalf of Newfoundland Power.  Was that for 2024 rates, or was that a cost-of-capital proceeding; do you recall?

Okay, for 2024 rates?

COURT REPORTER:  I'm sorry, Mr. Coyne.  I don't think your microphone was on.

MR. COYNE:  Thank you.

COURT REPORTER:  And so your answer to that question was?

MR. COYNE:  The evidence was submitted in November of 2023.  Mr. Trogonoski, do you recall if that was for 2023 rates?

MR. TROGONOSKI:  I believe it may be for 2025 rates because there is not a decision been issued yet in that case.

MR. MONDROW:  Okay, so, yes, 2024 or 2025, we can leave it at that.  Thank you, that's fine.  You might want to move your microphone down just a little, Mr. Coyne, just a little closer to your mouth, for the court reporter and so I can see your eyes.  I actually can't see your eyes from here.  I can see your general outline, so we're all good.

So fairly recently you filed that evidence, I suggested to you, and, in that evidence, your view as I understand it was that Newfoundland Power faced a significant risk due to its small size.  Do you recall that?

MR. COYNE:  I do.

MR. MONDROW:  Of course, Newfoundland Power is much smaller than Enbridge Gas Distribution or Enbridge Gas Inc., I guess it is, and much smaller than Hydro One?

MR. COYNE:  That's right.

MR. MONDROW:  And you also said in that proceeding that Newfoundland Power faces a significant risk due to weak macroeconomic and demographic [audio dropout] in Newfoundland?

MR. COYNE:  That's right.

MR. MONDROW:  And those conditions and risks are greater than macroeconomic and demographic risks in Ontario?

MR. COYNE:  That's correct.

MR. MONDROW:  And you said that Newfoundland Power faces a significant risk due to potential issues with future demand and slow potential growth in customer demand?

MR. COYNE:  I don't recall that specific testimony.  Maybe you could refer me to it.

MR. MONDROW:  I can't because I don't have that evidence in front of me, to be honest.

MR. COYNE:  I don't recall that element of my testimony.

MR. MONDROW:  So you don't --


MR. COYNE:  I recall looking at that issue, but I don't recall characterizing it as substantial new risk or as you characterize it, pertaining to low growth or demand.

MR. MONDROW:  Yes, so I used the word "significant," but would you say based on your examination last year that Newfoundland Power faces risks due to issues with future demand and slow potential growth in customer demand?

MR. COYNE:  One moment, please.  I recall citing the economy as a weakness in Newfoundland, as opposed to your characterization, surrounding electric load growth and demand.  And, again, I could come back and look at the testimony and be corrected, but I don't have that recollection.

MR. MONDROW:  Okay, that's fine.  Do you recall the ROE and equity thickness you recommended for Newfoundland Power for whatever the test year is, '24 or '25?

MR. COYNE:  I do.

MR. MONDROW:  And was that an ROE of 9.85 percent and an equity thickness of 45 percent?

MR. COYNE:  It was.

MR. MONDROW:  Okay.  And, in February 2023, about 18 months ago, you filed evidence with the Alberta Utilities Commission on behalf of ENMAX Power Corporation.  Is that right?

MR. COYNE:  Yes.

MR. MONDROW:  And, if you can look at PDF page 58 of my compendium, this is part of your response to AMPCO/IGUA-17, and you helpfully --


MR. COYNE:  58 in your compendium?

MR. MONDROW:  Yes, it's PDF 58.  The page number at the top is 57.  And here you helpfully provided a complete excerpt from your report for ENMAX, which was submitted in that proceeding.  And I just want to look at what you said there.  So, starting in the second sentence, which is the fourth line down, you see where it says "on that basis"?  I am just going to read that in:
"On that basis, we find an increase in the deemed equity ratio for Alberta's transmission and distribution utilities to 40 percent is necessary to minimally meet the fair return standard.  This ratio is on par with credit-rating agency guidance, albeit at the low end of guidance, for an investment grade credit rating by Moody's."

And here is the part I want to draw your attention to, Mr. Coyne:
"It is also aligned with the deemed equity ratios of comparable-risk electric utilities in Ontario and elsewhere across Canada.  At our recommended return of 9.5 percent, this equity thickness is appropriate when compared to other Canadian utilities."

So do you still think that Ontario utilities are comparable-risk utilities to ENMAX Power?

MR. COYNE:  I would say, from an investor perspective, it generally is.

MR. MONDROW:  Thank you.  Can we go to the next page of the compendium, which is numbered 58 at the top.  And I want to take a few minutes and review this interrogatory response with you because, frankly, in preparing for the hearing and working with Dr. Cleary, as you will have guessed from some of my questions, I found that this interrogatory got a bit messed up in the translation.  And that was my fault, and so I want to see if I can clear up a few things here.

First of all, the table set out at the top here of this interrogatory request is your Canadian proxy group for your report in this case; is that right?

MR. COYNE:  I will verify that in a moment.

MR. MONDROW:  Sure.  And, while you are doing that, you will verify this, as well.  My next question is just to highlight that this table includes in this case AltaGas, which wasn't included in the AUC proceeding, but I will come to that in a minute, so that's what I want you to confirm.

MR. COYNE:  Yes, it is.  That is our Figure 4 from page 46, and that is the Canadian proxy group that we used here.

MR. MONDROW:  Okay.  And AltaGas is included in your Canadian proxy group for this proceeding, but it wasn't included before the Alberta Utilities Commission, and, as I understand it, that's because the commission in that case dictated the parameters for the proxy group; the credit rating for AltaGas was too low to meet those parameters.  Is that correct?

MR. COYNE:  Yes in the case of the first.  The Alberta commission went through a consultation with experts and reached a determination around a North American proxy group that did not include AltaGas.  And let me see if Mr. Trogonoski might remember the basis for including AltaGas.

MR. MONDROW:  Well, I think if you -- that's fine.  Mr. Trogonoski can think about that.  But, if you flip to your response to part B, which is on page PDF 61 of my compendium, I think the answer is there.

MR. COYNE:  Right.

MR. MONDROW:  And, if you look at part D, there is a further explanation that has to do with the credit ratings of AltaGas being BBB minus and the AUC's proxy group included only BBB plus or higher.

MR. COYNE:  That's right.

MR. MONDROW:  Okay.

MR. COYNE:  Yes.

MR. MONDROW:  And so here is the part that I messed up.  So, if you look at the question part C, so this is back on PDF page 60, which is page 2 of 4 of the interrogatory response, I asked you:
"Please confirm that, at the time of the Alberta generic cost of capital proceeding relative to the AUC's approved proxy group as noted in the above references, AltaGas limited had --"

And then we mentioned growth estimates and DCF constant growth, cost of equity estimates and so on.  And what it should have said is, "Please confirm that in this current OEB report AltaGas limited had."

So you used AltaGas in this case, and each of these parameters, in other words, I intended to ask you to confirm respect of your current report before this Board.  So, if I changed that question and you don't have to do it on the fly, you can take an undertaking, but I did want to clear this up.  If you can answer that question in respect of the parameters for AltaGas, as you used AltaGas in your proxy group, for this proceeding I would appreciate that; would you be able to do that?

MR. COYNE:  I think I can just do it right now without an undertaking.

MR. MONDROW:  Sure, if it's fast.

MR. COYNE:  If you go back to our proxy group screening on page 45 of our report, we described there, and I will read it so that we don't have to struggle to get there, but the first proxy group is comprised of publicly traded regulated Canadian electric and natural gas companies.  And this is -- this goes to the dilemma we faced from an analytical standpoint recognizing there are few publicly traded companies in the utilities sector in Canada.  The only screening criterion was the investment grade credit rating which all companies in the sector have.

So, on that basis we did include AltaGas because it has an investment grade credit rating.  The Alberta commission adopted a more stringent standard for inclusion of Canadian companies and therefore it wasn't included in their sample.  And in their sample they had a group of 33 North American companies and of those five were Canadian, we have six in this case because we did include AltaGas.

By and large we were aligned with what the Alberta commission was attempting to do with creating that North American proxy group, we were active participants in the process.  I certainly didn't object to their exclusion in that case.  I think by and large they ended up with a very reasonable set of screening criteria.

MR. MONDROW:  Sorry, I had understood that from our previous exchange a minute ago.  What I was asking in respect of part (c) of my request is whether you could answer these sub questions in respect of the placing of AltaGas in your current proxy group for this proceeding.  So, we asked you to confirm a number of parameters, suggesting that AltaGas had the highest growth estimate, second high DCF constant growth, highest beta estimate, highest CAPM historical MRP, cost of equity estimate -- and I am asking you whether you can confirm those assertions in respect of the placement of AltaGas in your current proxy group in this hearing.

And, again, you don't have to do it now.  I just wanted to correct this response to address what I intended to ask and not what I did ask.  The answer to what I did ask was we can't confirm it because they weren't in the proxy group, so I am asking you to confirm those assertions in respect of your current proxy group; could you do that by way of undertaking?  I prefer undertaking.

