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Monday, October 1, 2024
--- On commencing at 9:30 a.m.

ONTARIO ENERGY ASSOCIATION - PANEL 2, resumed

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

MR. JANIGAN:  Please be seated.  We are going to continue with the cross-examination of the Concentric panel, starting with VECC and Mr. Harper.
Cross-Examination by Mr. Harper


MR. HARPER:  Good morning and thank you.  Good morning, panel.  Now, as I understand it, in determining the companies to include in your peer group the purpose is to select companies that are comparable to those utilities in Ontario?

MR. COYNE:  That's right.

MR. HARPER:  And, when you say "comparable," you mean utilities generally in the same business, facing similar business risks and financial risks; may not be exactly the same but generally similar risks?

MR. COYNE:  Yes, similar or like risk.  Yes.

MR. HARPER:  Right.  Now, when it comes to your CAPM model, would I be correct that it's the beta value for a utility sort of indicates the measure of risk as perceived by the market, and, the higher beta value, the higher the risk?

MR. COYNE:  That's one of the measures of risk, but, yes, that's a financial market indicator.  It's one of the ones that will be revealed by market data.

MR. HARPER:  Thank you.  Now, could we turn to -- it's CA Exhibit 7.1, and it's page 2 of 3, and it will be found in the VECC compendium at PDF page 25.  Here, in the middle of the page here, we have the beta values for each of the companies included in your North American electric proxy group.  And, as we can see, the values range all the way from .69 up to 1.11; do you see that?

MR. COYNE:  I see the values.  I am just confirming the range.  Are you looking across all three proxy groups?

MR. HARPER:  Well, I was looking at the average beta for the North American electric proxy group, just.

MR. COYNE:  Just on that proxy group?

MR. HARPER:  Yes.

MR. COYNE:  I see, okay.

MR. HARPER:  And I think it's from .69 up to 1.11, if I am not mistaken.

MR. COYNE:  I see that, yes.

MR. HARPER:  Yes.  Now, would you agree that that is a fairly wide range?

MR. COYNE:  It is.

MR. HARPER:  And what I found most interesting is that the companies with the lowest beta values are Hydro One, which owns the transmission and distribution primarily in Ontario, and FortisBC, which is at 0.71, which is the only other company, at least to my knowledge, that actually owns Ontario distribution utilities.  Are you aware of any other companies on this list actually owning transmission or distribution utilities in Ontario?

MR. COYNE:  Well, NextEra indirectly, through its investment in UCT.  Other than that, no.

MR. HARPER:  Okay.  I guess because what I was wondering about:  In selecting your proxy group of utilities, I guess I was wondering whether any thought was given to screening out some of the utilities on the list here with extremely high beta values, on the basis that they sort of would seem to be out of line with sort of Hydro One and Fortis, which were the two utilities that I particularly noted, particularly when it comes to distribution utilities in Ontario.

Sort of was there any thought to screening out and sort of coming up with a list where the betas were sort of a tighter range of values?

MR. COYNE:  No, we have never done that, and I am not aware of any analyst that would do so for these purposes.  And the reasons for that are twofold.  One is that you want beta to be revealed once you have chosen a proxy group of like-risk companies, so, if you start to screen on beta, in essence, in my view, you are starting to screen on the result as opposed to an input to the model.

So you want to learn what the models have to teach you about the required ROE, and, if you start screening on beta, I think you might almost start to be predetermining the result.

The second point I would make is that, while you point to two companies, that would be a very narrow basis to judge the relative risk of Ontario's utilities or any segment of the sector for that matter.

And the other thing that we need to be aware of is, when we look at Canadian betas, those are based on a comparison between the utility stock and the TSX exchange, and, as we have discussed over the course of the past week, the TSX doesn't represent the breadth of the S&P 500, so it wouldn't surprise me that a utility beta as measured against resource companies might not have a beta as it might as measured against a broader market index.  So all those things need to be taken into consideration.

But, no, I would not -- the bottom line is I would not screen on betas for that purpose.

MR. HARPER:  Fine.  Thank you very much.  Now, you're recommending that the authorized base ROE be set to 10 percent if I am not mistaken?

MR. COYNE:  That's right.

MR. HARPER:  And that is basically the average of the results from your multistage DCF model for CAPM, using the historic market-risk premium for the North American proxy group and your risk premium model.  Correct?

You have averaged those three models?

MR. COYNE:  That's right.

MR. HARPER:  Now, am I correct that, for your CAPM calculations, you used the Canadian risk-free rate of 3.46 percent and a US risk-free rate of 4.14 percent?

And I think you can see that if you go page 29 of the VECC compendium.  You see the 3.46 percent and the 4.14 percent there.

MR. COYNE:  That's correct.

MR. HARPER:  Now, and those values were based on an April 2024 consensus forecast for the period 2025 to 2027?

MR. COYNE:  That's right.

MR. HARPER:  Okay.  Now, if we go to page 79 of your evidence, which is PDF page 31 -- and it's the footnote at the bottom, so we will have to scroll down right to the bottom of the page.

Basically, I think what you're saying here is that the risk -- for the risk premium model, you used the same forecast of government bond yields as for the CAPM analysis?

MR. COYNE:  Well, you can see that in page -- in the table on top -- well, let me stop and make sure I understand your question.

MR. HARPER:  I am just asking you to agree with what the, with what Footnote 991 here says, that you're saying in your report here that:  "We use the same forecast for government bond yields," this is now we are talking about the risk premium model, "as in our CAPM analysis."

MR. COYNE:  Right, and, just to clarify, Mr. Harper, if you could scroll up on the screen to Figure 26, you can see that Footnote 91 is attached to the centre column.  So, when we ran our risk premium model, we did so using three different -- we wanted to test, using the risk premium model, the results using alternative bond yields.  So we tested it using a current bond yield, which was the then-current 30-day average, and so that yield was 3.55 percent because that's the actual history of the last 30 days at that point in time.

And then, as you correctly point out, in the middle column, for the forecast version of the risk premium model, we used that forward-looking forecast for the 2025-2026 period of 3.46 percent, and then we used a longer-term forecast in the far right column, and that number was 3.55 percent.

MR. HARPER:  Right.

MR. COYNE:  And you can see the results, the resulting ROEs, in the bottom stanza that range from 9.41 to 9.44 percent.

MR. HARPER:  Right, but, at the end of the day, I guess is it fair to say that it was the forecast in the far left, excuse me, far right-hand column, the 3.55 percent and the resulting ROE of 9.44 is what formed part of your recommendations?  Correct?

MR. COYNE:  Well, not really.  Because, if you go back to, if you go back to Figure 1 -- excuse me.  If you go back to --


MR. HARPER:  Well, actually, I was going to take you there myself.

MR. COYNE:  Okay, good.  Then we will go there together. Figure 1 is where I was trying to get.

MR. HARPER:  Right.

MR. COYNE:  You will see the results that you were just referring to were for the Canadian risk premium analysis, and you can see that we placed primary reliance on the North American version of our models, which are the far three right columns in Figure 1.

MR. HARPER:  Right.  But, when it came to, say, the US, the US proxy groups, I think for those US proxy groups and applying the risk premium model I believe you used a forecast for the '25 to '29 period, and I think you can see that if you go to tab -- if you go to pages 33 and 34 of the VECC compendium.

MR. COYNE:  That's right.

MR. HARPER:  And so, I guess what I was wondering was:  You seem to use a slightly different forecast period for the CAPM model and for the risk premium model and in this case, I mean the results come out pretty closely, but as a matter of principle would you agree it would be appropriate to use the same forecast for the risk premium -- excuse me, for the risk-free rate for both models when you're estimating your results?

MR. COYNE:  Mr. Trogonoski, while I look at that issue, do you have any comment on that based on our inputs to the risk premium?  It's a good test to see if Mr. Trogonoski s with us this morning.

MR. TROGONOSKI:  Yes, I am here, Mr. Coyne.

MR. COYNE:  Okay, perfect.  While I look at that issue was there a different forecast period for the Canadian versus the US risk premium that rolled down into our aggregate results I think is Mr. Harper's question.

MR. HARPER:  And actually I think my question was the fact I think you used the same -- in your risk premium model I think you used the same period forecast for both the Canadian and the US results, and I assumed since that was the case they rolled into the North American results and that was a '25 to '29 period.  Whereas in the CAPM model you used a shorter period I think '25 to '26 or '25 to '27.  And I was just -- I think we agreed the periods were different between the models and I was just trying to think in general would you agree that it would be more appropriate to use a common risk-free rate when you are running both models?

MR. COYNE:  Oh, I see your question.  You are wondering why a different forecast period between the risk premium and CAPM?

MR. HARPER:  Exactly.

MR. COYNE:  Yes, in the risk premium we were testing three different periods which we didn't do using the CAPM model, we just used one forecast in the CAPM model.  We could have tested it using the same principles of three different forecasts, but as you can see if you look at the results, you see some variation depending upon the forecast period but I guess you see five basis points for the US electric group and you see three basis points in the Canadian risk premium analysis.  But I guess we just found that using the risk premium model using that longer-term forecast was -- it's our typical approach using the risk premium model.

MR. HARPER:  Okay.

MR. COYNE:  What we have seen is because as the yield curve has been reshaped you get different results depending upon using the front-end or the middle of the yield curve or the longer term by way of a forecast, but I would say we didn't have a strong preference for that one way or the other and that's why we tested all three periods of the risk premium.

MR. HARPER:  Thank you can we go to PDF page 16 of the --


MR. COYNE:  Before I leave, Mr. Trogonoski, did you have anything else to add to that?

MR. TROGONOSKI:  The only thing that I would add to that answer is that when we do our CAPM analysis in the US we typically use the longer time period that we have used here in our risk premium analysis.  So, the real difference here is that we have shortened that time period down in this Canadian analysis which actually results in a slightly lower CAPM result than we would have in a typical case that we would do in the US.

MR. COYNE:  John, I wonder if we could -- and I'm not sure if this is on your end or here, but I wonder if we could just turn the volume up a bit you are coming through softly, it may be on our end here.  Is it possible to turn up the volume on our remote speakers?

MR. HARPER:  Could we go to page 36 of the VECC compendium.

MR. COYNE:  Okay, can we just hold there for a second, Mr. Harper?

MR. HARPER:  I just thought I would let him get the page while he was --


MR. COYNE:  I just wanted to make sure we knew which end it was on.  Maybe we could just run a quick test.  Is it possible to under up our volume in the room?  I know we have other remote participants as well.

MR. TROGONOSKI:  Let me try this, I have turned my volume up on my end.  Does that help?

MR. COYNE:  In the very last syllable it helped, it seemed like you got closer.  Try it again.

MR. TROGONOSKI:  Test here, I have increased my volume; is that helpful?

MR. COYNE:  Marginally, yes.  All right.  Well, for the time being just get as close as you can to your microphone when you speak, John, and I am not sure if we can do anything in the room further.

MR. JANIGAN:  I wonder if we could just maybe have a minute here to see if somebody with a little more technical competence, which probably includes everybody in this room, might turn up the volume.  Let's try it now.

MR. COYNE:  Could you speak again, John?

MR. TROGONOSKI:  Yes, can you hear me?

MR. COYNE:  That's much better.  You sound like the wizard of Oz now.  Thank you.

MR. HARPER:  Okay.  Can we go to the PDF page 36 in the VECC compendium.  Here we have your proposed adjustment formula and I think here we, you know, have the 10 percent that you're recommending as the base ROE, and then you have a 3.36 percent which is the base long-term government bond rate to be used in the formula, and the 1.371 percent which is the base utility credit spread to be used in the formula; correct?

MR. COYNE:  That's right.

MR. HARPER:  Now, if we go to PDF page 40 of the VECC compendium.  I think here you set out how the 3.36 percent was calculated.  If I understand it correctly that it was calculated as a weighted average, 25 percent on the current 30-day average yield and 75 percent on the forecast value for 2025?

MR. COYNE:  That's correct.

MR. HARPER:  Yes.  And I guess what I was wondering, since you're using the results of your recommendations, and there were certain long term bond rate forecasts that were underpinning that.  Why are you using totally different basis for the forecasting here as the base in terms for the base Canada -- you know, the base Canada bond rate that you're putting in your formula?  I would have thought in your formula you would have used a base Canada bond rate comparable to the one you used to derive the 10 percent?  I wonder if you can explain that to me.

MR. COYNE:  Sure, yes.  So, when we -- we used the approach that we always use for forecasting interest rates in our ROE analysis.  But when it came time to evaluating the inputs to the formula for the Board we reflected on access to data that the Board would have and the timeliness of that data, and the fact that we had just come out of the Alberta proceeding where that commission decided that it would use this approach for forecast interest rate.

We also reflected on the fact that we were struggling with the fact that we have an inverted yield curve with the 30-year rate lower than the 10-year rate, so we have a spread that's not normal.

So, for all those reasons when it came to time to evaluate inputs to the formula, we thought that this would be a preferable approach for the Board, and we agreed with the Alberta Utility Commission's finding in that regard.  So, it was really a sequence and also the precedent that we used for creating our models that got us to that point.

MR. HARPER:  I can understand using the Alberta approach for forecasting next year's bond, the next year's long-term Canada bond rate.  What I was curious about was, because the 3.36 percent, that doesn't change in the model, that number says fixed every year so there isn't a problem with Staff or somebody having to update that model.  That's fixed in the model for the course of however long the Board decides this formula is going to be in place.

MR. COYNE:  Well, the intent, Mr. Harper, would be for that to be updated on an annual basis.

MR. HARPER:  Right.

MR. COYNE:  And so, it wouldn't stay fixed.

MR. HARPER:  Or the 3.36, if we go back to the formula, can we go back to PDF page 36.  Now, if I look at the formula here, sir, towards the bottom of the page, it's my understanding is that the value for LCBF would be updated every year based on the forecast for the, you know, long term Canada bond rate, perhaps using the Alberta formula.  But that the 3.36 percent, that would never change during the course of the use of this formula, that would always stay at 3.36; correct?

MR. COYNE:  Well, I believe what we indicated here was that this is the current data that we had on that.  And you're correct that whatever the Board would decide when it sets the formula for the base amount would stay fixed.  The LCBF would be the number that would be updated each year.

We also indicated, as I recall, in our indication that, when it comes time for the Board to set the formula should it choose this approach, that that could be an appropriate time for them to update the 3.36 to see if it still remained current.

And, Mr. Trogonoski, comment if there is any of that that I have missed.

MR. TROGONOSKI:  No, I don't think so, Mr. Coyne.

MR. HARPER:  This is taking more time than I thought because it is a lot more difficult than I thought it was going to be.  But it seems to me the 3.36 percent, if you update that, you almost have to update your 10 percent, as well.

MR. COYNE:  Well, you know, we needed to submit our analysis at the time that the Board required this evidence to be due, so --


MR. HARPER:  Okay.

MR. COYNE:  -- we --


MR. HARPER:  Knowing --


MR. COYNE:  That's not being updated the same way the formula is being updated as it's being implemented.

MR. HARPER:  No, and I guess that was my point, is I thought every year, as the formula is being implemented, the 3.36 stays the same, the 10 percent stays the same; it's the LCBF and utility credit spread that are updated every year.

MR. COYNE:  That's the intent.

MR. HARPER:  Okay.

MR. COYNE:  And the question is:  What does the Board want to update, you know, when it actually goes to set the formula?  Our sense was that the most straightforward approach would be for it to update the utilities credit spread and the LC BF at the time the Board implements it, to make sure it has the most then-current market information.

MR. HARPER:  Okay.

MR. COYNE:  But the 10 percent is based on all the analysis that we have described, that we think remains an appropriate base.

MR. HARPER:  And I guess, if the Board does an update later on -- I think that's been discussed -- the 10 percent may actually change, too, if all the numbers are refreshed prior to the end of this proceeding; correct?

MR. COYNE:  Well, that wasn't how the Board proceeded last time.  At some point in time, I think the Board needs to lock down certain parameters and let others float.  My concern would be that, after as many days of hearings and evidence and everything else we have had around that 10 percent, that, if the Board were to update that at a future date, it would need to almost repeat all this evidence to be able to do so, and I don't think anybody would feel as though that would be regulatory efficiency.

MR. HARPER:  I think you and I both sat through the BCUC proceeding where they went through the update.  That's true, yes.  Thank you.

I would like to go to presentation day transcript page 54, and that's at PDF page 43 of the VECC compendium.  Here, I was interested in the discussion you had with Commissioner Sardana on the presentation date, regarding the risks faced by OPG and how the risks will change in the future as OPG moves from its near-term construction cycle to a more operational company in the long term.  And am I correct:  Your view is that, for this proceeding, the Board should focus on the implications of the risks faced by OPG as a result of its -- as a result of construction activities it's now undertaking and that possible changes in risk as it may move into more of an operational company is something that would be considered in the next cost of capital review?