MR. COYNE:  Yes, we can take that as an undertaking if you'd like.  What I would point out though and maybe this is helpful to your question or maybe not, but if you look at our, the three proxy groups that we relied on in reaching our recommendation, the North American gas proxy group, AltaGas is in there.  The US electric proxy group they are not in the in there.  And the North American electric proxy group they are in the not in there.  So, they are in one of the three proxy groups that we have relied on in reaching our recommendation.  So, I just wanted to put their inclusion or exclusion in perspective, they are only in one of the three proxy groups that were relied on.  And so --


MR. MONDROW:  So, with that --


MR. COYNE: -- if that remains important to you we can certainly take that as an undertaking.

MR. MONDROW:  I would appreciate that with that context, if you could reproduce this response but answer for part (c) with reference to your proxy group in this proceeding, and while we are at it, in respect of part (e) I made the same mess-up in respect of Enbridge Inc., and I would like you to answer part (c), update the answer to part (c), again, with reference to the inclusion of Enbridge Inc. in your proxy groups, in this proceeding.  In one of your proxy groups in this  proceeding.  If we could have an undertaking and you could just update this response accordingly, I would appreciate that.

MR. O'LEARY:  Yes, that's fine.

MR. RICHLER:  J3.6.
UNDERTAKING JT3.6:  TO REPRODUCE THE RESPONSE TO PART (C) WITH REFERENCE TO CONCENTRIC'S PROXY GROUP IN THIS PROCEEDING


MR. MONDROW:  Thank you.  Now, my understanding, Mr. Coyne, and I am just looking for -- I thought we had a reference in the actual undertaking -- but my understanding is that the AUC in its 2024 review excluded Enbridge Inc. from its comparator group on the basis that the associated business risk form of regulation comparability of Enbridge Inc., and for that matter TC Energy corporation, which the AUC also excluded is not representative of that for regulated transmission and distribution utilities; do you agree with that conclusion of the AUC?

MR. COYNE:  In the case of Enbridge I would note that since that time Enbridge has made significant investments in natural gas distribution utilities.  So, it's a much larger portion of its overall asset revenue mix than it was in that period of time.  So, I would have -- I would have a lesser concern with Enbridge in that regard as it's becoming -- as it has become more of a regulated distribution company than it was then.  In the case of TC Energy, I don't think its business profile has changed materially since then and the, we did not include TC Energy in any of our proxy groups and I think it was on that basis.

So, for our work here, I think the inclusion of Enbridge as we did in one of our -- in the Canadian proxy group and in the, and I guess it was only in the Canadian proxy group, let me check the North American gas -- no, and also North American gas.  I feel like it's reasonable based on their current business mix, moreso than when the AUC decided this decision.  And we did not include TransCanada in any of our proxy group.

MR. MONDROW:  And those acquisitions in the interim are regulated gas distributors in the United States?

MR. COYNE:  Yes.  Five different states as I recall.

MR. MONDROW:  Five different states.  There was reference made, I think by Mr. Smith during his questions of LEI, to the recent BCUC Fortis energy Inc. cost of capital decision, that came out on September 5th, 2023, that was after LEI's testimony in the EGI rebasing case, but before the decision and Mr. Smith was suggesting that if LEI recalculated its equity thickness based on the updated comparator group following the BCUC decision's on Fortis Energy they would come up to, I think, it was 40 percent equity thickness.  And the point is that the BCUC increased Fortis Energy's equity thickness in its most recent decision; is that correct?

MR. COYNE:  The latter is correct.

MR. MONDROW:  Yes.

MR. COYNE:  For sure.

MR. MONDROW:  That's what I should have asked you, but that's the context for the question.

MR. COYNE:  The context of the question was did the BCUC increase FBC's equity ratio in the last --


MR. MONDROW:  In its most recent decision.

MR. COYNE:  Yes, they did.

MR. MONDROW:  And they did.  And you provided evidence in that case?

MR. COYNE:  I did yes.

MR. MONDROW:  In fact, you were the only expert to provide equity thickness evidence in a faux cost of capital analysis in that?

MR. COYNE:  The Staff hired its own witness and the purpose of the Staff witness was to provide expertise to the Board around cost of capital matters and to critique our evidence.  And the Staff working with that expert, Dr. Jonathan Lesser was his name, was to use our analytical framework and to ask us to run a variety of different runs using different assumptions and time periods and things of that nature.  So, basically they used the opinions of Dr. Lesser around the appropriate inputs to the models in order to test our analysis using his views on various ways to approach the modelling for cost of capital, so that's how that evolved.

MR. MONDROW:  I know Dr. Lesser, I read his books and met him.  He is an impressive person, but let me get back to the question.  Could you go to my compendium at page PDF 30.  Actually, let's start at PDF 28, which is page 27 of my compendium. This is an excerpt from that cost of capital decision that we are talking about in which you provided evidence.  And if you flip forward to page numbered 29 of my compendium?  Page numbered 29 is PDF 30, at the bottom.  No, the next page, please.  There you go, right at the bottom of that page.  Thank you.

So you see there the last paragraph:
"In determining the optimal capital structure for FEI, the only expert evidence is Mr. Coyne's recommendation of 45 percent.  And his cost of capital analysis was largely built around this 45 percent equity thickness."

Then if you can flip over the page, please, to the top of the next page, the first full paragraph.  Stop there.  It says:
"In the absence of contrary expert evidence and recognizing that FEI's shareholders' real business risks, such as the impact from the energy transition risk, have increased since 2016, we accept Mr. Coyne's recommended 45 percent equity thickness for FEI."

So Mr. Coyne, it seems to me that the BCUC very expressly said the only evidence they have on this is yours.  Isn't that what they concluded?

MR. COYNE:  Well, in the absence of contrary expert -- well, yes, I was the only expert that submitted expert evidence on that issue.  But that's not the only evidence that was considered.  The company provided substantial evidence pertaining to its business risks, and we did in our report as well.

So my belief is that -- and as expressed in this statement here, that they considered the body of that evidence as well as their own judgments in reaching that conclusion.

MR. MONDROW:  Yeah.  So they said "in the absence of contrary expert evidence."  So that was a factor, the factor that they had no contrary expert evidence was a factor in their conclusion. Wasn't it?  That's what they said.

MR. COYNE:  Well, no contrary expert evidence.

MR. MONDROW:  Yeah.

MR. COYNE:  At the begin of the process, Dr. Lesser submitted a lengthy report to the Board pertaining to the full range of cost of capital matters that it was considering.

MR. MONDROW:  Right.  And --


MR. COYNE:  Much like LEI's scope here, the Board had a scope of work for Dr. Lesser that it was addressed the issues that it was concerned with in entering this proceeding.  So it says no contrary evidence.  I don't know that contrary Dr. Lesser took a contrary position to ours in that regard.

MR. MONDROW:  Mr. Coyne, the BCUC said in its decision, the first expert I read to you:
"The only expert evidence is Mr. Coyne's recommendation of 45 percent."

Is that not the case?  That's the only expert evidence they had.  Right?

MR. COYNE:  On the recommendation.  Yes.

MR. MONDROW:  Thank you.

MR. COYNE:  Yes.

MR. MONDROW:  Can we go to page 35, PDF 35 of my compendium?  So subsequent to that BCUC case was the AUC decision issued October 9th, 2023; that's the cover page there.  You provided evidence in that case as well, Mr. Coyne?

MR. COYNE:  I did, yes.

MR. MONDROW:  If we just flip forward to PDF page 41, there is a table there.  Again, it deals with equity ratios, so equity thickness.  But we see from that table that there were actually a number of experts --


MR. COYNE:  If I can just catch up to you?  Which page in your compendium?

MR. MONDROW:  Page No. 40 at the top.

MR. COYNE:  Page 40.

MR. MONDROW:  I can get you an iPad for the next proceeding, Mr. Coyne.  Do you see the chart?

MR. COYNE:  I do.

MR. MONDROW:  And we see, reflected on this chart in respect of equity ratios, there were a number of experts that provided evidence:  Dr. Villadsen, Dr. D'Ascendis, you, Mr. Madsen and Dr. Cleary.

MR. COYNE:  I see that.

MR. MONDROW:  Okay.  The table lists the various equity thickness recommendations.  Yours was 40 percent, Dr. Cleary's was 37 percent.  And in the decision, the BCUC made no changes to either equity thickness, leaving it at 37 percent, or ROE leaving, it at 9 percent.  Right?

MR. COYNE:  On equity thickness, yes, on ROE, no.  They changed the ROE and adopted a new formula.

MR. MONDROW:  What did they change the ROE to?

MR. COYNE:  The ROE was set to 9 percent, and then they set a new formula that, as I recall, was effective for the 2024 rate year.

MR. MONDROW:  And you talked about that formula earlier.  You thought they improved upon their previous approach?

MR. COYNE:  Yes.

MR. MONDROW:  Okay, thanks.  One more topic, just a couple of questions. And this is on the topic of reporting.  So ongoing reporting, which you and the other experts addressed, one of the issues on the issues list in this case.

And you had some discussion earlier about this.  So in your report in this case, you indicated that while you agree with LEI's suggestion that credit rating reports be filed with the Board, you didn't agree or see the benefit of requiring utilities to file specific details regarding equity and debt issuances [audio dropout] year.  You said:
"This would be both administratively burdensome and beyond typical reporting requirements."

And you went through with Mr. Rubenstein, so I won't repeat it, that how -- many debt issuances there are and how many equity -- going to market for equity, how often that occurred.  And the record is clear on that already, I think.