And I just want to make sure.  Is that a reasonable characterization of the discussion here?

I guess that was Mr. Dane was the one having the discussion with Commissioner Sardana.

MR. DANE:  Yes, I would say it this way, Mr. Harper:  That our analysis is at a point in time, using an investors' view, which is looking forward over time, but it's certainly founded in the current risk profile for the companies that we are looking at.

So the main point that I was making on presentation day is that, at any future point, when/if there's a reason to look again at equity thickness or any element of the cost of capital, that it's important that that analysis be grounded in the facts of that day, as well.  So I didn't want to speculate on exactly how that might look at a future point in time.

MR. HARPER:  Because I guess I was trying to take that comment and sort of generalize it to a broader thing and -- because I was trying to -- I was wondering if I could take that comment and conclude that it was your view that generally, when assessing business and financial risks of Ontario utilities, the Board should focus, say, more so on the current risks or the risks faced over the next five years until the next cost of capital proceeding as opposed to trying to think about and speculate on risks that may emerge over the longer term?

MR. DANE:  It's not as bounded as what you have described because the cost of capital is a forward-looking concept.  It looks out over many years of time, not just the next two, three, four years.

The point here is more that, for example, in 2020, when we looked at OPG's equity thickness, small modular reactors were not part of the mix at that time, and so, over the course of the last four years, that has something that has been introduced and that we have noted in our report.  So my point is more that those risks change over time, not so much that we are only looking out over the next five years, as you asked in your question.

MR. HARPER:  I guess, but would you agree that, as you go forward, you know, if there's a risks that looks, that is sort of seems to be out there quite a ways, the further we go into the future, the nearer we get to that, the better we will understand those risks and the less uncertainty will be associated with them, whereas may know better which path we are going to be on?

MR. DANE:  I think that's generally fair.  The further out something is, the more difficult it is to quantify it, so I would generally agree with that.

MR. HARPER:  I was wondering if we could go -- and, unfortunately, I don't have this in my compendium.  If we go to last Friday's transcript, that would be September 27th, on page 9.

MR. COYNE:  Did you say this is not in your compendium?

MR. HARPER:  No.  No, no, it's not.

MR. COYNE:  Is it possible to bring up the transcript page?

MR. HARPER:  Yes, I was hoping they could.  That was September 27th transcript, page 9.  We can try to do this from memory if you'd like, but --


MR. COYNE:  We have it in front of us here.

MR. HARPER:  Okay, great.  Because, here, you were discussing with Mr. Rubenstein the fact that, while --


MR. COYNE:  I am sorry, but --


MR. HARPER:  Okay.

MR. COYNE:  -- would the Commissioners like to have it in front of them, as well?

MR. HARPER:  I am sorry, okay.

MR. JANIGAN:  Is Staff able to find that?

MR. HARPER:  Oh, I think this is still the present day.

MR. JANIGAN:  Perhaps you could give the coordinates again?

MR. HARPER:  Sorry?

MR. JANIGAN:  Can you give the coordinates again?

MR. HARPER:  It's last Friday's transcript -- that was September 27th -- page 9.  Okay, I think we are there now.

MR. JANIGAN:  Yes.

MR. HARPER:  Here, you were describing to Mr. Rubenstein the fact that, while the Canadian proxy group had on average the lowest ROEs, it was not, in your words:
"[..] a reasonable proxy for Ontario's utilities because of the nature of the Canadian proxy groups companies that we have."

Do you see that?

MR. COYNE:  Yes.

MR. HARPER:  That just got me wondering as to what was it about the nature of the proxy group that meant it wasn't reasonable, if I can put it that way.

And one of the ideas that came to my mind, it struck me, was that some of these companies had generation facilities whereas typically we have already excluded OPG for a second hearing, the utilities we're dealing with here don't have generation; would that be one of the things that would make this proxy group different and not appropriate to use?

MR. COYNE:  No, that's not my primary concern.  If you look at the proxy group companies that are in the Canadian proxy group, we have AltaGas, CU, Amira, Enbridge, Fortis and Hydro One.  My bigger concern is that we have a total of six companies that are Canadian-based and I guess we could call them Canadian companies but we know that other than, other than CU and Hydro One, they are really North American companies with very significant investments on the other side of the border.  So, I think of them as North American utility companies, just like I think of the US electric group and gas group as North American utility companies primarily.

And as we screen for a gas -- I wanted to screen for a gas and electric proxy group that would mirror Ontario's regulated gas utilities and regulated electric utilities, and we can come up with a much finer screen against that broader group of companies when we open it up to include this broad base of US companies.

And we have, we have companies that are primarily engaged in regulated electric utility operations or a regulated gas utility operations.  And that's not the case if you look at the broad -- the broader sample that we have there is quite limited, but we do present them because we wanted -- as I do in all of our Canadian testimony, we would like to show what a Canadian proxy group would look like and how those results compare to the US proxy groups and how they look when we amalgamate them into a North American proxy group, as we have done recently in Alberta and BC.

MR. HARPER:  So, I think you have got a small group here, so the reason -- I am still struggling with the reason why they are not reasonable proxies is because they, is because they --


MR. COYNE:  Two reasons, let me just restate more succinctly.  It's a small proxy group, six companies is at the margin of what we consider to be reasonably sized for a proxy group.  And then, secondly, there are a mix of operations, I am looking for ones that are either primarily electric or primarily gas to make sure that we can test for differences between  electric and gas ROEs, which we thought were important.

MR. HARPER:  When you say they are a mix of operations, you mean a mix of gas and electric or they are --


MR. COYNE:  Gas, electric and -- I am sorry, I didn't let you finish your question.

MR. HARPER:  No, I think you knew where I was going.  It was a matter of is it a mix of gas and electric or is this a mix of gas, electric, and something else as well that's not comparable at all to the electric or gas --


MR. COYNE:  Well, it's a gas and electric in the case of Enbridge, obviously, it's oil and gas pipeline operations that are significant as well.  And in the case of Fortis and Emera they also have Caribbean utility operations, so I don't think they are as representative of Ontario's electric and gas utilities, are the electric and gas proxy groups and the combined ones that we screened.  But I did want to keep the Canadian proxy group in the analysis so that we could look at all the market data for those companies as well, to see if we could discern any significant differences.

MR. HARPER:  Okay, thank you.  Thank you for your indulgence for just one more question, if that would be okay?

MR. COYNE:  And, Mr. Harper, if there's one thing I would say that this is one of the issues I have with Dr. Cleary's analysis, is if he restricts to just a Canadian proxy group, as you can see from our evidence and the evidence presented by the other experts, that's a very restrictive view of the investor market for utilities, is to look at only Canadian utilities.  You can see that all you miss by doing so.  So, in our view that is an imprecise way to measure the cost of capital for Ontario's utilities and inconsistent with our experience with other Canadian regulators that have looked at the same data.

MR. HARPER:  Thank you.  Can we go to PDF pages 51 and 52 of the VECC compendium, this should be your response to Staff 25 (d).  Now -- it would be in the VECC compendium, pages 51 and 52.  I want to scroll down to the response to part (d).  And maybe just scroll down a bit further so we can also see the top of the following page.  Great.

Okay, I guess here we are talking about in the event that the Board were to determine that the cost of capital parameters should not be immediately updated for all utilities based on the outcome of this proceeding but rather at rebasing, you provided your views on LEI's recommendations as to the materiality thresholds that should be using to determine if changes were significant enough to warrant immediate implementation prior to a utility's rebasing.  And I guess you were talking about a 25 basis points threshold for the equity, I believe, and a 50 basis points threshold for the ROE; that correct?

MR. COYNE:  Yes.

MR. HARPER:  Now, the 25 basis points, does that mean, let's say, we are at 40 percent right now; would that mean that if the equity ratio was 40.25 percent greater or 39.75 percent or less it would warrant a change?  I am just not understanding how the 25 basis points works into the values we typically have right now.

MR. DANE:  Just to clarify, this response it's a 25 basis point differential for debt --


MR. HARPER:  Right.

MR. DANE:  -- short-term and long-term.

MR. COYNE:  And also the ROE for 50 basis points, so I just want to make sure we are talking the same language.  It seems like we are talking about changes in the equity or debt ratio?

MR. HARPER:  Well, when you say changes in -- when you said differential for debt I thought you were talking about the debt percentage, like the equity thickness when you say 25 basis points.  Like, that's how I interpret -- maybe it's a good thing we have this conversation, because that's how interpreted the response, is you were talking about if there was a 25 percent basis point change in the equity thickness -- equally, or it would be a 25 basis points in the debt thickness because the two of them have to add up to 1.  Or a 50 basis points change in the value of the ROE and I was just trying to understand what you meant by 25 basis points when it came to differential for debt, or equally a differential for equity because that's the flipside of that, I assume.

MR. COYNE:  As I understood -- we are responding to LEI's  recommendation.

MR. HARPER:  Right.

MR. COYNE:  And as I understood LEI's recommendation it was that if the Board were to make changes to the ROE or debt cost coming out of this proceeding, that there needed to be this threshold of 60 percent of the rate of the term remaining and then the deviations needed to be 100 basis points or more.  And those deviations, as I understood them were based on the cost of debt as a percent, and the cost of equity as a percent.  And so, as opposed to the 100 basis points our view was that if the Board were to decide that a threshold were advantageous that something narrower than -- 100 basis points is a pretty significant swing.  So, our recommendation was that if they wanted to go down that path to reduce it to either 25 basis points per debt and/or 50 for ROE, but that was not our recommendation there.

MR. HARPER:  Right.  No, I understand you were commenting on LEI's recommendation.  I just wanted to make sure I clearly understood what your comments were.  Okay fine.  Thank you very much, those are all my questions.

MR. COYNE:  You're welcome.

MR. JANIGAN:  Thank you very much, Mr. Harper.  I believe, Mr. Gluck, you are next.
Cross-Examination by Mr. Gluck


MR. GLUCK:  Thank you.  Good morning, panel.

MR. COYNE:  Good morning.

MR. DANE:  Good morning.

MR. GLUCK:  I would like to follow-up on a discussion you had with Mr. Mondrow on Friday where you were discussing the impact on ROE for using raw betas as opposed to adjusted betas. If we can go to page 3 of the CCC compendium, please, PDF page 3.

MR. COYNE:  And which page in the compendium?

MR. GLUCK:  It will be PDF page 3.  So, I think -- if we go towards the bottom of the page, at paragraph 27.  There, Mr. Coyne, you described the difference between adjusted and normal betas to be 13 or 14 basis points; do you see that?

MR. COYNE:  Yes.

MR. GLUCK:  And you went to M2-CCC-6 and showed that the revised North American combined proxy group ROE is 9.87, and this is at PDF page 7 of the compendium.

MR. COYNE:  That's right.

MR. GLUCK:  Okay.  And I just want to make sure that I understand the ROE in CCC-6, part (f) there.  My understanding is this is the revised ROE with the only change being the use of non-adjusted betas; is that right?

MR. COYNE:  That's right.

MR. GLUCK:  Okay, thank you.  If we could go to PDF page 8 of the compendium, please.

MR. DANE:  I am sorry.  You said "ROE," Mr. Gluck, and this is the ROE from the CAPM with that specification in the model.

MR. GLUCK:  Right, the CAPM-derived ROE.  Thanks.

So, looking at this table, this is your summary of ROE results, and I would have thought that the appropriate comparison to that 9.87 is the North American combined CAPM historical MRP.  Would that be the relevant comparator; as opposed to the 10.1 percent?  It would be 10.22 percent?

MR. COYNE:  Let me see how the question was specified.  It's referring to Figure 18 as its base.  Let's see if -- I am assuming that that Figure 18 is coming from our report, so let's just see what that frame of reference was.

Okay.  It appears to me as though it's referring to the CAPM results in Figure 18 using the historic MRP.  Okay.  Now, if we look at what's here, I think it's what you have asked for in that response, so maybe I am not understanding your question.  What frame of reference were you looking for that you don't see there?

MR. GLUCK:  Sure.  So, when you were having this conversation with Mr. Mondrow on Friday, you were referencing a 14-basis-point differential between adjusted and non-adjusted betas, and I think -- I will just put it out there.  I think it's a 35-basis-point differential.

MR. COYNE:  Where are you seeing that 35?  I am not with you.

MR. GLUCK:  10.22 percent is the North American combined historical MRP, and then I would be comparing that to the 9.87 using the non-adjusted betas.  I think you were comparing the average of all of your methodologies using adjusted betas for CAPM to the non-adjusted version of just one of your models.

MR. COYNE:  Mr. Trogonoski, can you comment on that?

MR. TROGONOSKI:  I -- yes.  Can we go back and take a look at the response to the IR for a minute, the 9.87?

MR. COYNE:  Yes, that's a response to CCC-6F.

MR. GLUCK:  It's in the compendium, at page 7, part (f).

MR. COYNE:  Right.  Okay, I think I see the issue.  Correct me if I am wrong, Mr. Trogonoski.  So the -- actually, I think, in order to determine the actual difference -- and I probably spoke too quickly to that -- you would need to roll these results into the overall combined results, using the other models to determine what the ultimate ROE impact would be.

MR. GLUCK:  I think that's fair.

MR. COYNE:  So I think I agree with your -- the difference that you note.  Using just the CAPM model is, as you suggest, that's 35 basis points.

MR. GLUCK:  Okay.

MR. COYNE:  But now you would want to roll -- to determine the actual impact on the overall ROE result, you'd need to average that with the results from the DCF and the risk premium model, as well.

MR. GLUCK:  Okay, thank you.

MR. COYNE:  That would be a more accurate way to determine that outcome.

MR. GLUCK:  Just using the CAPM model, which is the only one that uses betas; right?

MR. COYNE:  That's right, yes.

MR. GLUCK:  It's a 35-basis-point differential.  And would you take it, subject to check, I guess, that, for Hydro One alone, that's worth $38 million?

MR. COYNE:  Well, let me just challenge the premise because, if we were to -- let's just say we were to accept the premise that we want to use raw betas and not adjusted betas in the CAPM model.  We would then, as we have done for the rest of the analysis, use that as one of the three models.  So that wouldn't impact the DCF, and it wouldn't impact the risk premium.  Rule of thumb, you can take that difference and divide it by three.  So it's probably closer to the impact I suggested, although the math I think would be different.  But it's probably on the order of 11 basis points or something like that, or 12 if you flow it all the way through.

I don't accept the premise that raw betas is the way to conduct the analysis, but the number would not be the one you're suggesting if you were to run it all the way through the analysis.

MR. GLUCK:  Okay, thank you.  And, if we just look a little bit further down on the page here, if you were using a beta of 0.5, can you confirm that, for the North American combined proxy group, the ROE would be 7.69 percent?

MR. COYNE:  Yes, but why would you?  That doesn't reflect the market beta for utilities.

MR. GLUCK:  Okay.

MR. COYNE:  But I could confirm that would be the mathematical result.

MR. GLUCK:  Thank you.  And can we go to PDF page 11 of the compendium, please.  And there is a column here titled "Raw 5-year Bloomberg Beta," and I am just looking to confirm that that, those raw betas, would have been what you used in CCC-6, part (f) in doing the math of using unadjusted betas.

MR. TROGONOSKI:  Yes, that should be correct.

MR. GLUCK:  Okay, thank you.  And can you undertake to file your calculations that support CCC-6, part (f)?

MR. TROGONOSKI:  Yes, we can do that.

MR. GLUCK:  Thank you.

MR. RICHLER:  Let's note that as Undertaking J4.1, and, while we are at it, I think we need to mark this compendium as Exhibit K4.1.  That's the CCC compendium for panel 2.
EXHIBIT K4.1:  CCC COMPENDIUM FOR PANEL 2.
UNDERTAKING J4.1:  TO FILE THE CALCULATIONS THAT SUPPORT CCC-6, PART (F).

MR. GLUCK:  Thank you.  And, if we were to take a look at the raw beta for Hydro One, we would see that that beta is 0.54; is that right?

MR. COYNE:  Yes.

MR. GLUCK:  And would you agree, of all the reference points you have in your peer group, that Hydro One is probably the most comparable to the LDCs and transmission companies in Ontario?

MR. COYNE:  Yes; it's a sample of one company, though, so you can't -- I am not sure what conclusions you can draw from that alone.  We did talk about the limitations of -- A, it's a raw beta and, B, it's one company, but, yes.

MR. GLUCK:  Okay, thank you.  And I just have a clarification with respect to column 4, which is titled "Percentage of operating income from regulated operations."  And I am just trying to understand what that percentage is.  And my guess is that it's dividing the operating income from the regulated operations of each of these holding companies by the overall operating income.  Is that likely what the math is doing?