You also agreed in response to one of our interrogatories that each utility's treasury function would have access to the -- obviously would have access to the data on the details regarding equity and debt issuances, if they are made?

MR. COYNE:  Yes.

MR. MONDROW:  And so what precisely is administratively burdensome about filing that information?  They don't do it that often.  They have the information.  What's the problem?

MR. COYNE:  Are you referring to both equity and debt issuances?

MR. MONDROW:  Yeah.

MR. COYNE:  Yeah.  Well, it's another layer of administrative reporting to the Board.  As we know, there's already a substantial amount of reporting to the Board.  That data and information is available in the financial reports provided by the companies, and they are in the public domain for the most part.

And in my experience at least, it's another layer of administration that I couldn't see the value added to because, having worked for a regulatory Staff in the past, I know that when you bring in data, you feel as though you have a responsibility to gather it, assemble it, make it available to others that want to use it, and also process it and do something with it.  And it wasn't clear to me that that value-added proposition existed here in terms of that level of reporting.

So I think, you know, both the administrative effort required on behalf of the companies, the Staff of the Board to receive that data and file it and process it and do something with it, it wasn't clear to me that it would aid them in their role of determining whether or not their cost of capital parameters continue to meet the fair return standard requirements.

MR. MONDROW:  So can you just explain from your experience of working for a utility in respect --


MR. COYNE:  Commission, commission -- not utility.

MR. MONDROW:  I am sorry, commission -- my mistake, sorry.  In respect of the details regarding equity and debt issuances if made in any year, what the gathering and processing and -- like, what do you mean?  Like, what would they be physically doing?  What would they start with and what should they end up with and what are all those steps in between?

MR. COYNE:  Well, in the case -- you are talking about debt and equity, right?

MR. MONDROW:  Yeah.

MR. COYNE:  Right.  It would be more cumbersome on the debt side than it is on the equity side, as we have discussed, because these companies are in debt markets all the time.  And particularly when you go to short-term debt, there are a myriad of transactions required around those issuances.  And discussing that issue with the OEA members, it became clear to me that they would have to at least in some cases establish, put in new software that they don't have today to be able to gather and comply and report out that information.  And that seemed to be beyond what LEI was recommending.

But it's another layer of reporting and again, I just didn't see the value in it.

MR. MONDROW:  They would have to put in new software to file with this Board the details that they their treasury departments have?

MR. COYNE:  That was my understanding -- well, have access to and whether or not that's -- my understanding is that especially when it comes to the frequency of short-term debt transactions that that would be the most burdensome part of it.  And also, at least for some of the members, they would consider that confidential because it's a competitive market for debt and they feel as though -- I am paraphrasing here but I think I can report -- that they feel as though their ability to acquire debt in these markets is done so on a very competitive market and that's information they prefer to keep confidential.

MR. MONDROW:  Sorry, confidentiality is a separate issue.  I didn't ask about that.  As you know there is a framework for confidentiality at the commission that's not a barrier with all due respect.  If we can look at the interrogatory, in part (e) --


MR. COYNE:  I am sorry, where are you in your compendium?

MR. MONDROW:  I am just going to tell you, sorry.  My mistake, I am on page PDF 44 of the compendium.  Page 43 at the top, if you are looking at the hard copy.  So, this is our interrogatory 22.  And in part (e) we asked would the utilities financial teams have ready access to such information and in response you said you assumed that each utility's treasury function would have access to such data.  So, you still believe that to be the case I assume?

MR. COYNE:  Oh, yes.

MR. MONDROW:  Okay.  And we asked you in part (a) does Concentric agree that receipt of annual reports from utilities regarding debt and equity issues during the year would provide timely market-based information about Ontario utilities' ability to attract capital on favourable terms.  And in response you said these reports would provide evidence of the ability to attract capital.  And then you went on with the caveat about how useful or not that information would be to the Board.  But you don't dispute that these reports would provide evidence of the ability to attract capital?

MR. COYNE:  No, it would provide evidence that they have attracted capital.  But I ask myself in opining, you know, the Board I assume asked this question wanting some practical input.  And when we are asked from time to time to examine utility debt costs, and to examine them against market benchmarks for the reasonableness.  And when we do that it requires some effort in order for us to determine whether or not an issuance was in the market so to speak.  We need to look at other debt that was issued in a similar timeframe for similar risk utilities, and then against that benchmark we can say that appears to be in the market.

You would expect the utility to have paid about that number for that security.  Even at that, each of these debt issuances carry their own covenants and those covenants are different.  So, they mean something different to the investor on the other side.

So, I ask myself, if I had that data, you know, what could I do with it as a Board that would enable me to better determine if we are meeting the fair return standard.  And I couldn't come to a conclusion that it would be beneficial in the abstract of any effort required both from the Board Staff or the utility staff to provide that information.  And I guess I would ask my colleagues, I am not sure if we have had this discussion yet, but in my experience at least it would be an unusual requirement to report out every debt or equity issuance for such purposes.

MR. MONDROW:  So, just before and, Mr. Dane, I am happy to have you chime in if you wish, but just before we do that.

Mr. Coyne, listening to that answer and some of your previous testimony it seems to me that one of the distinctions that we should be making in our considerations here is the distinction between the ability to attract capital and the fair return standard, because you have pointed out, I think, they are not the same; the fair return standard in your view is an absolute legal standard, regardless of the actual ability to attract capital. If the fair return standard and the numerical outputs of the analysis of the three legs of that standard aren't met, the utility could attract all the capital it ever needs.  But if the terms aren't fair the standard is not being met.  I think that's effectively what you are telling me; is that right?

MR. COYNE:  Well, no.  That's not a fair characterization of what I am telling you.

MR. MONDROW:  Okay, good.  That's fine.

MR. COYNE:  Let's break it down.  So, there are three legs to the fair return standard and one of them is to be able to attract capital in on reasonable terms.

MR. MONDROW:  Okay.

MR. COYNE:  Okay?  So, we have one of three legs and if I can prove that the utility has attracted capital, right?  I have got half a leg.  Now how do I know if those were on reasonable terms, right?  Suppose Hydro One issues 30-year debt with a coupon at 5 percent, I want to know if that's on reasonable terms or not.  How do I make that determination if I am the Board?  If I were advising the Board I would say let's look at what other utilities did in the market at the same time period, and we might find utilities that were issuing for 4.75 to 5 and a quarter and, if they had the same credit rating as Hydro One, I would say that looks like it was in the market issuance.

If I wanted to go further, I'd say let's look at the covenants.  Is it a first mortgage bond where they pledge the entire assets of the company against making a payment for that bond, or is it only a revenue bond that's only good as long as Hydro One has the revenues to make payments associated with it?

And the -- if you have ever looked at a prospectus for a utility bond they look like that, and the reason they look like that is because they are highly detailed in terms of the covenants and each one carries a set of covenants that can vary.

So, again, I ask myself, if I am the Board and I am looking at a three-legged stool, and I have, half of it and the other half of it and in order to evaluate the first half, i.e. the coupon, I have to look at market data.  And I don't know that this Board has that market data to be able to do that. It typically takes an analyst with a Bloomberg terminal to be able to pull in the data you need.  And then to really make an informed judgment you need to look at the covenants associated with the debt.  So, it's not as easy as it sounds as pulling in a bunch of data and having it serve value and that's the practical advice we feel like we are providing in our response to this recommendation.

MR. MONDROW:  And I guess the more utilities willing or able to pay for its equity, or its debt, the thinner that prospectus would be?  The fewer the covenants the less onerous the security terms et cetera; is that the premise?  Because we are talking here about what they should be allowed to earn, and the premise is what they are allowed to earn gets passed through in what they pay to borrow money, or what they repay equity contributors.  And so, I take it, that the more they have the better the terms, the more they pay the better the terms; is that --


MR. COYNE:  Are you talking about debt?

MR. MONDROW:  Well, I am talking about both.  So, you are saying that you can't simply look at whether they could -- whether they got equity or raised debt.  You need to look at all the terms and conditions to determine whether they were fair, but that's not what we do in cost of capital proceedings.  We don't look at all the terms and conditions.  We look at the numbers, we look at the remuneration, and so what you must be suggesting is if the remuneration to the utility is high enough and they in turn pay more for their debt or more for their equity, the terms are less onerous and that's fair?

MR. COYNE:  No, that's not what I am saying.  Let's break it down between, first of all, debt and equity.  So, most of this discussion is around debt reporting because most of the activity will be around debt issuances.  And on the cost of equity side we are not looking at terms and conditions, we are looking at market-based data, the three models et cetera.  So, there's nothing in this reporting data that I think will directly inform the Board pertaining to the reasonableness of the cost of equity.  But they will get a bunch of data on debt, and I ask myself, what would they do with that data on debt?

When a company comes in for rebasing they need to justify their debt purchases and whether or not they're reasonable or not.  And to me that's the appropriate time for the Board to look at recent debt issuances, to look at whether or not they are in the market or not, if that's an issue of concern.  There is a lot of disclosure around debt issuances and, again, I just didn't see the value added.  If this Board feels as though that's a value added exercise then, of course, that's their discretion.  But the Board was asking us for our opinion on these issues, and our opinion was that we didn't see the value added there.

MR. MONDROW:  Thank you, Mr. Coyne, and others for your answers I appreciate it.  Thank you, Mr. Chair.

MR. COYNE:  Our pleasure.
Cross-Examination by Mr. Garner


MR. GARNER:  Yes, thank you.  Good afternoon, panel.  We have the enviable position of being late on Friday afternoon with you.  Myself and Mr. Harper are going to share some questions and some overlap, so you'll have to excuse us if we are a little clumsy in doing that.  But where I would like to start is with your testimony earlier, Mr. Coyne, with Mr. Rubenstein.  And this was about the flotation costs and what BCUC did or did not do.  And something struck me about what you said and, I guess the transcript will have to say what the transcript says, but what I heard from you was that flotation costs were denied but put into the, into the capital structure.  And when I went back to that decision after that, let me just read what I read in the decision, and so that I can refresh your memory and everybody can hear it.  I'm sorry, I don't have this because it came up earlier today.  It said:
"The panel accepts that any reasonable and prudently incurred flotation costs incurred by a public utility are recoverable from rate payers over and above proved cost of capital, however there is no evidence before the panel that FTI or FBC incurred any flotation costs and therefore there are no costs to recover."

And later they go on to say:
"The panel finds the proposed flotation adder is too vague to be just and reasonable expense recoverable from rate payers.  It is a very rough estimate of the actual flotation costs of shares issued by the parent when it issues its own shares to obtain funds used to purchase the shares of its subsidiaries.  Therefore we reject the proposed use of the flotation adder."

Now, I think what you might have been referring to, to be fair, and this has actually been shown in the compendium that we just saw from Mr. Mondrow, is later on in that same decision based on --


MR. COYNE:  Could we just turn to that page in Mr. Mondrow's compendium?

MR. GARNER:  Certainly, unfortunately Mr. Mondrow's compendium doesn't have the part I just quoted, but at page 32 of his compendium it does have the second part which I think is what you were referring to in your answer.  And if that can be brought up but while it's being brought up it's pretty simple, it says:
"In light of our decision to consider financial leverage, financial flexibility in the capital structure we find a modest adjustment in the equity thickness of 1 percent for FBC is warranted to conform with the fair return standard, therefore the panel deems that the deemed equity component for FBS is 41.0."

Now, why I bring that up is not just to be clear, but there is a distinction being made here; right?  There is a distinction being made between the idea of flotation costs and flexibility, financial flexibility, and financial leverage; right?  And so, I wanted to be clear about that.  Now, in your evidence, do you -- remind me, do you draw a basis point difference between those two things in the sense of how you adjust that?  And something tells me it's like 25 basis points for flotation, 25-basis points for flexibility; is that correct?

MR. COYNE:  No, we don't break them down that way.  And in response to an interrogatory we did provide further definition around how we estimate what the flotation cost piece of it would be.  And in my discussion with Mr. Rubenstein this morning --


MR. GARNER:  But you don't actually do it in your evidence.  In your evidence it's just a singular concept; is that right?

MR. COYNE:  Right.  We adopt the Canadian standard of 50 basis points for both.

MR. GARNER:  But I guess, and I wasn't there and you were, and I don't really want to get into the BC commission, but they clearly themselves drew a distinction between those two concepts because in one sense they make an adjustment, in one sense they are very clearly denying a concept; correct?  I mean, it's a plain reading of it, you know, of the thing.

MR. COYNE:  Maybe you could just restate your question?

MR. GARNER:  Well, let me instead put the question this way:  In your mind is there any difference between these two concepts of flotation costs and financial flexibility?

MR. COYNE:  Yes.

MR. GARNER:  Okay.  Now, you also mentioned this morning something that struck me, which was that flotation costs and financial flexibility, and you are putting them together, they're uniquely a Canadian concept, i.e. it's not something that you have seen visited in a US jurisdiction; did I get that correct?

MR. COYNE:  No, no.  Flotation costs are visited routinely in jurisdictions.  Flexibility is a somewhat --


MR. GARNER:  Well, sorry go ahead.

MR. COYNE:  -- somewhat unique provision in Canadian jurisdictions, in my experience.

MR. GARNER:  Well --


MR. COYNE:  And it's -- well...

MR. GARNER:  No, go ahead.

MR. COYNE:  It's an important issue, so maybe I could --


MR. GARNER:  No, no.  It's just that I do understand flotation costs might be brought up in a case, just like the BCUC said; right?  They did bring up, you know, flotation costs are in issue, so I don't want to argue with you about that point.  I guess because I want to be clear, it's really the point about turning it into an adder to the return on equity.  And I thought that was a distinction you were making this morning, I am actually just trying to clarify that.  Because you did say something to the effect of in US this is not -- this is a unique Canadian idea, and maybe you can just clarify what you meant by that?

MR. COYNE:  I can, yes.  So, in my experience at least in US jurisdictions I will speak to that first.  The regulators focus on an equity ratio that it believes is fair and reasonable.  And a fair amount of that analysis is around peer groups and how other similarly situated utilities are capitalized.  And they also look at credit metrics, and business risks, and other things just as their Canadian peers do.  And I know from going to CAMPUT that Canadian regulators go to both NARUC proceedings as well as CAMPUT proceedings, so I think there is a fair amount of sharing of perspectives there.  And when it comes to financial flexibility, US regulators in my experience focus on the overall ROE and the overall equity ratio in terms of setting those allowances.

MR. GARNER:  And with flotation costs as well do they do -- do US -- were you also trying to tell us that in the US jurisdictions it's not common for them to include a flotation cost in an adjustment to the return on equity?

MR. COYNE:  Some do explicitly.

MR. GARNER:  Could you give me a reference to who does that?  Any -- as an undertaking, I don't want to put you on the spot.  Could you undertake to provide a US jurisdiction or an example of a decision that has taken a flotation cost and embedded it as an adjustment into the return on equity?

MR. COYNE:  I think we probably went through one this morning, Florida Power and Light in that cross-examination.

MR. GARNER:  Perhaps you could get that, that we could put that decision into the record, then, would that be okay?  Mr. O'Leary, is that a problem?

MR. COYNE:  Well, let me caution you there.  It went into the calculus but it was the settlement and like many, many decisions I should say in the US are settlement proceedings.

MR. GARNER:  So, there is no decision you are saying on that point?  There is a settlement.

MR. COYNE:  The settlement was the just and reasonable ROE for Florida Power and Light.

MR. GARNER:  Fair enough.

MR. COYNE:  10.6 on a 59.6 percent equity ratio.

MR. GARNER:  Well let me ask -- sir.

MR. COYNE:  I don't recall that there was a, there was mention of the allowance for flotation costs in that number.

MR. GARNER:  Let me ask you something in the common literature of this area, you know, Roger Moran type stuff, Khan, let's go back to the gospel of Bonbright.  Is there some sort of thing where it says flotation costs should be integrated into a cost of capital calculation that you're aware of?

MR. COYNE:  Yes, I think we cite that in our testimony citing from Dr. Roger Moran's book on utility regulatory finance.  It's in our testimony.

MR. GARNER:  Of him actually using a flotation cost as an adjustment to an ROE calculation?

MR. COYNE:  Yes, yes.  Let me just check with Dr. Trogonosky.

MR. GARNER:  That's fine.  While he is checking -- we can move on while he is checking, and then you can give me that.

MR. DANE:  I am sorry, Mr. Garner, I might just --


MR. TROGONOSKI:  OEB Staff-16, our response there we quote Dr. Moran on flotation costs.

MR. GARNER:  And in that he is telling you that that's part of the adjustment?

MR. COYNE:  Yes.

MR. GARNER:  All right.  Okay, thank you.

MR. DANE:  And I was just going to add, Mr. Garner, that the concept of financial flexibility, while it might be reflected differently in certain jurisdictions, I don't think it's unique to Canada and --


MR. GARNER:  Well, you are using the term financial flexibility.  I am using and I am making a point that the BCUC has distinguished between those two concepts.  I am talking about flotation costs.  I am not talking about financial flexibility right now.  Just so we are on the same page.  So go on.

MR. DANE:  No, I know.  But your question asked about our reflection of flotation costs versus financial flexibility or our consideration of those.  And so, I just wanted to elaborate on that.  And so, the concept there, which I think is not unique to Canada, is that utilities have an obligation to serve and need to, you know, that incurs costs over time to do so and they don't have the luxury of waiting out a market, necessarily, to access financing.  And so, that's the concept of the flexibility that allows them to access capital in all markets.

MR. GARNER:  Right.  But your talking about flexibility, right?

MR. DANE:  That's the financial flexibility.

MR. GARNER:  Right.  Thank you, Mr. Dane.  I am going to hand over the mic to my colleague, I think he wants to ask you a few more questions about flotation costs.
Cross-Examination by Mr. Harper


MR. HARPER:  Actually -- sorry, pushing buttons on the mic at the same time.  This had to do specifically with a follow-up to a discussion you had with Mr. Rubenstein this morning.  And he was talking to you and was walking through you the equity that was on Hydro One's books for transmission and for distribution, and asking whether it was reasonable in your mind that it should all track to transaction cost.  And I think you said yes, and what I wrote down here was part of your rationale was it got there somehow; that was the particular expression that I wrote down.