MR. TROGONOSKI:  Yes, that is correct.  It is based on a three-year average, so from 2021 to 2023 is the time period that we used and the calculation is as you described.

MR. GLUCK:  Okay, thank you.  And for Hydro One when it's showing a 102 percent operating income, the implication of that is that Hydro One's unregulated business over that three-year average you just described, they lost money?

MR. TROGONOSKI:  Yes, that would be correct.

MR. GLUCK:  Okay.  And I think you agreed in previous discussions that unregulated businesses are more risky than regulated businesses; and would this be a good sign of that?

MR. COYNE:  I don't think we concluded that in general, it depends on the unregulated business.  For example, gas companies for decades have rented water heaters and in some cases furnaces, and I wouldn't consider that to be riskier business than a regulated business.  So, it really depends on the business.  You know, if it's marketing and trading I'd say yes, but it really just depends on what that business is.  That's why many of these companies that have evolved into unregulated businesses have often times trimmed them back to more or less pure play utility operations, but it depends on the company.

MR. GLUCK:  Okay, thank you.  You had a discussion with Mr. Rubenstein on Friday and you accepted an undertaking which was given the number J3.2, in which you agreed to provide the ROE estimates resulting from the DCF and CAPM for each proxy group excluding companies with significant generation operations.  Do you recall that?

MR. COYNE:  Yes.

MR. GLUCK:  And I would like to ask for a separate undertaking that is similar to that undertaking, but in addition to the companies with significant generation operations, I ask that you also exclude the companies in your peer group that derive 10 percent or more of their operating income from unregulated operations; is that something you could do?

MR. COYNE:  I think if you were to -- I just want to consider your undertaking.  As I look at our exhibits -- so you would --


MR. GLUCK:  I think we would take out AltaGas, Enbridge Inc., and Spire would be the additional three companies that would outs.  And NextEra would come out, but it's already out because of the generation ownership it has.

MR. COYNE:  Oh, you want to take out companies that have generation and --


MR. GLUCK:  Yes.

MR. COYNE:  I don't know that there would be any companies left.

MR. GLUCK:  There's a few.

MR. COYNE:  Well, we have taken out the generation companies exclusively.  I think we are down to four companies.  And those are Canadian utilities, Hydro One, Eversource and Exelon, so of those we know that Canadian utilities and Hydro One would not have greater than 10 percent in unregulated operation, so the question is Eversource and Exelon.

MR. GLUCK:  I am talking for all of your proxy group.  So, when I looked at it, Enbridge Inc. comes out, AltaGas comes out, and Spire comes out those are the incremental three companies that would come out.

MR. COYNE:  So, you want for all of our proxy companies, any company that has more than 10 percent of its, what?

MR. GLUCK:  10 percent of its operating income from unregulated business to be pulled out as well.

MR. COYNE:  Mr. Trogonoski, do you see any issue with that?

MR. TROGONOSKI:  Are we considering the oil and gas pipeline operations that Enbridge has as unregulated?

MR. GLUCK:  Well, I was just -- all I have is column 4.  So, I was looking at column 4 and companies that have numbers lower than 90 percent, they would come out.

MR. TROGONOSKI:  We would need to go back and look at our business segment data that is used to develop these percentages that are in column 4 and using that we can determine the companies that would not meet that 10 percent threshold that you're talking about.

MR. GLUCK:  I just -- I thought we agreed that that's what this column is showing, it's showing companies --


MR. COYNE:  For Exhibit CCC 4, yes.

MR. TROGONOSKI:  I would still want to look at the data just to be sure that there was nothing else going on.  I mean, there is a difference between operating income and net income too.  So, I just want to be sure that we are giving you what you want.

MR. GLUCK:  Okay, that's fair.  Can you take the undertaking?  Thank you.

MR. RICHLER:  J4.2.
UNDERTAKING J4.2:  SIMILAR TO UNDERTAKING J3.2, TO RERUN THE ANALYSIS TO EXCLUDE ALSO COMPANIES IN THE PEER GROUP THAT DERIVE 10 PERCENT OR MORE OF THEIR OPERATING INCOME FROM UNREGULATED OPERATIONS, BOTH GENERATION AND THE UNREGULATED OVER 10 PERCENT.


MR. GLUCK:  And just to make sure we are on the same page, it's both generation and the unregulated over 10 percent of income.

MR. COYNE:  Did you understand that, John?

MR. TROGONOSKI:  Yes, I did.

MR. GLUCK:  Okay, thank you.  I would like to move to another topic and discuss your risk premium estimation methodology.  And my understanding of this methodology is you take the allowed or authorized ROEs over a long period of time across both the US and Canada and net out the prevailing 30-year treasury yield, or Government of Canada bond yields, at the time the ROEs were approved.  And then the difference between those two numbers is your risk premium that you use to determine the relationship between risk premiums and bond yields; is that a fair?

MR. COYNE:  That's right.

MR. GLUCK:  Thank you.  And then you take that relationship that you calculated by what we just discussed and you apply it to future bond yields, estimates of future bond yields, to calculate the forecast risk premium; that's the second part?

MR. COYNE:  Well, we apply to three different -- as we discussed earlier with Mr. Harper, there are three different periods.  The current bond yield, the near term forecast, and longer term forecast.

MR. GLUCK:  Thank you.  And would you agree that regulators and experts in other cost of capital proceedings have raised concerns about the risk premium methodology when it relies on authorized ROEs in the estimation?

MR. COYNE:  Some have.  In the most recent BCUC decision they accepted it and gave it one-third weight along with our recommendation to use it with the multi-stage CAPM and DCF as we have here.  But it depends on jurisdiction.

MR. GLUCK:  Thank you.  And more specifically, in terms of the concerns that have been raised, I understand that concerns were raised in other jurisdictions that some of the authorized ROEs that are underpinning this model, or many of them actually, would have been agreed to in settlements and those settlements could have involved compromises on other matters that were live in the proceeding.  So, it's not a, you know, pure exercise of calculating the ROE?

MR. COYNE:  That's possible where settlements are concerned, yes, there could have been a give and take.  In my experience when there are settlements, I have never seen an ROE go up in a settlement as a result of it.  It's usually a compromise in the other direction, but I agree with your premise that there is usually a basket of trade-offs.

MR. GLUCK:  Okay, thank you.  And by using historical allowed ROEs in the methodology to calculate the risk premium, would you agree that you're not directly measuring the risk that Ontario utilities face or the difference in risk that Ontario utilities face, relative to other companies?

MR. COYNE:  No, you're picking up the overall trend in allowed returns that we feel is representative of the industry as a large -- as a whole, because of the fact that we are using large samples of both gas utility decisions, electric utility decisions, and most recently, in this analysis, we can now present a Canadian risk premium analysis as well.

MR. GLUCK:  But in terms of the current risk faced by Ontario utilities, you say it's measuring that in any direct way?

MR. COYNE:  I am sorry,  I should have listened more carefully. The current risk, umm, no, I would say it's a lagging indicator of risk.  I guess, I would say that's probably a weakness of some of the models is that they don't do as good of a job as I would like of projecting forward risk, but that's a difficult thing to do.

MR. GLUCK:  Thank you.  And would you agree that in certain circumstances that the -- excuse me, sorry -- the output from the model can actually start showing negative risk premiums, just the way the model is designed or the equation is designed, that at a certain level of a treasury yield you actually -- the model starts showing negative risk premiums?

MR. COYNE:  I don't recall in our data set that we have any negative risk premiums.  We could look at the data, but...

MR. GLUCK:  It's more of a theoretical --


MR. COYNE:  Maybe back in the early to mid '80s I am thinking back in the Carter years, when we had runaway inflation.  We probably did have negative risk premiums back then, yes.

MR. GLUCK:  Okay.

MR. COYNE:  I remember that.

MR. GLUCK:  And would you agree that the DCF and CAPM estimation tools are used more often in other jurisdictions relative to the risk premium methodology?

MR. COYNE:  Is your question are DCF and CAPM used more unanimously?  Or what's your adjective?

MR. GLUCK:  I used the word "more often".

MR. COYNE:  Yes, we actually did a study on that that I presented at CAMPUT a couple of years ago, and I think I will recall this accurately.  We determined that in Canada the CAPM was most prominent, followed by the DCF, and followed by the risk premium.  And in the US it was the DCF followed by the CAPM, followed by the risk premium.  So, based on that survey that we did of recent decisions, I think we looked at about five years of decisions I would agree with you.  So, I think it's in that order of DCF, CAPM, and risk premium in terms of their prominence.  And then the expected earnings model I would say is probably number four and then, and then other versions of the CAPM would probably fall into that fifth bucket.

MR. GLUCK:  Thank you.  If we could go to page, PDF page 20 of the compendium, please.  Here in this table Nexus sets out its proxy group of 43 electricity utility companies and I was hoping that you would agree to undertake to provide a list of the Nexus peer companies that would not have made your list of US proxy electric companies with an explanation as to why?

MR. COYNE:  Yes, we can do that.

MR. DANE:  Yes, we can do that.

MR. GLUCK:  Thank you.

MR. RICHLER:  J4.3.
UNDERTAKING J4.3:  TO PROVIDE A LIST OF THE NEXUS PEER COMPANIES THAT WOULD NOT HAVE MADE THE LIST OF US PROXY ELECTRIC COMPANIES, WITH AN EXPLANATION.

MR. GLUCK:  And this is my last set of questions.  Can you go to PDF page 22 of the compendium, please.  Thank you.  You had a discussion with Mr. Mondrow on Friday and you mentioned a Moody's report that provided the conclusion that Canada -- Canadian and US jurisdictions have similar regulatory risk.  And I just wanted to first check, is this, this September 2013 Moody's report the report that you were referring to?

MR. TROGONOSKI:  Yes, it is.

MR. GLUCK:  Thank you.  And this report just sort of summarizing what this response says is:
"Moody's ultimately concluded that US utilities have similar regulatory risk as Canadian utilities noting the increased use of forecast test years, adoption of adjustment clauses, and cost recovery mechanisms in the US."

Is that a fair summary of what Moody's said in 2013?

MR. COYNE:  Stay with it, Mr. Trogonoski.

MR. TROGONOSKI:  It is a fair summary of what they said.  I  think the important conclusion from the report was that they changed their view from their prior perspective that the US was higher risk than the Canadian utilities were.  And they no longer took that view as of the September 2013 report, and the answer there lays out the reasons why they no longer viewed the US as having higher risk than the Canadian companies do.

MR. GLUCK:  Thank you.  If we could go to page 14 of the PDF, please, and this is Attachment 2 to CCC 4.  In this table you have summarized the various regulatory tools that apply to the operating companies in different jurisdictions.  And the first aspect of the Moody's report was that, you know, the US has moved to forward test years.  And if we look at this peer group, the vast majority are -- the vast majority of the jurisdictions represented in this peer group are still using historical test years; is that correct?

MR. TROGONOSKI:  I believe we show here that it's 57 percent of the operating companies are on a historical and 43 percent are on a forecast test year.  So, I wouldn't call that a vast majority but it is a majority still, you're correct.

MR. GLUCK:  I put the partially forecast with the historical, but that's fair.  And you'd agree a historical test year approach increases regulatory lag?

MR. TROGONOSKI:  That's typically the case, yes.  I would agree.

MR. GLUCK:  And you'd agree that in Ontario we use a fully forecast approach; is that right?

MR. TROGONOSKI:  Yes.

MR. COYNE:  Well, it also depends upon what, what IRM program the company is on.  If you are on an I minus X program you start out with a forecast test year but then you're operating under an I minus X formula that may or may not -- is designed not to represent your actual costs, it's designed to represent a trend line based on the I minus X formula.  So, it does depend on what form of regulation you're under in Ontario. If you're under a custom IR program my understanding of those is that each of those is literally custom designed in terms of a basis of a forecast and what's in that forecast.  So, it's -- I'd say it's a hybrid approach here in Ontario as opposed to the more traditional programs.

MR. GLUCK:  In terms of this column, though, I think
-- you can tell me if I am wrong, but I think this column is only comparing a test year, setting the test year, not forward years.  It's just looking at the test year and how is the test year set.

MR. COYNE:  Well, I think if I understood your question, and maybe you'd want to repeat it, you're comparing them -- you're asking about risk.  And a company that's on a historic test year that can file sequential, and some of these companies can and do file sequential test years, the regulatory lag that they experience might be one year, whereas if you're operating under a 5-year IRM in Ontario, you could have a good long period before you have a chance to true up to your actual costs, if they are different from what you agreed to in the IR program.

So, I am getting after the issue of risk in your question.  And, to me, if you look at the -- if you look at the -- I think it was a UBS survey, if I am not mistaken, of risk of regulatory programs.  They would place a multi-year performance-based regulatory program at the upper end of the risk profile over a historic test year.  So, I wouldn't agree with your premise that it's always a riskier proposition to be on a historic test year.

MR. GLUCK:  That's fair.  But would you agree in Ontario every utility has the option of using custom IR which, as it's applied here, is essentially a 5-year cost of service for capital with a stretch factor applied?  That's how it's been implemented in Ontario and every utility can elect that, we have ICMs and ACMs that allow you to recover capital in between rebasings?

MR. COYNE:  But it's different than cost of service.  It's designed to separate -- to put the utility at risk for its actual cost of service.  So, yes, it may be cost of service based in terms of the forecast, but you're at risk over five years for whether or not that forecast turns out to be your actual cost, and that's different from a utility that's on a historic test year that can re-file the next year.  I am working with a utility right now that just finished a rate case and is getting ready to file another one because it files annual rate cases.  And I would argue that a utility in that position is at a lower risk from an investor standpoint than one that's living under a five-year rate plan.

MR. DANE:  Okay, sorry.  I just wish to add here, Mr. Gluck, that I think it's easy to fall into somewhat of a trap in trying to prove the negative.  So it's easy to say, okay, we have this certain mechanism here and this other jurisdiction doesn't; ergo, they must be riskier.

And we have looked at it more broadly for a reason, because, if you look at the specifics of any one jurisdiction -- and we will see different regulators citing to their specific mechanisms they might have in place, as making them a less risky jurisdiction in their view than others.  And so I think it's a common thought to focus on what's in place here and then, if it's not in another jurisdiction, that must mean they are riskier.  And that is part of the reason we look at materials like from Moody's, from UBS, and looked at a number of different elements here, to really try to capture more of a full picture of how each of these jurisdictions work and for us to draw the conclusion that they are sufficiently similar for inclusion in our sample.

MR. GLUCK:  Thank you.  On that point of looking at things more broadly as opposed to, you know, jurisdiction by jurisdiction with respect to the -- there are two columns, one titled "full decoupling," one titled "partial decoupling."  Do you know what those decoupling mechanisms are in these various jurisdictions?

MR. COYNE:  I think we responded to that in an interrogatory, and I don't think we have looked at each of the mechanisms for each of these 132 operated companies.  No, we have not.

MR. GLUCK:  Thank you.  And, similarly, with respect to the column titled "capital costs recovery," is the answer the same, that you may not know what each of those checkmarks represents?

MR. COYNE:  Mr. Trogonoski, can you comment on that?

MR. TROGONOSKI:  The column on the far right here, called "capital cost recovery," is really a -- it's a total of the four columns to the left of that, so it would include the items that are labelled "renewable and non-non-traditional generation"; it would include environmental compliance; it would include delivery infrastructure; and it would include transmission costs.  So, if they have a checkmark in any of those four columns, we included them in that last column on the right, of "capital cost recovery," so that broadly is what is in that column.

We don't know about the individual programs for each of the utilities.  Those would be contained in their tariff.  We did not look at that data in preparing this attachment.

MR. GLUCK:  Maybe you can -- I wasn't expecting that answer.  Maybe you could define what those four categories are doing?

What would be renewable cost recovery?

What would be environmental compliance cost recovery?

MR. COYNE:  Why don't we just take that as an undertaking.  We can do that for you if that would be sufficient.

MR. GLUCK:  Okay.  That's great, thank you.

MR. COYNE:  Yes.

MR. RICHLER:  J4.4, just for the record, it's to define what terms?

MR. GLUCK:  It will be renewable, non-traditional generation, environmental compliance, delivery infrastructure, and transmission costs, what those categories are reflecting in terms of cost recovery.
UNDERTAKING J4.4:  TO DEFINE WHAT "RENEWABLE," "NON-TRADITIONAL GENERATION," "ENVIRONMENTAL COMPLIANCE," "DELIVERY INFRASTRUCTURE," AND "TRANSMISSION COSTS" CATEGORIES ARE, REFLECTING IN TERMS OF COST RECOVERY.