And I am no finance expert by any means; that's why you're here and I am here.  But it just struck me that, when they say "the" there, it seems to me there are four ways that equity gets on a balance sheet.  And you can correct me if I am wrong, if I go through it.

One is they issue shares, the company issues shares, in which case you can acknowledge there is going to be a transaction cost associated with that.

A second way of making it get on their balance sheet is there is accumulated net income left over every year, after they have paid out their dividends.  Now I don't see there being much of a specific transaction cost associated with that part of the equity that's getting built up on a balance sheet.

And let me go through my four, and then you can comment on it.

The third one would be is that they get equity infusions from their shareholder, in which case the shareholder probably had to come up with the money from somewhere, which means there is probably some transaction costs associated with that.

And the fourth one is something that's probably rather unique to Ontario, and that is at the time we went through a restructuring, a lot of the issues -- and I am using the word rather loosely -- but a lot of these utilities were given equity as part of the restructuring process.  And to some extent that equity they were given, it wasn't something they had to go out and borrow money for; that was a whole part of the industry restructuring process.

It would seem to me in my mind, in two of those, when money comes from the shareholder or from an equity issuance, there is clearly a transaction cost associated with it.

When the money comes from the other two sources, I struggle with to some extent whether there is any transaction cost associated with it.  And I would like, maybe if you could comment on that?  Because we seem to be now applying this transaction cost to all of the equity on a utility's books, where I have seen...

And for some of the smaller electric utilities, especially municipally owned ones, I would suggest it's largely coming from the two buckets where there are -- I said I don't really see any transaction costs.

So maybe you could comment on those four sources and, to some extent, how that ties into your view that transaction costs should be associated with all of the equity on all of these utilities' books?

MR. DANE:  I could start.

MR. COYNE:  Okay, good.

MR. DANE:  I was just going to say, just to come back to the concept of the flotation cost, is that in setting or determining the ROE using models such as the DCF and CAPM, those assume no flotation costs in the result.  And so, to get to the correct return, that is where the flotation cost adjustment is applied, whether it's through the DCF analysis as we had seen earlier today in some of Mr. Coyne's exhibits, in other jurisdictions, or in Ontario, where it's added directly to the ROE.

So the concept there is that the number we are setting doesn't reflect those to begin with.  And so we are adding flotation costs to account for that.

So as to your specific question about the different sources of equity on the balance sheet, that's not the point, so to speak, of the analysis.  It's again to reflect the fact that we are not capturing those costs in the models

MR. HARPER:  Right.  But my understanding is we all, I thought, started off with the agreement that these were supposed to be real costs that were incurred.  They weren't notional costs or opportunity costs; they were real costs, and you were trying to compensate the utility for real costs that they had actually incurred in obtaining that equity, and that was the premise on which I was trying to understand, were there actually real costs associated with all the equity that's on their books?

MR. DANE:  And so, yes, it's intended to capture real costs.  And with the description I provided before, about why we add it to ROE specifically, in terms of the costs of the different sources of equity, we are talking about the costs of external financing, specifically.  And as you pointed out for internal infusions of equity, those would bear a cost upstream, where the parent is incurring the costs.

And as to other retained earnings, for example, I think was one of your other sources, incurred direct costs, there is not a cost of issuance per se in booking those to the balance sheet and to equity.  I think that gets more to issues around the choices utilities are making about how they capitalize their business and whether they need to rely on external financing, or whether they can use retained earnings as cost needs come up.

MR. HARPER:  Okay.  But you agree with me, this is an attempt to capture real costs?

MR. DANE:  I do, yes.

MR. HARPER:  Okay.  No, thank you, I think that's enough.  I thank you.  I will turn it back over to Mr. Garner.
Cross-Examination by Mr. Garner (cont'd.)


MR. GARNER:  Thank you.  I will think we will move away from flotation flexibility.

And I just want to unfortunately talk a little bit more about betas.  And, Mr. Coyne, you were making a point that in your analysis it doesn't really matter that much about what the beta is, and I take that.

But if you look at Dr. Cleary's evidence, it starts to clearly make a difference, doesn't it, viewed as an adjusted or unadjusted beta?  Now I am not asking you to agree or disagree with his evidence, but that's the case, isn't it?  For him, in his evidence, that's an important differentiation, isn't it?

MR. COYNE:  In his evidence, yes, because he uses a judgmental beta that he derives by looking at long periods of history.  And he ultimately -- he arrives at something that he says is -- I don't want to overly characterize his testimony without having it in front of me, but in essence, he says that "In my opinion, this is a reasonable long-term beta for a Canadian utility."

MR. GARNER:  Right.  And --


MR. COYNE:  And so, to adjust from a long-term historical beta that's raw, that doesn't reflect current betas for the industry, it would be a huge adjustment for Dr. Cleary to get to something --


MR. GARNER:  Right.  And I am not --


MR. COYNE:  Can I just finish, Mr. Garner?

MR. GARNER:  Yes.  Sorry, go, go ahead.

MR. COYNE:  Okay.  It would be a huge adjustment for Dr. Cleary, because he starts from, I would argue, a very low and unreasonable place in terms of his starting point.  So if he were to adjust his beta towards a market beta of 1.0, it would be a very significant adjustment.

MR. GARNER:  Right.  And I am not asking you to give your argument about his evidence here.  And I am not trying to be impolite, but I am really trying to hope that we can finish all of our stuff by the end of today, and you will never have to look at me again.

MR. COYNE:  We will try to be quick.

MR. GARNER:  That's my only motivation here.

So why I ask that is that -- are you familiar with a journal called the Electricity Journal?

MR. COYNE:  Yes.

MR. GARNER:  Are you familiar with an author named Richard Michelfelder?

MR. COYNE:  Yes.

MR. GARNER:  And have you read his paper on public utility beta adjustment, and bias costs of capital in public utility proceedings?

MR. COYNE:  Oh, yes.

MR. GARNER:  Okay.  Ad what were his conclusions, just on using unadjusted betas?  That is all I am saying.

MR. COYNE:  I think his conclusion -- well, I think his conclusion was that regulators aren't getting it right.  And that, because of the techniques that they employ, that they are overcompensating utilities.  However, if you look at the --


MR. GARNER:  But just on the beta part.  He may have made that sense --


MR. COYNE:  On the beta part is where they really go off the cliff.

MR. GARNER:  Well, tell us about that.

MR. COYNE:  What they do as I recall, and it has been a little while since I have read it.

MR. GARNER:  Yeah, it is old article.  Just for everybody's edification, it's at least a 10-year-old article, isn't it?

MR. COYNE:  I don't recall the date.

MR. GARNER:  I think it's around 2013, or something around there.

MR. COYNE:  And it's dangerous to paraphrase an article I read a long time ago.  But my recollection was that if it's the article that I am thinking of -- and I will turn to my colleagues that may be familiar with it as well -- I believe that they held beta constant and, in doing so, deduced that the regulatory authorized cost of capitals were too high.

But you can't make that determination while at the same time holding beta constant, because beta is not constant over time.

So there was some underlying assumptions behind the conclusions they reached that were not reasonable.  Therefore, the result was not reasonable.

MR. GARNER:  Fair enough.  And are you aware of any other academic work that actually does dispute the idea of a tendency toward 1.0, of betas?

MR. COYNE:  There is a treasure trove of articles about the CAPM model, in general.  And, on beta, I would say that beta is debated, along with other aspects of the CAPM model, vigorously.  But, in my experience at least, the use of the Bloom adjustment is the common standard.

MR. GARNER:  Okay.  Thank you.

MR. COYNE:  And as I have shown in my discussion earlier with Mr. Rubenstein, the difference between adjusted or non-adjusted betas is relatively small, given where the market data is today.

MR. GARNER:  Okay, thank you.

And now I am going to ask you to help me through my true ignorance on something.  So if you take a look in your evidence -- and I am sorry, again, I don't have a compendium,  but if you pull up your evidence, page 75?  This was talked about earlier.  It's the figure 17, market risk premium, Canada and US.

Do you remember that table?  Maybe we can find it.  Yeah, it's just a little below there.

And then you see the historical returns, Canadian and US, 7.17, 5.68.  I am perplexed about this -- if the markets between these two countries are highly integrated and highly the same, why are there difference in the risk -- in the market risk premium?  Why wouldn't they converge to the same place?  Why wouldn't I move my money if there's no barriers, no risk differences, why don't I move my money to the highest place it goes to get its return?

MR. COYNE:  Well, evidence of current market data shows that's exactly what's happening.

MR. GARNER:  No, I am looking at historical.  Why in the past -- isn't that what that says to me?  You are using historical, I mean why did that -- did it suddenly change just in the last few years?  Is that what you are saying?  So, it used to be different, so why was it used to be different and now not that way?

MR. COYNE:  Well, I think two reasons.  The Canadian market is different than the US market if you look at the TSX versus the S&P 500.  In Canada the concentration in the TSX are largely energy resource companies and service companies, to a certain extent some telco and utility companies.  But you don't have the diversity that you have in the S&P 500.  And that diversity has led to sectors that have out-performed these traditional sectors in Canada over a very long period of time.

MR. GARNER:  So why does anybody invest in the Canadian market, then?

MR. COYNE:  Well, they want exposure to those sectors, they may want exposure to -- in my own retirement savings I have a Canadian fund, because I just like the diversity of knowing that I am investing in Canada.

MR. GARNER:  And the good feelings of being up here, I am sure.

MR. COYNE:  Pardon?

MR. GARNER:  And the good feelings you get from being up here, I am sure.

MR. COYNE:  Well, I like things on both sides of the border.  But I like in my retirement savings, I like to think that being exposed to those resource sectors is a good thing because over time we will all need the resources that Canada provides.

MR. GARNER:  Right, and --


MR. COYNE:  But they are more limited than the options you have, especially in the high tech side, of the US market.  But there is just a breadth and depth to the US market, and what's happening over time, and as I was about to say, there was a survey released about two weeks ago, or maybe sooner than that, that shows that Canadian investors are increasingly investing in the US markets.  So, it's a practical matter that we see it in the utilities sector, certainly, and also individual investors that look to the US market as being a way to expand the opportunities they have in their investment portfolios.

MR. GARNER:  And I don't want to cut you off, because I tend to agree with you.  I mean, I think my advisor would say the same thing, you get into different portfolios in different countries to diversify your risk, right?  That markets actually perform differently whether it's the Footsie in the UK, or the TSX, or one of the three major US markets.  You diversify for risk.  So, each market has a different risk aspect, and the Canadian market has utilities, the Canadian utilities, in it; right?  That's part of that market; right?

MR. COYNE:  Yes.

MR. GARNER:  And there aren't many, if any, US utilities listed in the Canadian market; wouldn't that be right?

MR. COYNE:  Well, increasingly companies like Fortis and Amara that list in the TSX are, and AltaGas for example, have very large exposures now.  And Enbridge to the US market --


MR. GARNER:  No, I asked the reverse.  I said how many US companies are in the -- are listed in the Canadian market?

MR. COYNE:  Oh.

MR. GARNER:  Zero would be a good estimate, maybe.

MR. COYNE:  You know, when you define a US company versus a Canadian company, take a look at GM for example, and all the operations that GM maintains in Ontario.  That's a -- you could say that's a US company, but I would say it's at least a North American company if not a global company.

MR. GARNER:  You know, Mr. Coyne, sometimes I think you are just trying to be difficult.  But, you know, I really don't think, I don't think anybody in this room actually would say that there are many US major companies that invest on the TSX.  Most of us get that exposure through either a fund that will invest in the US thing, or directly for the fund for the US.  So, you want to disagree with me on that on a late Friday, by all means.  But I prefer to move on from that.  I mean, I was just trying to ask about the comparables in those two markets and I was saying the Canadian market has Canadian utilities, not many US utilities in the Canadian markets thing.  Are you arguing with that?

MR. COYNE:  That are listed on the TSX?

MR. GARNER:  Are they listed on the TSK?

MR. COYNE:  Well, and I guess I would say that the companies like Fortis and Enbridge and Amara are North American utility companies.

MR. GARNER:  Because the reason I am trying to get you to help me here is, when I read Dr. Cleary's evidence, I mean, he talks about there being risk differences in the Canadian market and with the Canadian utilities, vis-a-vis American utilities, and the Canadian market has Canadian utilities in it.  There may be some of them in the US, but it doesn't work vice versa generally speaking; does it?

MR. COYNE:  And I am sorry.  Could you repeat the question?

MR. GARNER:  I said it's not vice versa.  But maybe we have killed that one a few times about whether there are many US utilities who are listed on the Canadian market.

MR. COYNE:  No, I think you -- well, again, define a US utility.  You know, is Amara a US utility?  I would say they are.  Is Fortis a US utility?  I would say they are.  Is Enbridge a US utility?  I would say they are.  Because significant portions of their assets are located on the US side of the border, in addition to those they maintain in Canada.  So --


MR. GARNER:  Can I --


MR. COYNE:  -- I would say, and maybe this is the point you don't like that I am making, and that is:  It's a very difficult distinction to draw.  It goes beyond where they are listed, it's where their operations and their income and their assets reside that define what those companies really are.  And they are -- and they are North American companies operated in North American markets and North American industries.

MR. GARNER:  But that is not what I am asking about.  I am trying to, seriously, and I like all your answers are perfectly fine with me.  I like them all equally well.  The thing I am really trying to grapple with is, as my friend Mr. Mondrow was saying, is there's a lot of premise in your -- it seems to me, in all of this that there is a fluid equality between US and Canadian markets in order for your findings to be true.  And I am just exploring about how true that -- how true that -- not your model is, but how true that statement is about the fluidity of those two markets.

Now, one thing I have also been mystified by when one looks at two markets, wherever they are, in different countries as it is.  It seems to me there is something you have to take into account exchange risk tax differences, for instance as you know there is a withholding tax between our two countries about investments, there is an exchange risk, especially on capital gains you have to know when you bought and when you sell, you know all of that.  That also affects one's idea of where you want to invest and where you are willing to take different returns; doesn't it?

MR. COYNE:  Yes.

MR. GARNER:  And so, it's feasible, I suppose, that it's possible that a Canadian investor and Canadian firms would willingly take a different return than it would for an investment in the US, simply because the transaction cost, the exchange risk costs of investing in those things are different?

MR. COYNE:  That might be the case, but that's not my experience.

MR. GARNER:  Well, it's my experience but so --


MR. COYNE:  My experience working with Canadian --


MR. GARNER:  Well, look at my portfolio and I will look at yours.  I mean, I don't know what that means.  What do you mean it's not your experience; is there an exchange risk or not?

MR. COYNE:  Yes.

MR. GARNER:  Okay.

MR. COYNE:  But it can be -- the exchange risk --


MR. GARNER:  Can be hedged.  Does that cost money?

MR. O'LEARY:  I am wondering, Mr. Janigan, I hate to interrupt.  But just, you know, for the court reporter's sake would it be appropriate to allow the witness to respond to a question before another one is asked?

MR. GARNER:  I take your point, understood.  Yes, that's fine.

MR. COYNE:  Your question was is there exchange risk?

MR. GARNER:  And you were about to answer that.

MR. COYNE:  And the answer is, yes, but it can be hedged.

MR. GARNER:  And is there a cost to that hedge?

MR. COYNE:  Yes.

MR. GARNER:  And so, that has to be imputed in one's investment decision making?

MR. COYNE:  Yes.

MR. GARNER:  And so, that's a difference between the two markets?

MR. COYNE:  That's a cost to investing in different markets, yes.

MR. GARNER:  And does one impute that into what they might impute into their returns and that, you know, whether they are going to invest?

MR. COYNE:  In my experience that is not a significant issue in doing investment analysis for Canadian companies that are looking at investments in the US.  And this is work that we do routinely, and it would be -- it is more a source of accounting for investments after the fact than it is that I find, at least in my experience, that Canadian investors are building in to their investment models.  Because those costs are quite small compared to the overall issues associated with making these investments that are quite large.  At the end of the day, there is a treasury function behind these decisions that will say if we are going to make this investment we need to set it up under such and such a protocol, do we want exposure to US dollar returns, we might prefer them over Canadian returns if we want to have diversity of exposure.  Or we might prefer to have it hedged or partially hedged.  So, those will be issues that will be associated with detailed analysis, but in my experience it's not a fundamental issue that stands behind the primary investment decision.

MR. GARNER:  So, to your knowledge, last year on the TSX let's say the S&P return, was it exactly the same as, let's say, any one of the US major three market returns?  Was it exactly the same?

MR. COYNE:  I don't have that data in front of me, I would be surprised if it was.

MR. GARNER:  I would be, too but -- and was it higher or lower in the US than in Canada?

MR. COYNE:  I don't know.

MR. GARNER:  What about the year before; do you know that?

MR. COYNE:  I don't know.

MR. GARNER:  So, you don't actually know whether Canadians still invest in a market that is producing lower returns than, let's say, the US markets?

MR. COYNE:  I am not sure if I understand your question.  What is it you are asking me that we don't know?

MR. GARNER:  Well, what I am wondering is why aren't, again, back to my first question is:  Why haven't the markets converged to the same basic returns if they are basically offering exactly the same types of things?

MR. COYNE:  Oh, I thought I answered that at the outset.  And that is they are very different -- there are different companies in the TSX than there are in the S&P 500, and the NASDAQ, et cetera.  So, you wouldn't expect those returns to be exactly the same in a given year.  What I am assuming is an overall aggregate return for large company stocks.

MR. GARNER:  But, I guess, I go back to the same other point that I made is:  Then if one is just chasing the highest return and they are the same risk, why aren't all of those investments chased to the same place?  And if those higher returns are in the US markets, why aren't all of those investments moved to those markets?

MR. COYNE:  Well, again, I think investment diversity and the fact that there are very good companies that operate and list on the TSX that US investors want to invest in and Canadian investors want to invest in.

MR. GARNER:  Okay.  Thank you, Mr. Coyne.  Just let me check with my colleague here for one second and we will see if we have any more.

MR. GARNER:  Sorry.  My colleague, Mr. Harper, who is a lot more calm than me, though.

MR. HARPER:  Especially at this hour of the afternoon, if I fall asleep he will give me a nudge and we can continue on.
Cross-Examination by Mr. Harper (cont'd.)


I would like to just follow up on a couple of other sort of conversations you had with Mr. Rubenstein earlier this morning.  And first -- and maybe we can start off, Mr. Garner hasn't referred to it yet, but we filed a compendium for Panel 2 and if we can give that an exhibit number that would be useful.