MR. GLUCK:  Thank you.  And I just have one last question, and this is a follow-up on a discussion you were having with Mr. Harper this morning.  And this was about implementation, how would the Board implement if they were to accept your, if they were to accept your entire proposal, how would that be implemented.  And I think I understood you to say that the base ROE of 1 percent would be unchanged and only the other factors in the adjustment model could change; is that a fair summary?

MR. COYNE:  Yes, it's an interesting question and one that we wrestled with a bit as we think about the landscape and  understanding each of the various rate programs the companies have now.

So our overall suggestion was that each company should, based on the results of the Board's decision, provide a compliance filing that would describe how it would be implementing those changes in its cost of capital.  And it could range everywhere from the cost of capital, to the equity structure, to cost of debt.  And, in that compliance filing, it would provide a proposal for how and when it would roll those through its rates.  And we also would like to see if it has any restrictions under its existing rate plans that would mitigate against rolling them in now.

MR. GLUCK:  Just in terms --


MR. COYNE:  So we think it's company-specific and general.  We punted in terms of beginning to think that we could develop something that was responsive for each company.

MR. GLUCK:  But, in terms of the base ROE, the 10 percent, is that held constant?

Is that -- if the Board accepted your proposal, is that the number?

MR. COYNE:  Maybe I was reading too much into your question.

MR. GLUCK:  Yes, yes.

MR. COYNE:  No, the 10 percent is set by a formula, and so that would be the cost of capital that would be in effect for the next rate year, and I think that would be 2025.  And then our assumption is that, in the fall of 2025, the Board would update its parameters, as it does today, and then it would issue a new cost of capital parameter letter that would have a new number for 2026 and until it revisited the formula five years later, according to our recommendation.

MR. GLUCK:  Okay.

MR. COYNE:  Was that your question?

MR. GLUCK:  That was, thank you.  Those are my questions.

MR. COYNE:  You're welcome.

MR. JANIGAN:  Thank you very much, Mr. Gluck.  I believe the next person up is Mr. Brophy.

MR. BROPHY:  Great, thank you.  Can you hear me, panel?

MR. COYNE:  Yes, good morning.
Cross-Examination by Mr. Brophy


MR. BROPHY:  Good morning.  My name is Michael Brophy, and I am here on behalf of Pollution Probe this morning.  I notice with the schedule we are running I think about 10 minutes behind, and there was a break somewhere in there.  I am just wondering what the plans are, just so I can try to keep the right cadence.

MR. JANIGAN:  I would think we will take a break at 11 o'clock, please.

MR. BROPHY:  Okay, perfect.  Thank you very much.

Pollution Probe submitted a hearing compendium last Thursday.  Perhaps we can mark that as an exhibit?

MR. RICHLER:  K4.2.
EXHIBIT K4.2:  POLLUTION PROBE COMPENDIUM FOR PANEL 2.


MR. BROPHY:  Great, thank you.  And if we can just pull that compendium up, starting with page 2?  Perfect, yes, page 2, and maybe a bit smaller.  No, the graph.  Terrific.

This is the comparison table that Dr. Cleary included in his presentation, and I think others have brought it up, and you have talked a bit about it.  Just a simple question:  Is this an appropriate graph to use for comparison of the different proposed ROEs, or do you think that there is a better graph that we should be leveraging?

Maybe just make the graph a little smaller, so they will be able to see the whole thing on the screen.  Perfect, thank you.

MR. DANE:  I will start.  So your question is for the purposes of comparing ROEs, which I assume you mean the ROE proposals in this case.  And so I think the right four bars look to be accurate in terms of the proposals by the experts, and so I think that portion is a fair summation of the ROE recommendations.  The left three bars are not ROE recommendations in this case.

MR. BROPHY:  Fair enough, and, yes, it's really the four bars on the right side I was asking about.  Thank you for that.

MR. COYNE:  I would also say that the line that cuts across those bars, we should talk about what that means, but it's -- I would take issues with the implications of that line.

MR. BROPHY:  Okay, fair enough.  But the four --


MR. COYNE:  So other than that it's fine.

MR. BROPHY:  Okay, thank you very much.  Yes, it was really the four bars and the numbers and just make sure you didn't disagree with those and have a better reference, but thank you for that.

MR. COYNE:  Yup, we are with you there.

MR. BROPHY:  So, I just had a couple of questions about energy transition which I think will take us probably to the break.

So, I heard you talk to Mr. Rubenstein on I think it was day two that you expect that electric utilities will need to apply the outcomes of this proceeding, and potentially future cost of capital proceedings if the Board were to hold them, to a larger amount of capital due to the electrification you expect from the energy transition; does that sound accurate?

MR. COYNE:  Yes.

MR. BROPHY:  Yes, okay.  And if you were to compare your current levels of Ontario electric capital spending, what magnitude of increases are you assuming, and over what period?  So, you're suggesting increases, I am just wondering:  Do you have an idea on magnitude?  Is it, you know, 1 percent, 10 percent, you know?

MR. COYNE:  If you look at, we had this in our presentation day summary, we have not done an independent estimate of projected capital costs for Ontario utilities as part of our analysis.  I think we did have a -- we did have a quote from DBRS Morningstar, and they're indicating in their analysis that, and I quote:
"Ongoing allocation of substantial capital toward initiatives such as climate adaptation, modernization and energy transition has reached unprecedented levels, with many utilities rolling out capital expenditure programs that are 10 to 20 percent greater compared with previous cycles."

And so, that's -- that's one opinion that we have in our analysis but we haven't done an independent analysis of each utility.

MR. BROPHY:  Okay, and --


MR. COYNE:  So, I would say greater capital spend, it's been the case for a while and everything that we see suggests that that's likely to continue.

MR. BROPHY:  So, you're not talking about today, you're talking about broadly in the future?  Or are you talking about today we are seeing large increases?

MR. COYNE:  Both.  Today and in the future, in the foreseeable future, yes.  Just take a look at Ontario and I realize that it's, it is the IESO's forecast, but if you look at the IESO's forecast of projected demand and the required increase in generation capacity, that generation capacity has to be fed through a distribution and transmission network that will accommodate it, and on top of that accommodating more distributed resources, non-wire alternatives and all the changes that we see in a state of flux right now, will all lead to greater capital needs from the industry.  And you are talking the electric industry, I presume, right now?

MR. BROPHY:  Yes, we are on electricity industry right now. So, you are talking about the IESO's forecast for the future, I think, is what you were just talking about; right?

MR. COYNE:  Yes.

MR. BROPHY:  Okay.  And you mentioned actually distributed energy resources, I think you have already answered this question a minute ago in what you said, but I will just validate that:  You'd agree with me that the future of electricity is more distributed and that there will be more distributed energy resources in the future than today?

MR. COYNE:  Without a doubt.  Yes, that trend is already well started and accelerating.

MR. BROPHY:  Okay.  And are you aware that IESO's, of their distributed energy resource potential studies --


MR. COYNE:  I am not.

MR. BROPHY:  -- in Ontario?

MR. COYNE:  I don't know if my colleagues are.

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

MR. BROPHY:  Are you familiar with the IESO's distributed energy resources, DER, potential studies in Ontario?

MR. DANE:  I don't recall reviewing those.

MR. BROPHY:  Okay.  There's actually some going on right now and they are largely focused on behind the meter as an opportunity to leverage those large amount of DERs, either existing or in the future as well.  So, I understand it's hard to keep track of everything going on in Ontario, but I just wanted to validate how far to get into the weeds if it -- it sounds like you are not familiar with those.

MR. COYNE:  Not those studies specifically.  You know, if you take a look at the macro-picture, if you look at both Canadian and US goals of net zero by 2050 or something that approximates net zero by 2050, it's going to take an extraordinary investment in new infrastructure, new sources of energy that will be sourced differently than they have previously in order to achieve those goals.  So, it's really a broad sweeping change that impacts virtually every aspect of the network all the way from the supply and generation side, to how consumer's consume energy, and the distributed energy resources.

I am working with a utility company right now that is working with its government on figuring out a way to get to net zero by 2050, and like many other utilities, it's looking at an extraordinary investments, and utility scale, renewable energy generation, and other distributed energy resources in order to make that happen.  So one can't underestimate the fundamental nature of that shift in the industry required to achieve those lofty goals.

MR. DANE:  Mr. Brophy, I am sorry to interrupt.  This may be helpful or not, but we had a data in our interrogatory response, which was CCC 2, where we highlighted some passages from credit rating agencies in particular about elevated capital expenditures for utilities.  It doesn't parse energy transition specifically, which was the beginning of your question, but we identified in that response things like S&P identifying that Alectra has negative discretionary cash flow indicating external funding needs, S&P identifies for Hydro One that elevated capital spending to replace aging infrastructure over the next several years could lead to weaker financial measures and at high level plant capex's credit negative for Hydro One, risks for Hydro Ottawa around large capex program, and for Toronto Hydro, DBRS identifying balance sheet pressures result of high capex.  So, again, it's not -- it doesn't parse specifically to the line of questioning, but I just wanted to let you know that as well.

MR. BROPHY:  Great, thank you for that.  And just another quick question before -- we will squeeze it in before the break.

So, I won't go into the weeds of the IESO DER potential studies just because you are not familiar with those.  But behind the meter distributed energy resources; would you agree that in Ontario the utilities don't own those and don't capitalize those as part of their business?

MR. COYNE:  Yes, that would be my understanding.

MR. BROPHY:  You would agree.  So, to the extent that those are increasing then those resources then aren't part of the utility's capital requirement?

MR. COYNE:  That would be correct, right.

MR. BROPHY:  Okay.

MR. COYNE:  And I think, more than offsetting the distributor's capital requirements, it would be offsetting the  OPG's or other independent generator investments in generation, but you still need the distribution network that connects those resources to the grid.

MR. BROPHY:  Okay.  I think that's probably the right time to take a break.

MR. JANIGAN:  Okay.  Thank you very much, Mr. Brophy.  We will take a break to 11:15, please.
--- Recess taken at 10:59 a.m.
--- On resuming at 11:18 a.m.

MR. BROPHY:  Thank you.  So, just before the break, we were talking a bit about distributed energy resources and particularly behind the meter, and I think where we were at is you indicated that there would be an impact on generators and transmitters but distributors may still see a capital increase.  Is that where we are at?  Would do you agree?

MR. COYNE:  Yes, because distributed energy still needs to be -- assuming it's connected to the grid and not an off-grid solution, in order to be valuable to the grid, it needs to be connected to it so that it can be used in the most efficient way as either dispatched or, if it's a non-dispatchable resource, otherwise accommodated into the grid so that reliability can be maintained across the grid with sufficient energy, voltage support and things of that nature.  So those functions all remain whether or not it's a central generation source, and, in some sense, it's more complicated when it's not, if it's a distributed energy resource.

MR. BROPHY:  Okay.  Thank you for that.  So I am not going to get into too much detail because I don't think we have the time to do that, but I sit on a lot of different advisory groups for DER and deal with a lot of stakeholders, and what I am seeing is that the old school of thought for engineers that were trained, you know, a decade ago or maybe two, that's the way, you know, they're thinking about the system and operating from a distribution.  But what I am seeing is that, you know, more innovative thought from the leading utilities and engineers that have made the shift to the energy transition and not operating the old way is that distributed energy resources can be managed more locally, decreasing distribution capital assets.

So I won't go through all the examples.  Even the Province's overnight EV program has shifted load -- we have seen that -- across utilities, and some invisible things like appliances which include DERs these days to reduce demand, as well.

So I think you had said previously that the future is a bit unclear, so I don't think we need to have the debate, but I think you can recognize that some of that can come to bear, depending on where utilities decide to do their forecasts in the future.

MR. COYNE:  Yes, it's very much a piece of work in motion as an industry collectively, if not globally, is discovering how to reinvent itself.  We are working with the five major New York State utilities, and we have been for several years, assisting them in developing pilot programs that will experiment with how these non-wires alternatives, as we call them, are used and best integrated in the system.  And so it's an industry right now  that is in the process, as I have mentioned, of reinventing how it goes about delivering and supporting the network, so there's a lot to be learned.

MR. BROPHY:  Terrific, thank you.  If we can just move to page 3 of the Pollution Probe compendium, so it's the -- yes, it's the slide below there.  Great.  Thank you very much.

So this is Toronto Hydro settlement agreement that was filed for Toronto Hydro's 2025 to 2029 incentive regulation term.  I think it may be the most recent for all utilities in Ontario.  Do you see that on the screen?

MR. COYNE:  Yes.

MR. BROPHY:  Okay, thank you.  And, if we go to page 4 of the compendium -- and this is from the same document -- there is a table.  Yes, it's on the screen there now.

So this table is a summary of the decreases to ratepayers due to the decreased capital and O&M over the 2025 to 2029 term; do you see that?

MR. COYNE:  I see that it's characterized as a difference.  I am not sure what the difference is from.

MR. BROPHY:  Okay.  So this is off their initial plan.  This is the settlement that they filed in August, and this table is the decrease in the impacts from capital decreases and O&M.

MR. COYNE:  From a base case, I assume?

MR. BROPHY:  Correct.

MR. COYNE:  Right.

MR. BROPHY:  Yes, that is correct.  Yes.

MR. COYNE:  Okay, yes.

MR. BROPHY:  And do you see that Toronto Hydro has proposed to decrease its costs by $254 million over that term?  It would be the bottom-right number in the table.

MR. DANE:  That appears to be a revenue requirement impact.

MR. BROPHY:  Correct.

MR. DANE:  Is there a reference in here to the cause of these changes?  You said it was capital.

MR. BROPHY:  Yes, so the categories on the screen are the areas of impact, but what they did is they summarized it as a revenue impact, just to show the benefit to customers that would occur.

MR. DANE:  Okay, but -- and just -- and maybe I am just confused, but you said "capital," and I see a reduction of OM&A is the first line.

MR. BROPHY:  Correct.

MR. DANE:  So I guess I am just not following.

MR. BROPHY:  And then the depreciation amortization would be related to capital.  There were some other tables in their document, but none of them showed the difference, so I figured this was probably the best one to refer to.

MR. COYNE:  The problem that I see with the table is that it's a difference from a base case --


MR. BROPHY:  Correct.

MR. COYNE:  -- and it would be to provide -- well, to provide any kind of meaningful response to its meaning, I think we'd need to see the base case and what the differences were attributable to if you would like us to comment on it.

MR. BROPHY:  Sure, and that's fair enough.  I didn't plan to get into all the details because that would take more time than we have.  But would you take it that there is a decrease in ratepayer impact over that term, proposed?

MR. COYNE:  I don't know what the table refers to other than -- I mean there's not even a title on the table, so I couldn't -- I don't think I could say anything else about it.

MR. BROPHY:  Okay, fair enough.  And, if we can go on to page 5 of the compendium, there is a section that's highlighted in yellow.  It's under "Commitment regarding net zero 2040."  Do you see that?

MR. COYNE:  Yes.

MR. BROPHY:  And, just before the break, you were talking about some of the work you do with utilities and their aggressive plans for net zero by 2050, I think is what you referred to.  And net zero by 2050 is a fairly common, you know, objective that, you know, it's aggressive but more common.  Net zero by 2040 would be less common, probably much more aggressive than average; would you agree with that?

MR. COYNE:  It is.

MR. BROPHY:  It is.  Okay, thank you.  And so you'll see there that Toronto Hydro has confirmed that, in its 2025 to 2029 plan and related execution of its plan, it is aligned with the net zero 2040 scenario as set out in TransformTO.  And TransformTO, for your information if you're not familiar, is the City of Toronto net zero plan.

MR. COYNE:  Right.

MR. BROPHY:  Yes.  So would you agree with me that it's pretty amazing that Toronto Hydro would be able to execute its plan in alignment with an energy transition scenario of net zero by 2040, even without decreases in its revenue requirement?

And we just talked a minute ago about some revenue decreases.  Would you agree with me that's a fairly good outcome?

MR. COYNE:  I don't think we could agree to that without seeing more information than we have here because, again, we have -- it looks to me in that table to be a difference in revenue requirement from some other revenue requirement that would have been proposed, I assume.  And I don't know what levels of increases in all costs are in that to assume they are doing so with a decrease.  So I -- it would be better if we had all the information associated with the settlement to be able to opine on, even directionally, on which way costs are going.

MR. BROPHY:  Right, thank you.

MR. COYNE:  So I don't know that we could reach that conclusion based on what we have in front of us here, as tempting as that may be.

MR. BROPHY:  I appreciate the comment, and, in the urge of efficiency, I probably should have filed the whole document, but I apologize for that.  So, notwithstanding the decrease in ratepayer costs over the term -- let's park that for a minute -- would you agree that a utility plan that's delivering on net zero by 2040 as an energy transition scenario is pretty aggressive?

MR. COYNE:  Yes.

MR. BROPHY:  Yes, okay.  Thank you.  So, we talked about electric utilities in Ontario a little bit and in specific the Toronto Hydro example and DERs, but you also have been talking about gas utilities; right?

MR. COYNE:  Yes.

MR. BROPHY:  Okay.  Would it be correct to interpret your position that a stand-alone gas utility that only does gas distribution is not a strong business model in the long term under the energy transition?  Or would you disagree with that?

MR. COYNE:  We haven't reached that conclusion.  So, much of it depends upon two things primarily.  You know, one is -- well more than one, but more than a couple things.  But a few of the major things would be, you know, how energy policy evolves.  In this case, specific to Ontario, in terms of its inclusion or exclusion of natural gas as a primary fuel source and the alternatives.  The second would be the evolution of technology in terms of how fast non-methane based fuels can be developed and utilized through the existing gas infrastructure.  And three would be how adept the company is at responding to these policy and technological shifts to evolve its business model.

So, I wouldn't necessarily conclude that it's a business that's -- your question was is it a business that's not a good long-term business model, I would say investors have concerns, investors that we work with have concerns and they think differently about the gas business than they have previously in the context of energy transition.  We work with some investors that have -- that we have worked with previously that have told us we just can't invest in hydrocarbon based businesses right now.  And so, there's really been a fundamental shift in the investors that are investing in the natural gas side of the business over what we saw 10 or even five years ago.  But I wouldn't conclude that it's not a viable long-term business model at this point.

MR. BROPHY:  Okay, thank you.  And so, I heard that you continue conclude it's not viable long term but I think we can agree that in the next five to 10 years there's certainly no worry that gas utility is going away in Ontario?

MR. COYNE:  I think that's right.

MR. BROPHY:  Okay, thank you.  Perhaps we can go to page 6 of the Pollution Probe compendium.  And it's entitled "Energy Transition."  And so, this is an energy transition analysis done by Enbridge as part of a new $210 million distribution pipeline in the Ottawa area; do you see the energy transition page that's up?

MR. COYNE:  Yes.

MR. BROPHY:  Okay, thank you.  And do you see under what's listed there as 2B, part 3, probabilistic analysis of customer disconnection?

MR. COYNE:  Yes.

MR. BROPHY:  Okay, thank you.  So, what that is the analysis that Enbridge has done in relation to the energy transition's impact on its capital attachments and its customers in the area.  And if we go to page 9 of the Pollution Probe compendium.  Great.  This is the summary of the results in relation to Enbridge's analysis on the impact of the energy transition.  You will see highlighted in yellow that Enbridge's analysis is suggesting that it will not lose attachments before 2050, and in their analysis most likely not before 2100; do you see that?

MR. COYNE:  Yes.

MR. BROPHY:  Okay.  So, we are not going to debate whether, you know, that's right or wrong, there's a lot more evidence that backs up those assumptions, but if we take that that's a right magnitude, that kind of direction of 2100 or 2050, that means there would be no impacts to Enbridge Gas' business from customer losses for the next 30 to 75 years.  I am just using 2050 and 2100 versus today; Would you agree with that?

MR. COYNE:  Sorry, could you restate your question?  I think not, but I want to hear your question once again.  Mr. Dane seems eager to answer it, though.

MR. DANE:  No, I think I am going to ask for the same thing, because this paragraph appears specific to the SLP system and so --


MR. BROPHY:  Correct.

MR. DANE:  -- you had said Enbridge's system, which is broader than that.

MR. BROPHY:  Yes, and that's St. Lawrence pipeline.  That's the Ottawa area system, you're absolutely correct, yes.  So, you know and, again, I don't want to make it a broader statement, so just in relation to that kind of system in that area, if I can couch it in that correct way.  If there weren't impacts before 2050, or even before 2100, as Enbridge was suggesting is the most likely, you know that's a 30- to 75-year period from now.  So, what I am trying to figure out is if, if -- well, first of all do you think that's a reasonable scenario?

MR. COYNE:  I have not looked at the analysis, so I don't  know that we could opine on that.  But to put it in perspective it doesn't surprise me that Enbridge is doing this type of analysis in order to -- in order to examine the prudency and need in order for expansions to its system.  And, you know, a couple takeaways, you know, it looks to me like they are bounding their scenarios for that specific system.  But I also read into that that will most likely still be needed to serve general service customers until 2055, in the scenario the most aggressive rates.  I don't know what "still be needed" means.  Does that mean there are five customers left in the system or, you know, the entire city?  So, it would be asking us to read more into this than we could, you know, without looking at the analysis more carefully.  But I think the important point for this discussion that we are sitting here discussing the generic cost of capital, and you are pointing to a study around when we will go out of business, you know, to use your language, is just a fundamental shift in how the utilities industry and the gas industry needs to be thinking about itself just to be even examining such scenarios that never would have even been considered in my lifetime of looking at planning for a gas utility business.  It's more complex, the policy uncertainty is greater than its ever been, and a gas utility has to plan for these types of scenarios to envision what we just discussed a few minutes ago, how policies might evolve, how technology might evolve, and how the use of their system might evolve.

So, I think when we talk to investors and we look at market reports and equity investors reports, these are the kinds of issues they do focus on as they take a very long view of the industry and they take a long view of their investments in this industry, because these assets are in the ground for 50 years or longer.  So, they need to consider what these extreme scenarios look like and the prospects of continuing to earn a compensatory rate of return over this entire period of time.  So, it's -- to me the studies themselves are indicative of the environment that we are in today that requires this type of analysis.

MR. BROPHY:  And I think that's going exactly where I was heading, I think you've predicted some of my questions, is if these impacts are far away, and I agree, you know, you shouldn't ignore them at the point in time --


MR. COYNE:  I didn't say that the impacts are far away and I wouldn't want my comments to be misconstrued.  The impacts -- the actions and the studies need to occur today that will accommodate changes that will occur in a continuum between now and over the long term.

MR. BROPHY:  Okay.

MR. COYNE:  So, these somethings are already happening and I live in a house where we added two heat pumps over the course of the past two years.  And I am certainly not alone in doing that and natural gas is my primary source of heat, and so these are the kinds of changes that we are seeing across the industry that are reshaping how the natural gas system is utilized in North America.  And so, these -- energy transition is already occurring.

MR. BROPHY:  Well, I think you have wrapped up a few of my questions in what you just answered, so I think I will end there.  Thank you.

MR. JANIGAN:  [Audio dropout]

Cross-Examination by Mr. Richler


MR. RICHLER:  Thank you, Mr. Chair.  Good morning, Mr. Coyne, Mr. Dane, Mr. Trogonoski.


MR. COYNE:  Good morning, Mr. Richler.


MR. RICHLER:  We do have a compendium that we circulated yesterday, and I will mark that as Exhibit K4.3.  Just for the record, it comprises materials that are already on the record, except for a couple of items towards the end that are OEB documents, namely some excerpts from our filing requirements and from our website.
EXHIBIT K4.3:  OEB STAFF COMPENDIUM FOR PANEL 2.


MR. RICHLER:  Now, most of the areas we wanted to explore have been covered by others, but we do have a few odds and ends.  Before I get into the details, I wanted to take just a moment to talk about the theory behind the fair return standard.

You have referred, Mr. Coyne, on a few occasions to the three legs of the stool.  There's the comparable investment standard, the financial integrity standard, and the capital attraction standard, and all three prongs of the test must be met, and all are equally important.  And I know that that's not just your view.  The OEB said as much in 2009.  Still, I have always had a hard time wrapping my head around what that really means, and so I wanted to explore that a little bit with you this morning.

First of all, it would seem to me that the financial integrity standard is a much lower threshold to meet than the capital attraction standard.  I mean I can imagine a company that passes the integrity threshold but fails to clear the capital attraction standard, but I have trouble imaging the opposite, a company that is having no trouble raising capital but whose integrity is threatened. So what is the integrity test really adding to the analysis?


MR. COYNE:  That's a good question.  I would agree with you, based on where we sit in 2024, that the thresholds as you have described them are probably in that order of difficulty of obtaining.  But, if you think about, you know, the Northwestern decision is 1929, and to me it's amazing that a decision from 1929 has had the resilience that it has had.  And the same is true for the Hope and Bluefield standards that are from 1923 and 1944 court decisions.  And here we sit a century later using them as the standards by which we judge the appropriate cost of capital.

So I'd say that's pretty darn good judicial clairvoyance in terms of how well they set the standards, but if you think about when they were issued, it was a time when the financial integrity of many utilities could be questioned.  And we know that there was a lot of restructuring that occurred, both in the US and in Canada, about how public utilities were regulated after that period of time.  So you couldn't take for granted -- I think we tend to take for granted these days that utilities are rock-solid entities that have solid balance sheets and can always raise the capital they need.  But that wasn't, that wasn't so apparent back in 1929.

So I think that's why the -- my own personal view
is -- I am not that old -- is that that had something to do with the fact that that leg of the stool was installed.  But I would agree with you that the lowest threshold is financial integrity, followed by the ability to raise capital.  If you can't do those things, you really can't stay in business as a regulated enterprise.


MR. DANE:  If I could just add one thing there about the capital attraction standard, because I think we call it the capital attraction component in shorthand, but it's really attracting capital at a reasonable cost, so that's an important component of that leg of the stool.


MR. RICHLER:  Yes, thank you.  And, Mr. Coyne, what you said about there being an order of difficulty, that's what I was sort of getting at.  I mean, to me, I sort of imagine this as more as links in a temporal chain more than a stool with three legs.  If a company is not meeting the comparable investment standard, it will in time find itself having trouble attracting capital and in turn, eventually, if nothing is remedied, it will find its very integrity or survival compromised; does that make sense conceptually?


MR. COYNE:  It does, yes, and I think one of the traps of the fair return standard is to get comfortable with those two legs of the stool and to forget about the third or to pay it lip service.  I particularly like how clear the Board was in 2009 in terms of articulating that all three must be met in no order of priority. So, in my estimation, it elevated all three so that it didn't set them up as one being a minimum threshold that you could satisfy at the expense of others.


MR. RICHLER:  And now I took it from your discussion with Mr. Rubenstein and with Mr. Pollock last Friday that you're not aware of Ontario utilities that are today failing to meet two of those tests, that they are not having difficulty attracting capital on reasonable terms and they are not in danger of losing their financial integrity; but your focus is on the third prong, the comparable investment.  Is that a fair summary?

MR. COYNE:  I'd state it slightly differently, that, in our research and certainly in our work with the CLD+, we did not learn but nor did we research 20 years of the ability of these utilities to attract capital and at what rates, you know.  So, when we say "attracting capital on reasonable terms," there's a bit of a presumption there that the capital that has been attracted has been attracted on reasonable terms.  We did not investigate those terms and how reasonable it was, but we were not aware of any issues raised by the OEA members that we had discussions with as to issues or challenges in that regard.  But it's not a substitute for researching whether or not those terms were -- how robust they were compared to what could have been obtained.

MR. RICHLER:  I see.

MR. COYNE:  So I don't want to overstate our examination of those two issues, other than to say that we are not aware of the utilities having issues with raising capital.


MR. RICHLER:  Okay.  Can we turn to page 6 of the compendium, please.  This is page 85 of your report.  Let's look at Figure 28, and, as I understand it, the grey line shows the approved ROE over time, the yellow line shows the approved ROE for comparable US electricity utilities, and the green line shows the approved ROE utility for comparable Canadian electricity utilities.  And we see that, at least as compared to the US comparables, the Ontario ROE has at all times been lower since 2009; right?


MR. COYNE:  That's right.  We have observed:  The gap between the allowed ROE in Ontario under the formula has closed somewhat the gap against the US electric average, as it has elsewhere in Canada, but it has remained lower throughout.


MR. RICHLER:  If we flip quickly to the next page, Figure 29 tell a similar story in respect of the natural gas:  At all times, the Ontario ROE has been lower than the average ROE for US gas utilities; right?


MR. COYNE:  Yes.


MR. RICHLER:  Given that Ontario returns have been lower than US, wouldn't we expect to have seen by now some real-world impacts?  In other words, wouldn't we expect that some utilities would by now be having trouble attracting capital on reasonable terms?

MR. COYNE:  No, because I think -- my view is that these returns have been sufficient to by and large meet those two legs of the stool.  The question is:  Are they meeting the third leg?  And, if the Board ascribes to its opinion in 2009 that each of these standards is a requisite, and none has priority other the others, an objective determination is that the Board's returns are not meeting the third requirement.

So, our opinion isn't that, as we just discussed, that utilities are not able to satisfy the first two or the returns have not been, but it is not satisfying currently the third requirement of the comparable return compared to its broader North American peers.

And we are also mindful of the fact, I am going to anticipate your follow-up question that may or may not be there, but it's also a forward-looking exercise too, because it's important for the Board to set a cost of capital that allows the utilities to continue to attract capital on reasonable terms on a going-forward basis.  And if the currently allowed return is at a deficit to North American peers, our view is that Ontario's utilities are at a competitive disadvantage when it comes to raising that capital.  Now, maybe investors overlook that competitive disadvantage and they say Ontario's special, we feel good about investing in the province of Ontario, and we are going to ignore the fact that we could earn a higher risk adjusted return elsewhere, but that wouldn't be how we would expect investors who have options to behave.  We would expect them to have a preference for a higher risk adjusted return that they could earn elsewhere.

MR. RICHLER:  Sorry, I understand that the fair return standard is a forward looking concept, but could you not look at historical information like what's in Figure 28 and Figure 29 and view that as some indication of whether at least one prong, the comparable investment prong, was being met at any particular point in time?

MR. COYNE:  Well, you can't look at the relationship alone to understand that it was being met.  This is just looking at the relationship between those returns.  But per our prior discussion, let's just, let's just stipulate that both of those returns -- both of those two requirements have been fully met  over this period of time, over the last 15 years, by the current formula and allowed equity ratios.  That doesn't suggest that all three are currently being met nor does it suggest that all three will be met on a going forward basis.  And that's the Board's -- that, as I see it, the Board's role in this proceeding is to make that judgment.  But I understand that looking at history can be informative.

MR. RICHLER:  Because when I look at figures 28 and 29, and accepting your testimony that Ontario utilities are not currently having trouble attracting capital, I wonder whether either of two things must be true.  Either, A, investors don't necessarily always chase the highest risk adjusted returns, or B, the figures are wrong and that the US line does not represent utilities that investors actually see as risk comparable to Ontario utilities.  Now, I am guessing you wouldn't agree with either of those propositions?

MR. COYNE:  The first being that -- let's just restate them if you could, the first being?

MR. RICHLER:  So, either investors don't actually, in real life, chase the highest risk adjusted returns.  Because if they could have invested in Duke Energy instead of some other Ontario utility they -- that's not -- then all their money would have gone to Duke.

MR. COYNE:  Okay.  And your second proposition is?

MR. RICHLER:  That there's something wrong with these two  charts and that the US line -- that there's something wrong with the proxy, that the US line does not represent utilities that investors actually see as risk comparable to Ontario utilities.

MR. COYNE:  Well, let's address them individually.  The first, so investors don't chase the highest risk adjusted return.  There is some friction in capital markets, we assume in a lot of our analysis that there is this frictionless market and that capital flows freely between investments and jurisdictions, and we know it doesn't.  You know, we know that if Hydro One is unhappy with its return and feels as though it's not being properly compensated it's not going to tear up its assets in Ontario and reinvest those funds elsewhere, that is just not how utility industry works.  But the way it does work over time is we see flows of capital that are impacted by these differences.  And in the last 20 years of our work, over this entire period of time, we have seen, we are seeing a steady outflow of capital from Canada into the US investing in US utilities because they believe that these risk adjusted returns are superior.  So, we see that in their behaviour but it takes time, it doesn't happen overnight.  And one of the observations I would make as an economist is that if you see a steady outflow of capital from one jurisdiction or country to another, that generally is not a good thing for your economy.

MR. RICHLER:  And, sorry, I don't mean to interrupt, you can finish in a moment.  Just when you say it takes time, I mean, we are seeing 15 years of data here.  So, my question is:  Wouldn't you have expected that by now there would be real life impacts on Ontario utilities?

MR. COYNE:  Well, we have a chart, and maybe Mr. Trogonoski seems to know where everything is in our evidence can find it, that shows the steady outflow of capital from Canada investing in US utilities.  And we see very little interest in the reverse direction.  So, it does take time, but the track record is clear that Canadian investors who are able to invest cross-border have decided to invest in the US utility sector.  We see it with OMERS, we see with the BC pension fund, we see with the Alberta pension funds.  There is a universal interest in investing cross border because they feel as though these risk adjusted returns are better than those that they can achieve in Canada.