MR. RICHLER:  The VECC compendium for Panel 2 will be K3.5.
EXHIBIT K3.5:  VECC COMPENDIUM FOR PANEL 2.

MR. HARPER:  And maybe if we can turn up -- it's PDF page 17 of the compendium.  Right.  And this was a response to an interrogatory we asked you, where we asked you to look at the North American electric group and give us some sense of what was the amount of electric generation that each of the companies in your peer group produced.  And you very kindly gave us a response, and you will notice there are somewhere there's not applicable, which is most of the Canadian ones.  And then -- but under the US ones there is a wide range of percentages that go all the way from 0 percent up to something like 96.9 percent.  So, there is quite a wide range of percentages there.  And maybe just before I go any further, if you can help me understand what the difference is between net generation and total disposition of energy, that will at least help me interpret these numbers?

MR. COYNE:  Mr. Trogonosky will correct me if I am wrong, but net generation -- well, total generation would be total megawatt-hours produced from the company's assets.  Net would be after use at the generation facilities themselves.  So, I believe that would be the netting portion of the generation.  What I am not sure of in that number, and I don't know if you know, they also have off-systems sales.  And I am not sure if off-systems sales are netted from that number.  I think for purposes of your question, perhaps that's sufficient.

MR. HARPER:  Actually, because it was kind of interesting, because when you -- I looked at your response to undertaking J2.4 yesterday when it came in in the evening, and I was trying to align who you said excluded generation or had generation with the responses to this interrogatory.  And there seemed to be a pretty good one to one response, except for Fortis, which I think had an NA here, but actually has generation associated with it.

But other than that, there seemed to be, you know, all the ones you had listed here seemed to be ones you excluded in your J2.4.

And what struck me then, is when you were talking with Mr. Rubenstein earlier this morning, you used the expression that you excluded companies that had meaningful levels of generation.  And I wasn't too sure whether that -- how to interpret that with the fact that you seemed to have excluded them all, if I can put it that way.  And I just wondered if you could clarify sort of what your screening was for excluding companies that had generation.  Was it all of them, or if it was meaningful, what was your threshold point?

MR. COYNE:  Well, perhaps in response to the undertaking that I was reviewing that we provided the answer to last night or this morning that Mr. Rubenstein was questioning us on, we took the North American combined proxy group, and from that group we took out companies that had, for example Eversource we left in there because it has 0.1 percent generation.  They have some on-system diesel units that support voltage, for example.  So, that would be a company that we left in.  The -- I think maybe this will become clearer in the interrogatory, or the undertaking, that was asked today, Mr. Rubenstein asked us to further that cut as I understood it.  And to use a North American electric proxy group, we also included some gas companies, of course, because in the combined group they didn't have generation.

As I understood your refinement, Mr. Rubenstein, given that you're here.  You wanted another cut at that apple, and that is to include only the companies in the North American electric proxy group that didn't have generation.  And if I misunderstood perhaps you can correct me and that will help Mr. Harper.

MR. RUBENSTEIN:  Well, I had asked in the undertaking you have, I think, there are six proxy groups and asking you to, remove from all the proxy groups as applicable utilities that have, I guess, non de minimus.  So, I am okay with including the Eversource generation.  Against and on using all three of the methodologies, or the three models.

MR. COYNE:  Right, okay.  I hope that's your understanding.  And, Mr. Harper, maybe then to your question here which of these companies would have been left; is that your ultimate question?

MR. HARPER:  Yes, I was just curious, and maybe I was half asleep last night when I was looking at this and I missed the fact that you had excluded Eversource.  And I can completely understand why, given the percentage there.

MR. COYNE:  Well, I think we would include Eversource, because it's .1 percent, we would characterize that as de minimus.  And we would include, we would include Exelon, which is zero now.

MR. HARPER:  Right.  So, when you say include you include as being excluded?

MR. COYNE:  Well...

MR. DANE:  They are excluded from the analysis that exclude generators.

MR. HARPER:  Right.  That's where I -- it was almost like a double negative and I just wanted to make sure I understood the response correctly.  Thank you very much for that clarification.

MR. COYNE:  Thank you, thank you.

MR. HARPER:  I just wanted to make sure that that's what you were saying.  Okay, that's great.  Maybe if we could move to staying with the VECC compendium, move to PDF page 3.  I am going to change my topic totally now, we are not out of models entirely now, so.  And this has to do with your recommendations with respect to construction work in progress.  And your recommendation here, it's on page 155 from your report, is that the OEB applied a WACC, that's the weighted average cost of capital, to the CWIP, which is construction work in progress, for purpose of accruing carries costs on construction balances.  I have got that correct; right?

MR. DANE:  Yes.

MR. HARPER:  Okay.  And then, now if we could turn to page 153, which is at tab 6 of my compendium -- of the compendium here.  Now, I think in your evidence you acknowledge that the utilities take on short term routine projects that are completed within the year, as well ass longer term major capital projects.  But I take it it's your view that this issue is adequately addressed by the fact that the WACC includes a short-term debt component.  That's how I interpreted what you're saying on this page.  Yes, it's Tab 6 -- well, no.  Sorry, it's page 6 of the compendium, which I believe is Tab 2.  Right.  Yes.  Scroll down a little bit I this think that's where you were talking about it.

MR. DANE:  I am just catching up here.

MR. HARPER:  You know, I think this is the paragraph right here at the bottom:
"There are certain small projects that are completed within a year."

But I got the impression that you thought the fact that they were short term, they were included -- completed within a year, was adequately addressed by the fact that the WACC does include a short-term debt component in it.  Would that be a fair interpretation of what you're saying here?

MR. DANE:  I think it's reflective of the fact that utilities will finance these projects on their balance sheets, and those will include all the sources of financing, including short-term debt.

MR. HARPER:  Right.

MR. DANE:  The point we are making is that for any one particular expenditure, it may be that they use a commercial paper product or something, just because that's the most reasonable, the most efficient, whatever.  But over the -- at the end of the day, they are financing these with the totality of their capital structure.

MR. HARPER:  Yeah.  And you are aware that in the Board's current capital -- debt component of the capital structure, it is 40 percent short-term debt, 56 percent long-term debt.  Is that correct?  You are aware of that?

MR. DANE:  For certain of --


MR. HARPER:  For electric transmitters and distributors?

MR. DANE:  Yes.

MR. HARPER:  Okay.  Now are you aware of what is the typical construction time required for a distribution utility in Ontario to, say, install new facilities or repair existing facilities and those things like the poles and wires that they have to maintain and manage and build in order to serve new customers?  Are you aware of what sort of construction times are involved with those?

MR. DANE:  I imagine there is a variety of construction times.  I am not familiar with the specifics of the timing.

MR. HARPER:  Okay.  I hate to go on, because I am not supposed to be giving evidence but, as Mr. Garner says, we have been involved in a large number of these.  And if you were to accept the premise that for most -- unless they are building a large transformer station, which might be a thing Hydro One might normally build for them instead -- for most of their most traditional investments, the construction cycle is less than a year, and any CWIP that's on their balance sheet at the end of the year goes into service by the end of the following year?

If you were to accept that -- if you can accept that as sort of maybe as an assumption, as generally what applies to most of the capital spending for these distribution utilities, for that type of practice, in your view should the WACC or the short-term debt rate be applicable?

MR. DANE:  Our view is that the WACC should be applied to all of CWIP.  We understand that there may be certain projects that take less time.  On a dollar basis, some of the larger projects that take a longer time might be a predominant portion of CWIP at any point in time.  And it's not that -- and we, for practical purposes, utilities will use short-term debt to finance some of those short-term projects, and even parts of the longer term projects.

But that's, again, for the efficiency of financing them in the moment. And ultimately they will refinance those shorter term borrowing with longer term borrowings.

MR. HARPER:  I guess what I am struggling somewhat is your comment here that even if it's CWIP that's going into service, say within a year, WACC should be used whereby, earlier, when you were having discussions around interest rates applicable to DVAs, you were acknowledging that, you know, short-term rates would apply for DVAs where balances were cleared within a year.  I think in the end you thought maybe for practical purpose it might have to be maybe more than a year.

So I was trying to juxtapose what seemed to be a quite a different proposal in terms of the interest rate to be proposed, used on sort of dollars that seemed to be outstanding or, you know, spent, and then included in rates for what are basically the same period of time, like a short-term period of a year.

I am just trying to reconcile; there seemed to be a fundamental difference in recommendation for what is typically the same types of costs in terms of how long they are going to be sitting on the balance sheet before they actually come into service, or they get paid for it.

MR. DANE:  Right.  And so, to be clear, our recommendation is that the WACC applied to all construction work in progress, as it's accumulated.  Clearly, there would be a lower carrying cost for shorter term projects, just due to the duration.  And that's consistent with our survey of other jurisdictions in Canada and the US.  So our conclusion is that Ontario is really an outlier, currently, with using the deemed cost of debt, not CWIP.

MR. HARPER:  But when you are surveying those jurisdictions, I assume they are primarily ones that are large, integrated electric utilities?

MR. DANE:  It was -- no, beyond that, we have an interrogatory response that includes the Canadian jurisdictions, as well as we have information in our report on the US practice.