So, it doesn't happen overnight, it happens over years, but I don't think you can deny that outflow of capital.  And when we talked to investors and worked with them as part of the work that we do, the discussion isn't around we need to discount those US returns.  And so, it's not that they are suggesting that those are wrong or that they have a higher risk than a Canadian return, it's a significant interest in putting capital to work on the other side of the border.

So, investors do seek -- investors do act rationally and they will invest in these higher risk adjusted returns, but that's not to say that it's frictionless capital.  It takes time, and has been suggested in some interrogatories, it doesn't mean that an Ontario municipal, for example, will take its capital and invest in cross-border utility; probably not.  You know, but for those who are able to invest cross-border, and they are the ones that set the opportunity cost of capital, they will do what we expect them to do in a rational way.

On the second question you asked was is there something wrong with the data?  The data's the data.  I mean, those are the average allowed returns for both US and Canadian utilities.  So, I think it's an accurate portrayal of what's allowed, so I don't see any gap there in terms of the reliability of the data if that's what you mean by that second part of your question.

MR. RICHLER:  Okay, thanks.  And if I sidetracked you with my interjection I apologize.  Did you say everything you wanted to say?

MR. COYNE:  Unless -- it's an important question, so if Mr. Dane or Mr. Trogonoski want to chime in.

MR. TROGONOSKI:  If I can add to what Mr. Coyne was saying, he referred to a table in our evidence that shows those cross-border transactions, and that would be in a response that we provided to AMPCO/IGUA.  So, at AMPCO/IGUA 5C, so there we have all the transactions that have taken place between Canadian companies acquiring US utilities going back to 2000. And if you look at the table --


MR. COYNE:  Is it possible to bring that table up, it's  Figure 43 -- actually, is that Figure 43 from our direct evidence?  I believe it may be.  Whatever would be easier for Staff.  Maybe it's best from the interrogatory, if we could bring that up I think it would be a useful graphic.  So, that's AMPCO/IGUA 5, page 3 of 4.

MR. TROGONOSKI:  Yes, it is.

MR. COYNE:  We know there is a lot of evidence that's been filed and I don't assume that everybody has had a chance to review every page, so it's just useful to point out where some of these pieces of evidence exist.

MR. TROGONOSKI:  If you go down to page 3 of this response.

MR. COYNE:  The next page is a table.  Yes, that's it.  And if you could just scroll to the bottom of that table.  So, these are Canadian buyers acquiring US utilities since 2000.  So, it's -- it's a longer period of time than you had laid out in your chart, Mr. Richler, but it's -- we think it's indicative of what we see in terms of investor behaviour, and that is they are showing preference for investments on the US side of boarder, and these add up to $61 billion over this period of time.  And I wouldn't say that this is only attributable to the difference in risk adjusted returns, much more than that goes into it, but it is one of the factors in this pursuit of US investments.

MR. RICHLER:  Okay.  Let's leave our discussion of theory there but, thank you, that was helpful.  And I want to move on to talk briefly about betas and the Bloom adjustment.

Now, you explain in your evidence and in cross-examination that the purpose of the Bloom adjustment is to compensate for the trend for the beta of any security to regress towards the market mean of 1.0 over time; is that right?

MR. COYNE:  That's one of the factors behind the adjustment, yes.

MR. RICHLER:  And you say that utility betas have increased substantially since 2020?

MR. COYNE:  That's right.

MR. RICHLER:  I wonder if we could bring up page 12 of our compendium, please, this is from LEI's presentation on presentation day.  And if we could just scroll so we could see that chart, please.  Scroll down, please.  Thanks.  Stop.  Okay.

So, we see that they have a chart showing the beta for 25 North American regulated utilities from 1968 to 2023.  Now, I know this is not your chart, and if you don't think it is accurate please tell me, but when I look at it, it seems to show that utility beta goes up and down with no real discernible long-term trend.

MR. COYNE:  Well, I -- like you say it's not our chart.  I note that these are one-year betas and I am not sure if they are actually one-year betas that would be an unusual way to measure beta because beta is usually measured daily or weekly to pick up all the volatility in the relationship between the market return and the utility stock.  So, I am not sure what one-year beta means.  You know, is it one-year weekly beta, daily beta or it is really one year?  If you were to look at a one-year beta, I think you would be obfuscating all the variability in that relationship you would be looking to pick up statistically.  So, I say that's not a way you would ever look at beta is to measure in a one year interval.  If it's one year of weekly or daily betas, and again I don't know, then at least you could begin to look at the trend.

And if you look at the -- when we submitted our evidence back in November 2009, the raw beta for our North American proxy group was .64, and today that raw beta is .82.  So, it's unequivocally the case that the raw betas have increased for the industry over time.  So, I am not sure exactly how this is being measured here, but that's not exactly the data that we are seeing.  But you can see if you go to 2021 I guess you could see that that beta is topping out at .80 and that's something that, you know, maybe you have seen at it couple periods of time historically, but the overall trend is towards an increasing beta in the data that we examined.  And this is from either Bloomberg or Value Line, either source.  And those are based on five-year trends, so we are looking to pick up both what's going on today and enough history so that we are not just picking up spot volatility.

MR. RICHLER:  And just forgetting about this chart for a moment, the uptick you referred to since 2020, or thereabouts, in your view is that indicative of a secular trend or is it just another peak in a cycle of peaks and valleys?

MR. COYNE:  That's a really good question, you know, you monitor the data without second guessing it.  I think there are a couple things going on, you know, I think COVID itself created a lot of volatility across all sectors, you know, so some of that is still picked up in this data.  But also in that period of time energy transition and climate risk and cyber security risk and the other things that we talk about have also come to the fore and they are a greater factor for the industry.  So, I think it's a combination of all those things, some structural policy changes that are affecting the industry, as well as probably some leftover volatility that's coming out of the COVID period of disruption in the economy.

MR. RICHLER:  All right.  Let's move on to the next topic I wanted to cover briefly about transaction cost adder, and there's been a lot of discussion about the 50 basis points for transaction cost and financial flexibility and I don't want to repeat anything.

One thing that I am still struggling to understand, though, is the financial flexibility component of that adder, what it is, what it's for and how it's quantified.  And so, if we could just go to page 5 of our compendium, please.  This is from your report, go to the bottom of the page, please.  And you say here, it's the second last -- middle of the second last paragraph, you say:
"The adjustment also takes into account the need for financial flexibility, meaning that utilities are capital intensive businesses and must be able to access capital markets at all necessary times regardless of conditions in capital markets or the economy."

And we don't have to turn it up now, but in your response to Staff 16, which incidentally is at page 46 of our compendium, you explained that this flexibility adjustment provides a small cushion and I quote:
"So that the utility may continue to raise equity in challenging capital market conditions."

Fair summary?

MR. COYNE:  Yes.

MR. RICHLER:  And so, I am still trying to understand what that flexibility component is designed to do.  Is it to recognize that at sometimes actual transaction costs will be higher than normal, or is it about more than just exceptional transaction costs?

MR. COYNE:  Well, it's a couple of things.  You know, one is it's a primary recognition that utilities don't have the choice oftentimes, or have reduced choice around when they go to market.  And we saw this during the COVID disruption, for example, in the -- there were periods in 2020 where A-rated utilities went to market and found that they were insufficiently subscribed or that the spreads that they were seeing had doubled or tripled over what they had been paying previously.  So it was a very unfriendly market for really any company that was going to the market unless you were selling PP&E or other items that were clearly essential during that period of time.

And so the idea that -- that's just one example, but the idea of financial flexibility is that, for a utility that needs to go to market to capitalize its business, it needs to continue to raise equity and debt, and this financial cushion provides it a little bit of a margin for times when capital costs were higher and/or transaction costs may be higher.  So those are some of the factors that are built into that.

It's a Canadian precedent specifically, and it has been rolled into the 50 basis points traditionally, for the purposes of covering both flotation cost, which are meant to recover transaction costs, and this flexibility component.

MR. RICHLER:  Maybe we should go to page 46 of the compendium.

MR. COYNE:  Which page, sorry?

MR. RICHLER:  Page 46 of the compendium.  This is your response to Staff 16.  And just scroll to the bottom of the page, please.  Okay, stop.  And just, I -- you quote a Roger Morin, and, if I understood, what you just told me is very much in keeping with what he said here.  And I will just read from the last paragraph, where he says:
"Compared to non-regulated companies, utilities do not possess the same latitude and discretion and access in capital markets in view of their obligation to serve.  It must access capital markets regardless of capital market conditions.  Therefore, they have limited availability to timed security issuances in order to avoid an adverse market break."

So let me just confirm:  Is that more or less what you were just saying?

MR. COYNE:  Yes, yes.

MR. RICHLER:  Are you aware of any real-life instances where an Ontario utility was caught in that trap, where they had to go to market despite a so-called market break?

MR. COYNE:  I am not, but nor have we investigated it.

MR. RICHLER:  Does Dr. Morin specify how big the cushion should be?

MR. COYNE:  Well, he talks here about a 5 percent flotation-cost allowance, allowing for both flotation and market pressure component, so I think he is talking about 5 percent as for both of those purposes, both for flotation and for market flexibility.

MR. RICHLER:  So if we --


MR. COYNE:  I think he is using an averaged number.

MR. RICHLER:  If we scroll up to the previous page, page 45 -- and others went over this with you on Friday, but you've said that the flotation costs for utilities are within a range from 2 percent to 10 percent, with an average of around 5 percent.  And a 5 percent average translates into about 25 basis points; right?

MR. COYNE:  Yes.

MR. RICHLER:  So I would have inferred that the rest of the 50-basis-point adder you propose, that is the other 25 basis points, is for this flexibility component.  But, when Mr. Garner asked you that last Friday, I understood you to say:  No, that you don't break it down that way.

So the question is:  Where does the 25 basis -- or, sorry.  Let me, let me, before I go there, let me just clarify.

Is that -- have I got that correct; you don't, you don't quantify the flexibility component of this adder?

MR. COYNE:  No, no.  And, as I mentioned in all of our discussions around the adjustment, it is an historic precedent to use the 50basis points in Canada, including in this jurisdiction, and --


MR. RICHLER:  But it -- sorry.

MR. COYNE:  -- but without defining within that 50 how much of it is flotation versus flexibility, and nor did we in our direct evidence.

MR. RICHLER:  But didn't you say that the actual flotation costs would translate, on average would translate, into 25 basis points?

MR. COYNE:  Well, when you say "actual," in response to this and on discovery when asked about the basis, you know, what is, why, what is the common practice around 50 basis points, we were asked to provide an empirical basis.  That's where we dig into some of the cost data we had access to through Enbridge treasury to see examples of transactional costs that would allow us to quantify the flotation piece of it.

So that's what's in the 2 to 10 percent that we were able to quantify from that data set, and that's subject to an interrogatory, as you know.  But that is just for the transactional or flotation piece of it.

You can't quantify the financial flexibility piece of it; it's really a judgment call.  It has been, you know, it has been the judgment of this Commission and others that 50 basis points has been sufficient for both, but, you know, if you go back to 2006, when we looked at the earliest records of this 50 basis points, we can't discover how much of that was quantitative versus qualitative.

MR. RICHLER:  All right.  Finally on the 50 basis point adder, could we turn to page 33 of the compendium.  This is from last Friday's transcript.  There was discussion about the recent BCUC decision with Mr. Rubenstein, and he suggested to you that BC just got rid of the 50-basis-point adder, and your response was -- it is at the bottom of the page:
"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."

Now, I just wanted to clear this up.  I believe you may have misspoken there.  My understanding of BCUC decision was that flotation costs are not reflected in the equity ratio or in the ROE but rather can be recovered as part of a rate application; is that fair?

MR. COYNE:  Yours is the -- yes, I should have said flexibility in the equity ratio.

MR. RICHLER:  I just wanted to clear up the record.

MR. COYNE:  Yours is the correct interpretation.

MR. RICHLER:  Thank you.  Let's move on because there are still one or two areas I would like to cover.  I have a few questions about prescribed interest rates for deferral and variance accounts and CWIP, issues 20 and 21 on the issues list.

Now, for DVAs, you draw a distinction between short-term and long-term, for short-term DVAs that is accounts that will clear within one year; you agree with LEI's proposal to use a short-term debt rate.  And, for longer-term accounts, you recommend that the interest rate be equivalent to the weighted average cost of capital or WACC.  Have I got that right?

MR. DANE:  Yes.

MR. RICHLER:  And, in your report, let's turn to page 8 of our compendium, please.  At the bottom of the page, you explain:
"At the most fundamental level, the appropriate carrying cost on DVA should reflect the cost of capital associated with the delay in recovery.  DVAs and other regulatory deferrals are common tools that allow a smoothing out of the rate impacts of extraordinary or unanticipated expenditures.  Regulators typically have long-standing regulatory and corporate finance principles in determining the carrying cost.  Those principles support the conclusion that the WACC appropriately reflects the appropriate remuneration for regulated utilities that must finance investments and operations."

So do I understand correctly that, on a purely principled approach, the WACC would apply to any DVA, regardless of the duration of the account but -- well, let me stop there.  Is that right?

MR. DANE:  So you said on a purely principled approach, that --


MR. RICHLER:  The WACC would apply to any DVA, regardless of whether it's one year or longer or shorter.

MR. DANE:  Right.  Our view is that the WACC is -- application of the WACC is consistent with regulatory and corporate finance principles.

MR. RICHLER:  But you've proposed separate treatment for short-term and longer-term accounts, so why didn't you just propose the WACC for all accounts?

MR. DANE:  We said this in our report.  It was in recognition of the Board's prior consideration of the timing associated with recovery.

MR. RICHLER:  Yes, I understood you to say that the distinction has been made in the past, and so you're going to make that distinction yourself?

MR. DANE:  Right.  And I will just read what we said.  So, Concentric recognizes that the timeframe over which a regulatory asset is accumulated and recovered is a historical consideration by the Board in assigning an appropriate carrying cost.

MR. RICHLER:  Okay.  Let's turn to page 40 of the compendium, please.  This is from the transcript of the presentation day, and you were asked by Chief Commissioner Anderson whether we should draw distinctions based on the nature of the DVA whether it makes sense to apply the WACC to an account that pertains mainly to operating expenses; do you recall that discussion?

MR. DANE:  I do.

MR. RICHLER:  So, I just want to follow up on that quickly.  Let's say, for argument's sake, there is a multi-year deferral account that records purely operating expenses.  If the WACC were to apply, the utility would in effect be making a return on equity on a portion of the amounts even though there is no equity; isn't that right?

MR. DANE:  I think in that scenario you described, the company would be earning its weighted average cost of capital on what's effectively become an asset at that point because it's deferred expense and, yes, under the weighted average cost of capital a component of that is the equity.

MR. RICHLER:  And if we look at the other end of the spectrum, if we imagine there is an account that is 100 percent capital, that when you record capital-related amounts in the DVA you don't record the gross amount of the capital spend, you record the revenue requirement impact of that amount; right?

MR. DANE:  I am pausing, I don't have a specific example in mind.

MR. RICHLER:  Okay.

MR. DANE:  I can accept that, subject to check.

MR. RICHLER:  Fair enough.  So, if you need to calculate the revenue requirement impact you need to do some math and that math would include an ROE component.  You are basically doing a WACC calculation to figure out the revenue requirement impact; does that make sense?

MR. DANE:  I agree there is a math calculation for the revenue requirement.

MR. RICHLER:  So, the revenue requirement impact already reflects the WACC and then you propose to apply the WACC to the principal balance; am I following?

MR. DANE:  I think you are following, but I would say there is two different things going on.  One is the calculation of the revenue requirement, which I have accepted, subject to check, will include return as part of the revenue requirement calculation.  The use of the deferral account then recognizes that deferral of the recovery of that amount.  So, I -- they are two different purposes in there.

MR. RICHLER:  Can we go to page 58 of our compendium, please.  Just to put your DVA proposal into perspective, the  current approved DVA rate is 4.40; do you see that?  This is an excerpt from the OEB's website.  Go to the bottom of the page.  There we go.  And that chart we see the 4.40?

MR. DANE:  I am sorry, I didn't catch that question, Mr. Richler.

MR. RICHLER:  The current approved DVA rate is 4.40; do you see that?

MR. DANE:  I do.

MR. RICHLER:  And then if you go -- if we go to the one page down, please, page 59, this is just to provide some context.  Stop.  We see the current WACC is 6.50; do you see that?

MR. DANE:  I do.

MR. RICHLER:  So, the impact of your proposal, again this is just for context, this 4.40 versus 6.50 today.

MR. DANE:  Percentage-wise, yes, based on these parameters.

MR. RICHLER:  Is there a risk that your proposal would create an arbitrage opportunity for utilities and that they could finance a DVA with short-term debt, but effectively charge the higher WACC to rate payers?

MR. DANE:  Your question was is there a risk of an arbitrage opportunity?  Could you repeat the rest of it?

MR. RICHLER:  In that a utility could finance a DVA with short-term debt but effectively charge the higher WACC to rate payers?

MR. DANE:  I don't see that as being a risk.  I think -- yes, I will just leave it there.

MR. RICHLER:  Fair enough.  Moving on to CWIP.

MR. COYNE:  If I could just add to Mr. Dane's answer.  It is also our recommendation that the Board monitor the actual capital structure for the utility versus that which is allowed, so I think that's another check on this.

MR. RICHLER:  Moving on to CWIP, you'd agree that in Ontario CWIP is not included in rate base?

MR. DANE:  Yes, that's my understanding.

MR. RICHLER:  But if we were to apply the WACC to CWIP wouldn't we be in effect be treating the CWIP the same as capital additions to rate base even though the asset under construction is not yet used and useful?

MR. DANE:  No.  Again, there's different purposes there.  So, CWIP in rate base is effectively that has to do with the recovery of the costs, so if it's in rate base that suggests that there is recovery of the asset as well.  What we are focused on is the carrying charge associated with construction projects and including the carrying costs on those as the costs are spent and accrued, but not that they be recovered in real-time or factored into the revenue requirement or anything like that.

MR. RICHLER:  Okay.  Mr. Dane, I understand you are an accountant?

MR. DANE:  Yes.

MR. RICHLER:  I am not, but I am told that under IFRS, CWIP carrying charges are recorded using a debt-based rate but US GAAP is more flexible in that regard; is that your understanding?

MR. DANE:  So, you said I am an accountant, my training was in the US -- I took the CPA exam in 2003 so I am not as familiar with the IFRS requirements, but maybe if you repeat your question I could consider it again?

MR. RICHLER:  My understanding is that, under IFRS, CWIP carrying charges are recorded using a debt-based rate, US GAAP may be different?

MR. DANE:  Yes.  So, I think my comment there would be I think you are talking about an accounting construct.

MR. RICHLER:  Yes.

MR. DANE:  And our focus here is on a recovery construct.  A cost recovery construct.

MR. RICHLER:  I guess the question is, and if you don't know you don't have to speculate, but the question is:  Whether there might just be some sort of mismatch if the Board were to accept your CWIP proposal, given that, as we have heard, the vast majority of Ontario utilities are under IFRS, it's a question of whether there might be an administrative burden if IFRS treats this -- basically whether you might need, whether utilities might need, to maintain two separate sets of books.  Is that a concern or one that you have thought about?

MR. DANE:  There may be some amount of calculations that would be required.  I don't see that as an administrative burden, again.  And we say this I think in response to an interrogatory.  Currently, the utilities do a calculation of carrying costs, and so, in our view, it's appropriate to use a weighted average cost of capital and so that would for administrative purposes be a matter of inputting a different carrying charge into those calculations.

Mr. Richler, I just -- sorry, I just want to return to your arbitrage question.  I think one of the points that we make is -- and this is again getting back to thinking about corporate finance principles -- the inappropriateness of streaming, if you will, one cost of capital to a particular asset because, if you do so, that involved then assuming that that cost of capital is effectively tied up in that one asset and unusable for other operations.

So currently, if anything, I think the mismatch may be in assuming that all of one type of assets are being financed, for example, with a short-term cost of debt while others are being financed with the weighted average cost of capital.  From a true adding-it-all-up perspective, you would theoretically have to assume that that other component that is financed with a weighted average cost of capital had that much less short-term debt involved in it.

So I think this gets to the question about sort of using one rate to finance one asset and earning a different rate.  I don't see the risk in that because, again, we are focused on the overall fashion within which utilities finance their operations.

MR. RICHLER:  All right.  Mr. Chair, I see I have about 10 minutes left on my clock, and do want to respect my time.  I just have a couple of questions on equity thickness, which was canvassed well by others.

You prepared a report on equity thickness for Enbridge Gas in its most recent rebasing application; correct?

MR. COYNE:  Yes?

MR. RICHLER:  And I don't have it in my compendium.  We don't need to turn to it.  But you included an analysis in that report where you forecasted Enbridge's credit metrics for the test year, both with and without an increase in the equity ratio.  And I take it the purpose was to show how an increase would improve the company's credit metrics.  Am I characterizing that fairly?

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

MR. RICHLER:  Did you do any similar type of credit-metric analysis for this generic proceeding?

I mean, for example, did you look at how increasing the equity thickness in the manner that you propose would affect the credit metrics for a sample of utilities?

Now, I take it -- I saw you said somewhere that your equity thickness in this case was necessarily at a higher level than you would get into a utility-specific application, but I am wondering if you maybe looked at a sample of utilities and did that type of analysis as sort of a stress test of your proposal.

MR. DANE:  I think there's -- in one of the interrogatories, and it may have been filed on a confidential basis, I believe Hydro One presented some credit analysis particularly of the risks associated with Dr. Cleary's proposal to reduce their cost of -- or of their equity thickness.

We didn't do a company-by-company credit-metric analysis.  It's in the context of this generic proceeding, that's a very labour-intensive operation, and so we relied more predominantly on credit rating reports, for instance, and I cited some of those this morning in discussion with Mr. Brophy, and other like indicators.

MR. COYNE:  I believe it's -- you may have it in your compendium, Mr. Richler.  It's also the case that this Board very directly observed back in 2009 that the satisfaction of credit metrics or credit-rating thresholds is not a determination of the satisfaction of the fair return standard.  So, even if we had presented that evidence, we don't think it would have been determinative for the third leg of the fair return standard.

MR. RICHLER:  Okay, thank you.  I would like to turn very quickly to page 61 of our compendium.  This is undertaking J3.1, which Staff filed yesterday.  In response to the request from the Commissioners, we came up with the list of eight equity ratio cases since 2009.  And, by my count, you were involved in four of them, Items 2, 3, 5, and 7 on the list.  Does that look right?

MR. COYNE:  I don't recall being involved in the Union Gas proceeding, which is 2.  I do recall being involved in the Enbridge, number 3; 5 and 7 and 8, so I think it's 3, 5, 7, and 8 would have been our involvement.

MR. RICHLER:  Yes, sorry, yes.  Okay.  Am I right that, in all of the cases you were involved in, you recommended an increase in the equity thickness for the applicant?

MR. COYNE:  I believe that's correct.

MR. RICHLER:  Mr. Chair, I have just a couple of minutes left, and so I wanted to end with one final question.  And it is not a leading question; I am just looking for your advice.

We have heard over the last several days about the huge number of methodological judgment calls that have to be made in calculating an ROE that meets the fair return standard, whether to use the Blume adjustment or not, what comparator utilities to look at, et cetera, et cetera.  And of course we know that the four experts in this proceeding came up with four different recommendations.

So the question is:  Do you have any practical advice for the commissioners on how to make sense of all that?

Your answer might just be you have explained each of your methodological choices and your conclusions should be preferred, and that's fine.  But, if you have any other practical advice, I would be interested in hearing it.

MR. COYNE:  What a wonderful question.  I will think about the answer.  Yes, I don't think we are here, with due humility, to tell you that we are smarter than the next guy.  I know that not to be the case.  I think, sitting in a Board seat, understanding the daunting task of sorting through thousands of pages of sometimes very technical evidence can be a challenging task, let alone walking away from it with a consensus.  And I don't think you would find, if you did so, an absolute consensus is all of this evidence.

So I think, going back to the wisdom of these court decisions from 100 years ago, I liked what they said in the Hope decision.  And, in the Hope decision, one of the conclusions was:  It's not about which input to the model or which model you use; it's about the end result and is it a reasonable one.

And I really do think that's the high ground from which this Board best operates, and that's why we think it's important for the Board to consider -- I think it would be a real shame if the Board was lost in the minor detail of determining whether or not beta should be adjusted and by how much, because you'll find various academic opinions from experts on those issues, and I don't think that's where the truth lies at the end of the day.

I think where the truth lies in terms of determining a fair return -- and you know "fair" in and of itself is a somewhat qualitative standard.  But the three legs of the stool are helpful, and, as we have talked about, the lower thresholds of financial integrity and attracting capital are somewhat easier to observe; the third leg of comparability is inherently qualitative, and I think at the end of the day the Board has to ask itself, do we uphold ourselves to a North American standard for determining the cost of capital for Ontario's utilities?  And are Ontario's utilities operating in a North American industry and North American capital markets?  And if they are what do we believe is a comparable return in North America for regulated utility of the risk profile of Ontario's utilities?

And so, we would take stock in looking at the full body of evidence in that regard, including allowed returns elsewhere that would inform investor expectations around that allowed return.  We don't think the answer is in looking at one model, and the inputs to the model, and all those details that we spend so much of our time on.  But we think that that's a necessary step in terms evaluating the bigger picture around comparable returns.  That's responsive and I would invite my colleagues to come up with -- to add to that if they have anything to add.

MR. DANE:  I would add that the Board here has the advantage, too, of the 2009 decision.  And there are a lot of findings in there that I think are instructive to this proceeding around the fair return standards which we have discussed around the composition of proxy groups and consideration of companies' differences between debt investors and equity investors and the like.  And that's obviously littered throughout this proceeding in terms of the evidence, so I do think that's a helpful and instructive decision for the Board to have in its pocket.

MR. COYNE:  Final word, Mr. Trogonoski?

MR. TROGONOSKI:  I think the only thing I would add to what's already been said would be whenever you have market data available that tells you what investors are thinking and that shows the actual decisions that they are making, I think it's better to rely on that data than it is to rely on your judgment or some historical time period that may not reflect what's happening now in the current state of markets and the current situation with energy transition and other risks that we have talked about.  So just, you know, trust the market data when you have a chance to.  I think it tells a lot about how investors view these companies and the type of environment that Ontario utilities would be facing if they need to go into the capital markets to raise debt or equity.

MR. RICHLER:  All right, thank you.  I am going to leave it there, my thank you to all the witnesses.

MR. COYNE:  We appreciate the question.

MR. JANIGAN:  Well, I think we will take the lunch break now and come back at 1:45 and return with questions by the Panel and redirect by Mr. Smith.
--- Luncheon recess taken at 12:43 p.m.
--- On resuming at 1:45 p.m.

MR. JANIGAN:  We will start with questions from the Panel, and we will start with Commissioner Sardana.
Questions by the Board

MR. SARDANA:  Thank you, Mr. Janigan.  Mr. Coyne, this is I guess a two-part question.  The first part I think might be for Mr. Mondrow, but the second part is for you.  I want to go back to a discussion that you had with Mr. Garner on Friday afternoon, late Friday afternoon.  And there is no need to pull up the transcript.  It shows up on page 189, about an article by an author named Michelfelder, and I think there is a second author, and you recalled that -- you did recall that article.

Mr. Mondrow, has that article been placed on the record?  We can't seem to locate it anywhere.  There are references.  It's also referred to in AMPCO/IGUA-NM2-10, but we can't seem to find it.  And, if not, can we have it placed on the record?

MR. MONDROW:  I don't know if it's on the record, and, if not, it will be placed on the record.  Sorry.

MR. SARDANA:  And so then I did say there is a second part, Mr. Coyne, so the second part is:  You concluded that brief discussion with saying that betas do change over time.  So could we please get you to update the betas to, say, September 30th?  I think your data set is for May, from May.

MR. COYNE:  Yes.

MR. SARDANA:  Okay.

MR. COYNE:  For all the proxy groups?

MR. SARDANA:  And I guess, Mr. Richler, that will be an undertaking, then.

MR. RICHLER:  Yes, so I think we should probably give those separate undertaking numbers.  The first one, to file that article, is J4.5.
UNDERTAKING J4.5:  TO FILE THE MICHELFELDER ARTICLE REFERRED TO AT PAGE 189 OF THE TRANSCRIPT OF SEPTEMBER 27, 2024.

MR. RICHLER:  And the next one, to update the betas, J4.6.
UNDERTAKING J4.6:  TO UPDATE THE BETAS.

MR. SARDANA:  Thank you.  I'd also like to -- this is a fairly mundane request, but I just want to go back to your Figure 30 in the Concentric report.  And Figure 30 shows up on page 98 of the Concentric report.  I do apologize for a question like this, but I guess it's the Rainman in me.  I was going through the CV numbers.  I was just doing a casual check, and I don't know if this is rounding, but some of the numbers seem off, so I am just wondering if you can help me with that.  I don't know if that's a Mr. Trogonoski question or a Mr. Dane question or for yourself.

MR. COYNE:  Which?  It's probably -- are you referring to a PDF page or a hard copy page, Commissioner?

MR. SARDANA:  I am talking about the PDF page 98.  I don't know what the hard-copy page number -- oh, pardon me, PDF page 92.

MR. COYNE:  Yes, okay.  And which figure number?

MR. SARDANA:  Figure 30.

MR. COYNE:  Figure 30.

MR. SARDANA:  So the first column, the CV, is fine, and this does not impact the discussion that follows.  That's fine.  The conclusions are fine.  I was just trying to understand the numbers better.

The CV for the first column at 4.4 percent, do you see that?  That's fine.  But then the next three columns it is off, and it's more than just rounding it seems, so it was confusing me.

So, for example, if I take, for the last column, 13 and divide that by 1.493, I come up with .0 -- oh, 8.7 percent as opposed to the 8.96, so it threw me off a little bit just as I did my casual check.  And it's not --


MR. COYNE:  I like your idea of referring this question to Mr. Trogonoski.

MR. SARDANA:  Okay, fair enough.

MR. COYNE:  Let me see if he has --


MR. SARDANA:  And again, as I said, it doesn't impact the discussion that follows.  That was fine.  The conclusions that you have drawn from these numbers are still valid.  I just couldn't reconcile the numbers, and it seemed to be a little more than just rounding, so --


MR. COYNE:  Okay.

MR. SARDANA:  We can move on.

MR. COYNE:  Can I ask Mr. Trogonoski if he has anything to offer on that right now?

MR. SARDANA:  Sure.

MR. COYNE:  And, if not, we will take it away.

MR. SMITH:  Why don't we just give an undertaking to check it --


MR. SARDANA:  Sure.

MR. SMITH:  -- and, if it requires correction, we will correct it.

MR. SARDANA:  I am fine with that, too.

MR. RICHLER:  Okay, and then -- sorry, Commissioner Sardana.  We will just note that undertaking as J4.7.
UNDERTAKING J4.7:  TO VERIFY AND, IF NECESSARY, UPDATE THE NUMBERS IN FIGURE 30 OF THE CONCENTRIC REPORT.

MR. SARDANA:  Okay, thank you.  And, if we go on to the Concentric report -- and I am showing on the report PDF page 100, but the report page 94.

At the top of that page, there is a discussion about the COVID-19 pandemic and, you know, all the bond yields were near historically low; levels of risk for equity investors increased substantially as shown by extreme market volatility and higher risk premiums.

So my recollection from that period is that, sure, we had a lot of market volatility, but it was a very short spike.  If I look at the VIX, volatility index, if -- the market is not telling me that there is risk out there.  In fact, it's almost saying:  There is nothing to here, guys; move on.

Because the VIX is at almost historically low levels now and has continued to be, so I was a little confused about that discussion.  Can you help me with that?

MR. COYNE:  Specifically around how COVID-19 affected utilities, specifically?

MR. SARDANA:  No, I think just VIX in general, the volatility index in general.  It does not seem to be showing market volatility right now and hasn't since the pandemic and since the financial crisis.

MR. COYNE:  Right.  Well, I don't recall -- usually in our reports -- and I will have to see if we have a VIX chart in here.  We have an extended macroeconomic section that has a VIX chart.  I don't recall if we have one in our report here or not.

MR. SARDANA:  If you did, I didn't see it.

MR. COYNE:  I don't think we did, yes.  We typically do.  But, in general, yes, the VIX reached unprecedented proportions during COVID.  I think the last time we had seen VIX volatility that high was back during the 2001/'02 financial crisis.  But it has settled considerably since then, to back to more normal levels.  And it responds, as we would expect it would, to economic uncertainty, global unrest, and we will see upticks during those periods, and then it will settle down again on the other side.

MR. SARDANA:  Right.

MR. COYNE:  But I would agree with you that it has certainly settled since the COVID period.

MR. SARDANA:  Right, okay.  I just want to turn to the regression analysis that you did for the two coefficients that you were saying should be adjusted.

MR. COYNE:  Yes.

MR. SARDANA:  I was hoping others would ask this, but no one seems to have, so I will.  I will venture into the regression equation.

It just seems to me that the statistical results were somewhat weak.  I know the coefficients were fine; the T-stats are solid.  Your brief discussion about LEI's equation having some multilinearity I can accept because I have taken a hard look at that, it looks that way to me, as well.