So I may have lost your question there, but it wasn't specific to one type of utility or another.

MR. HARPER:  Okay, fine, thank you.  I will leave it there.

If we could, staying with the VECC compendium, go to PDF page 9?  Just scroll down.  There should be a -- it's PDF page 9 in the PDF document, which is up one.  There should be a chart.  No, maybe not.  Oh, sorry, page 11, PDF page 11, I am sorry.  It's late in the day.  No, no, that wasn't, that wasn't the one, that wasn't the one.

It's on page 9 of your evidence, maybe if that's the best way to find this.  I apologize.  I thought it was tab 3, page 9.  Page 8 of the -- yeah.  No, no.

What I was wondering, there is a Figure 1 in your evidence, and maybe we can talk about it.  There is a Figure 1 in your evidence where you show the -- right.  This is it here, thank you, where you show the results for your different models for the North American electric, the North American gas and the North American combined.

And what I was looking at was, for the DCF and the CAPM models, the North American combined was between the results of the other two, which makes sense, because when you merge two groups together, you would expect the result to be between the two of them.

However, the same was not the case for the risk-premium model, whereas I get a 9.9 and I combine it with a 9.87, and all of a sudden I come up with a 10.03.  And I was wondering if you could explain to me why that was the case?

Now unfortunately, I don't think -- your appendices didn't provide the detailed calculations for the North American ones.  You probably don't have to go through the details, if you can just explain to me why, when I put the two numbers together, I come up with an average that's bigger than either of them, I guess.  That's what I am struggling with.

MR. COYNE:  I might be able to help with that.  The North American combined has some electric companies and some gas companies in it.  So then it's not the simple average of the electric and the gas; it's a different set of companies.

There are common elements of North American gas and electric in the North American combined, but it's not the simple sum of the two.  And therefore, the average wouldn't be the sum of the two.

MR. HARPER:  Okay.  Okay, no, thank you.  I will have to go back and look at the samples.  But I think, starting with that understanding, I think I can probably work through it and understand it.

Now I originally had several questions on the composition of your peer groups used in terms of what businesses they were in, but I think virtually all of them have been covered by Mr. Rubenstein yesterday.

But just to wrap it up, can you confirm that most of the companies in your North American electric group have both regulated and non-regulated businesses?

MR. COYNE:  I believe we have an exhibit on that.  And --


MR. HARPER:  Well, just a -- you know, not the percentages.  If you are understanding an exhibit demonstrates the answer is yes, that's probably all I need at this point in time; if you would like to give the exhibit reference to me, that's fine, too.

MR. COYNE:  There are many that are a hundred percent regulated, and most are 90 percent or more regulated.

MR. HARPER:  Okay.

MR. COYNE:  But we have -- I don't know if that's in an interrogatory or -- is that in the exhibits, Mr. Trogonoski?

MR. TROGONOSKI:  It's in Exhibit CEA2.  There's a column there that shows the percentage of operating income from regulated operations.

MR. HARPER:  And there would be a similar exhibit, showing it for your North American gas proxy group, as well; I assume that.

MR. TROGONOSKI:  Yes.  It has all the proxy groups.

MR. HARPER:  Okay, fine, thank you.  That's sufficient.

Now, for your DCF peer group, one of the screening criteria included that the company had to have positive earnings growth projections from two sources and it had to consistently pay quarterly dividends.  And I understand these criteria reflect the fact that those values are actually parameters that are required in order to do the DCF calculation.  Am I correct there?

MR. COYNE:  That's right.

MR. HARPER:  Right, okay.

So can we go to your response to VECC 19.2?  And I think that's at tab 6 of the compendium, but PDF page 19, if I have got this one right.

So here, we asked if whether replacement of this criterion, that is, that there is a need for positive growth estimates from two sources, with one that only required earnings growth at projections from two sources, regardless of whether they were positive or negative, have resulted in additional companies being included in either the US electric proxy group or the US gas proxy group, and your answer was no.

And I just wanted to make sure I understand this fully, because in 19.1 you said we would never do this, like, we would always just look for positive growth rates.  And so, are you saying no because you would never use such an approach, or no because if you actually applied the criteria suggested there would not have been any additional companies that would have been identified for inclusion in your proxy group?

MR. TROGONOSKI:  It would be the latter.  We did apply the criteria, we did screen based on whether they had a positive EPS growth rate or not and there were no additional companies.

MR. HARPER:  Okay.  Great, thank you.  I just wanted to make sure I understood when I read those two answers together.  I thought that's what you were saying, but I just wanted to confirm it in my own mind, to be 100 percent certain.

Now, would I be correct that this same proxy group was used for your CAPM calculations, and that was because none of the companies that you need to do your CAPM calculations you had beta estimates for all the companies that you used for your DCF calculations; am I correct with that?

MR. TROGONOSKI:  We wanted to use the same companies in our proxy group and apply the models to the same companies, so we did not use a different group for the CAPM than we did for the DCF.

MR. HARPER:  Right.  But you had acknowledged to me that one of the -- a of couple criteria that you used for the DCF were specifically related to the fact you needed that information, i.e. the growth rates and the dividend yields, dividends, in order to make the DCF model work; correct?

MR. TROGONOSKI:  Yes, I agree with that but --


MR. HARPER:  And to make the CAPM model work, really all you need is a beta estimate; if I understand the model correctly?

MR. TROGONOSKI:  That's true.  But, again, back to our response to this interrogatory, it didn't have any  effect --


MR. HARPER:  No, I -- this was all dealing with the DCF -- this was all, I thought here we were talking about the DCF model, and the fact that if you change the screening criteria in terms of it just was two sources for growth projections whether they were positive or negative.  So, that was all focusing on the DCF model.  I am now changing horses a little bit and looking at the CAPM.

And I think you confirmed that you used exactly the same proxy group when you applied your CAPM model as you did for your DCF model.  And that was because you had beta available for all the companies that you used in your DCF model; have I got that correct?

MR. TROGONOSKI:  We did not have a screen for beta estimates.

MR. HARPER:  Well, you would have had to have a screen for the CAPM model, because if you don't have a beta estimate the model doesn't work?

MR. COYNE:  I think I can help here.  Are we saying that there were no companies that were screened because they only had one instead of two analysts growth rates?

MR. HARPER:  No.

MR. COYNE:  My colleague says yes.  And having conducted the analysis I am going to go with that.  So, I think what he is saying is that that screen of only one versus two analyst growth rates had no effect because no companies were screened on that basis.  So, therefore there was no difference, there would be no difference, if we relaxed that screen to say one analyst growth rate in the DCF and we held that same proxy group constant over to the CAPM.  So, the additional screen you're suggesting didn't affect our DCF results and wouldn't have affected our CAPM results, because we used the same proxy groups.  But it wasn't constrained by that screen.

MR. HARPER:  I am sorry, I think you misunderstood what I was trying to get at.

MR. COYNE:  Maybe.

MR. HARPER:  I was moving on to the CAPM model.  And looking just at the CAPM model, and the proxy group you used for the CAPM model.  And saying the proxy group you used for the CAPM model was the same one that you used for the DCF model; correct?

MR. COYNE:  Yes, yes.

MR. HARPER:  And that was because for all those companies there was a beta, so you could run the CAPM model; correct?

MR. COYNE:  Yes.

MR. HARPER:  Now, but that proxy group was in part screened and companies were left out because there were positive earning -- you had to have earnings growth rates, and you had to have dividends payable in order to make the DCF model work.  You don't have to have either of those two to make the CAPM model work.  So, if you had gone through your original universe of companies and screened it only for "do I have a beta value" because that's all I need to run the CAPM model, would you have come up with a larger group of companies?  That is all I am trying to ask at the end of the day.

MR. COYNE:  And you want to leave all the other screens in place that we used?

MR. HARPER:  Yes, just drop the two screens related to earnings growth rate and I need a dividend.

MR. COYNE:  40 dividends.

MR. HARPER:  And I need 40 dividend payments, because those are unique to the DCF model.  And if I, you know, I maintain the other ones about percentage, regulated utilities, et cetera.  And I would just --


MR. COYNE:  I understand your question.

MR. HARPER:  Yes.

MR. COYNE:  So, I guess the question is:  Were there any companies that were screened based on B or C, quarterly cash dividends with no reductions, or positive earning growth rates from two sources?

MR. TROGONOSKI:  No.

MR. COYNE:  No?  So, if we'd leave all those other screens in place and we delete the two screens that you're concerned with we would not have a different proxy group.

MR. HARPER:  Okay.  That's all I was trying to understand.  Was whether applying screens in one case came up, you know, sort of minimized the amount of companies you might have included if you were running a different model that required different parameters.

MR. COYNE:  Yes.  In some cases they will cutout companies, but in the case Mr. Trogonoski is telling us they did not.

MR. HARPER:  Okay.  And looking at the time, this is probably a good spot to stop if the panel wants to stop now.

MR. JANIGAN:  Thanks very much.  We are going to conclude for the day.  Witness panel, despite your good behaviour, I cannot grant you parole.  You will have to return on Monday for some additional cross-examination, but thank you very much for your efforts in the last couple of days and we will see everybody else on at 9:30 on Tuesday morning.
--- Whereupon the hearing adjourned at 5:01 p.m.
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