But your equation tells me that there is a lot of information that's unexplained; it's all in the error term.

MR. COYNE:  Um-hmm.

MR. SARDANA:  So how can this Commission rely on something that's somewhat weak to say -- there is a huge margin of error, in other words.

MR. COYNE:  Yes.  It might be useful just to bring up the regression results.

MR. TROGONOSKI:  I think it is on page 106 of our report.

MR. SARDANA:  Thanks.

MR. TROGONOSKI:  And that's PDF 112.

MR. SARDANA:  Right, there it is.

MR. COYNE:  Right.  So let's focus in our analysis where we have an R-squared of .54.  Is that --


MR. SARDANA:  Yes, .54, exactly.

MR. COYNE:  -- [audio dropout] comment, so that means that we are not explaining 46 percent of --


MR. SARDANA:  Correct.

MR. COYNE:  -- what's determining analogue return.  And, yes, I agree.  There is -- we just look at what we are doing here, you know, with a couple of weeks of expert hearings and thousands of pages of evidence to determine an ROE --


MR. SARDANA:  Right.

MR. COYNE:  -- and that's one of the challenges with a formula, is to think that we can somehow fit it into a linear relationship with a couple of variables like bond yields and credit spreads.

MR. SARDANA:  Right.

MR. COYNE:  It's obviously a big simplification of all that goes into these kinds of determinations, and I think that's what it is telling us statistically.  So, the question, I think an implication of your question is:  Can we rely on those results --


MR. SARDANA:  Correct.

MR. COYNE:  -- in setting these formula parameters?  I would say yes, within constraints, and the constraints that we have suggested are to look at it every five years.  I think actually it has been -- and we have said this elsewhere, that it has been -- the Ontario formula that was established in 2009 has actually performed quite well in our experience for formulas because, up until then, the Canadian formulas, as we know, really -- that were based on one variable really didn't do a very good job, at all.

But I trust the analysis enough so that I think, within the boundaries of saying we are going to look at it every five years and the other monitoring recommendations that we've made, I would say -- and also the back-casting work that we have done shows that -- I think there's two variable per formula with slight reductions in parameter.  And both the treasury bond yield and the equity and the credit spread give me sufficient confidence to say that if this Board decides to continue with the formula that those are reasonable parameters to do so with, with the appropriate caveats around revisiting it every five years.  We know this Board waited in essence 16 years, and I think that's too long and I don't anticipate that, based on your issues list, that's your intent here.

MR. SARDANA:  Thank you.  I think those are my questions Mr. Janigan.  Thank you.

MR. COYNE:  You're welcome.

MR. JANIGAN:  Thank you very much.  Commissioner Anderson?

MS. ANDERSON:  Yes, thanks.  I am actually going to go back to my undertaking that I asked for, J2.2, which I -- and reading it says to provide an updated ROE analysis using more current data.  Reflecting on it I may have said ROE, but I think it's all the parameters, I think it would be actually helpful for it to be both the ROE and the deemed debt rate updated to more current data.  So, my first question maybe goes to Mr. Richler, is that doable under undertaking J2.2 to do both ROE and the deemed debt rate update?

MR. RICHLER:  Yes, we will ask LEI to add that to the undertaking that was given.

MS. ANDERSON:  Great, thank you.  And then, of course, at the time Mr. Smith said that he would ask his client to do something similar, but of course at the time that was ROE as well.  And I know I, at the time, I reflected on the fact that it was almost September 30th and we often use September 30th data I was reminded that that doesn't mean September 30th data is immediately available, but I think it is helpful to get the updated analysis, particularly referencing back to Mr. Gluck's interchange with you this morning about where you said next fall we would update a formula, your proposal, your envision -- we will update the formula for 2026 rates, so having an updated calculation for 2025 rates based on fall data I think would be helpful.  So, it's a request for an undertaking to update the analysis based on current data, whether that's September 30th or just more current data, fall data I guess we will call it.

MR. SMITH:  We can do that.  We will target September 30th data.

MS. ANDERSON:  Okay.  If that's doable.  And that's probably -- that's a revised 2.2 or a new 4-point-whatever?

MR. RICHLER:  Well, I think we should probably give that a new undertaking number, J4.8.
UNDERTAKING J4.8:  TO UPDATE THE BETAS BASED ON CURRENT DATA USING FALL DATA.


MS. ANDERSON:  Great, thank you.  I am also reflecting a little bit, Mr. Coyne, on what you were saying right before the lunch break about, you know, what are the things we think about and could we call back in your evidence Figure 3, which I know others have referred to, but I think it's PDF page 50 of the Concentric evidence.  It seems to be quite a -- I am sorry, I will give you a moment to pull up your figure and maybe Staff can do the same.

MR. COYNE:  I am with you, Commissioner.

MS. ANDERSON:  Okay, thank you.  So, I think this was actually quite a helpful comparison of market indicators when we last did this in 2009 and now, and I found it quite informative.  I think as you rightly pointed out, monetary policy like the overnight rate seems quite different, inflation seems fairly different.  

But when I look at the rest of the numbers, I am not seeing significant differences between a lot of those indicators in 2009 and now.  And so, when I look at this chart what should I be taking from this chart as far as what is, what is different and how does that impact these rates that we are setting?

MR. COYNE:  Yes, good question.  Well, you know, it's interesting when you think about  November 2009 as long ago as that was and, you know, coming out of a period of economic contraction and all that came before that period of time and where we are today, it seems like the world is different.  But if you look at the data, you can see that, you know, 10-year and 30-year government bond yields are fairly close together and you can see that even GDP growth forecasts in the grand scheme of things they are not that different from each other.  Probably the biggest differences that I see is that where we are in the economic cycle, then, we were coming out a period of recovery then from '07/'08 and that's why you can see these very accommodating rates from the Federal Reserve in Canada and the US.  

And now we are in a very different position where we have come out of a period also of economic contraction, but with an incredible amount of federal support required in Canada and the US to bolster our economies, and that's why we can see the legacy effects of those and the inflation that accommodated all that federal stimulation and the very high overnight rates that we have in Canada and the US that still prevail.  

So, those are different and they are there because we are combatting higher levels of inflation in North America in both countries.  

I'd say the other -- so, that's because of where we are in economic cycles but because you have taken a snapshot in two periods of time, they kind of look more alike than they don't and in the grand scheme of things.  What's different is that we are still in a more inflationary environment.  


But if you go down to the last two stanzas there is something that is very different in the fact we have talked about the betas for the utility industry have increased substantially over that period of time.  And that's because, if you think back to the industry that you regulate in '09 versus where it stands today, it's in a very different position.  It's, it's at an inflection point as we have described in our evidence and I think, if we stop and think about it objectively, I think all would agree it's an inflection point because it's certainly not business as usual.  So, you're going to be asking the utilities that you regulate to do business in different ways than they have previously and that's because public policy, even though it's in a state of flux, is going to require the industry to do things differently.  So, it create as different risk profile for the industry and that shows up in the betas.  

But if you stop and think about our recommendation to you back in 2009 versus our recommendation to you today, they are really quite similar in the grand scheme of things.  The macroeconomic data then versus now support a similar recommendation.  

And, you know, I'd be watchful as you move forward in terms of the inputs to these models, and that's what is included in our recommendations regarding monitoring, but I think you did a pretty good job back in 2009 of sorting through all that and setting up a period that largely has been a fairly successful one, in terms of the cost of capital policy that you embarked on.  

And I know LEI has described their recommendations to you as evolutionary and not revolutionary, and I think we'd probably describe our recommendations to you a little bit differently.  And we would say it's a time for reset and, you know, take what's worked well over the last 15 years and take this opportunity to improve on it.

MS. ANDERSON:  Okay, thank you.

MR. COYNE:  You're welcome.

MS. ANDERSON:  Now, I want to explore what, again, Mr. Gluck was getting to a little bit this morning on the implementation.  And I think he was getting to the updating of the formulas and you started going down the road the implementation and these compliance filings, is that the term you used, yes, from the regulated entities.  And so, I am trying to think about what this implementation would look like in your view, given I know you said you didn't want to go so far as to look at each individual company and recommend what's being done, but there are 70 of them.

MR. COYNE:  Right.

MS. ANDERSON:  And that's always -- that's certainly always a challenge.  And so, I guess the one question that I would have on the plan is cost of capital, I think as you have said and I think you would agree to, is a real cost; correct?  So, you have got the cost of equity, the cost of debt.  But when we are setting rates we are doing a revenue requirement that has a lot of costs, it has the cost of equity, the cost of debt, depreciation, operating cost, taxes, a working capital allowance, we have all those costs.  So, your recommendation is to update two of those costs the cost of capital, the cost of debt, but not touch the others; is that correct?  So, we would update those two but leave the others?  And can you explain why that would be the approach?

MR. COYNE:  Right, yes.  We gave thought to that around the challenges that creates for the Board because you're midstream in many of these rate plans, in all of these rate plans, unless you happen to have a utility that's up for rebasing coincident with your decision.

And, if the Board reaches the conclusion that we have suggested you reach, that is that the parameters should be changed and the ROE and the capital structure should be changed and debt recommendations implemented, that that could be done or should be done in a two-step process.  One is a compliance filing that would ask the utility to examine their existing rate plan and see if there is anything in that rate plan that would prevent them from updating their cost of capital parameters.

I know some rate plans, for example, have provisions that say this rate plan will stay in effect unless the Board changes its cost of capital policy, for example, and they would have to ask themselves:  Did your decision meet that threshold of changing its cost of capital policy?

We think it probably does, but I think each utility would have to examine its rate plan to see if there is language or provisions in there that say that they should not.  You know, I know at least one of the OEA members has expressed to us that they feel as though their plans are set up that way.

So I think -- but the baseline I would expect would be that each utility would make a compliance filing, interpret what your decision means for them, and then estimate what, if any, rate change would occur as a result of implementing it for their next rate year.  But I wouldn't see that as impacting of course the other costs that would continue to operate under one of the three programs that you have in place for them.  So O&M costs and other costs would -- should not be affected by this.

MS. ANDERSON:  And, if the utility was overearning, significantly overearning on the current plan, would you still see that that -- is that something they would just take into account, or could you envision certain criteria that we might set if somebody is already in a significant position, maybe getting close to that 300 basis points or something like that?

Does that factor into whether this would be updated?

MR. COYNE:  Yes, I don't think we contemplated that circumstance specifically, but let me see if we can think it through.  So, if they were overearning against the prior benchmark, now you have changed the goal line because there is a new benchmark, and so, if it were 9.21 percent, it would now be 10 percent.  So I guess that would change the baseline, wouldn't it?

I would say there needs to be a revenue requirement change to accommodate the new benchmark, and, once that revenue requirement change had occurred, then it needs to be measured against the new benchmark.  But I would say that prior, if there were overearnings, they would either be shared or triggered if they exceeded the 300-basis-point threshold under the old rules.  And then, for the first rate year under which your knew policy would take effect, the benchmark would change to the 10 percent in this case or whatever else you would determine it to be on a going-forward basis.  And then we recommended that you retain your off ramp of the 300 basis points.

We didn't make any recommendations about changing your existing earnings-sharing mechanism, so that's something we haven't addressed in our report.  But, in principle, I believe that's how it would work.

MS. ANDERSON:  Okay, thank you.  Do you see other jurisdictions that have this range of plus or minus 300 basis points, something of that nature that triggers a regulatory review?

Do you see that in other jurisdictions, and, if so, is it that broad or do you see narrower bands?

MR. COYNE:  We have done research on that, and I am going to turn to my colleagues to test their memories, as well.  But, when we see earnings thresholds, they are typically, for off ramps, they are typically in the 2- to 300-basis-point range, as I recall.  I would say 300 basis points is probably at the upper end of that range.  But the fact that you have earnings sharing before then, you know, helps to mitigate that.  But my recollection is 2 to 300 basis points is the range we have seen elsewhere.

MR. DANE:  What I would add is that the off-ramp concept is more common with a rate plan, for instance, so we are getting into a long-term period, so we need to know when we might need to reassess things.

And I agree with Mr. Coyne.  I think that 300 basis points, I don't have a survey in front of me, but that's consistent with what I would expect to see.  And, again, it could be 200, it could be more than 300, but it doesn't strike me as anomalous.

MS. ANDERSON:  Okay, thank you.

MR. COYNE:  I am going by memory, and so this is clearly subject to check, but my recollection was, in Alberta for example, that it was 300 basis points for a single year or 200 basis points average for two years or something.  So they had an average for two years and then a single number for a single year, and it was in that range.  And I believe that that's still current, all very much subject to check.

MS. ANDERSON:  Thank you.  So just back -- and I don't think you need to call it up because I have got it and I can read it out.  On page 154 of your report, you talk about the fact that the cost of capital parameters should take effect for all utilities in the rate year following the OEB's decision in this proceeding.  And then there is a brackets that say, "(subject to any settlement agreements and each utility submitting a compliance filing.)"  

So we have talked about the compliance filing, but talk about what you mean by "subject to any settlement agreements."

MR. COYNE:  Right, and that's what I was referring to, maybe not as directly as I should have, but I know that there are some settlement agreements in place that say that:  We accept this ROE, and we accept it for the term of the rate plan.

And so I think you would have to look at the language of that settlement to see if there was anything in there that indicated "unless the Board changed its cost of capital policy," but, if it doesn't have that language, my presumption is that that provision would survive.

MS. ANDERSON:  Good, thank you.  So, moving on, you made a reference to monitoring, and what I took from your evidence was that you found the LEI's proposal was too much of a burden for the utilities.  And I think you made particular reference to the short-term debt reporting would be quite a burden.

Is that also true of, if it wasn't the short-term debt, if it was only, you know, maybe anything longer than 10 years or longer?

Would that make a difference in that burden to the utilities?

MR. COYNE:  I think less so, and, you know, as we described the burden, we didn't describe it as being extensive from a utility standpoint.  A concern there was, if it were limited to long-term debt, that there would be some administrative burden on behalf of the reporting utility, some on behalf of the Board to take it all in, and then we found ourselves asking:  Well, what would you do with it if you had it and could it assist you in making your ongoing determinations pertaining to the fair return standard and cost of capital?

And the Board on rebasing, of course and intervenors, I would expect to do full discovery on all costs, including the cost of debt.  And, in our minds, that would be the appropriate time to look at debt that had been acquired and the terms and the costs and to make sure that they passed your tests of reasonableness, as opposed to an annual reporting requirement that would amass a bunch of data.

And I also reflected on our practical experience.  We get asked from time to time to evaluate debt costs for utilities and asked that very question:  Are they reasonable?  And the only way to determine if they are reasonable is to look at the market within which they acquired the debt.  And, usually for us, that means going to a Bloomberg terminal and pulling out a bunch of data around what other utilities issued debt in that period and were they rated the same and did they get approximately the same spreads.

And so, if it were the Board's intent to do that type of work, then I could say I could see the value; you know, you have utility data, and now you have got some framework against to evaluate it.  Otherwise, my concern was that you would be collecting data that may not provide you any value and creating administrative burden on your part and the utilities' but without advancing your goals of regulatory efficiency.  So, that in a nutshell, was what we were conveying there.  We don't have any concern with the Board having the data at all, it's a matter of concern of what would you do with it if you had it.

MS. ANDERSON:  Understood.  So, is there anything that you think we should be doing, so you're recommending five years before we review this again, anything that we should be doing in that five-year period to monitor what's going on?  You know, I imagine if there's a financial crisis everyone knows but if there are other things that we should be monitoring and -- or what you are suggesting our monitoring should be as each individual rate application is coming in and that should inform us of what is happening broader in the market?

MR. COYNE:  No, well there are some -- we think some monitoring on your part is entirely appropriate and I know we had some recommendations to you on page 142 of our report of data that we thought could be useful to you and your team, and that included authorized ROEs and equity ratios in other Canadian and US jurisdictions so you can see how -- like the charts we have all been showing you to see how you're performing in that range.  10 and 30-year treasury bond yields to see how your formula is performing against those yields, and also utility bond yield because there are times when we see separation between utility bonds, and that's why you have the credit spread in your formula, and what's going on with government yields.  

And then lastly, betas that give you some indication of what's going on in the equity side.  Because all of these things go to the debt side and I think credit spreads for utility bond yields give you some window around utility risk, but betas get there in a way that these other measures don't.  To us those provide you with a dashboard of what's going on in capital markets that should have some impact on the cost of capital for your utilities, but we didn't make recommendations beyond that that we thought would be useful to you.

MS. ANDERSON:  Right.

MR. COYNE:  So, we envisioned this dashboard that you could use so that when you go into proceedings you have all this data at your hands.

MS. ANDERSON:  So, something that we collect rather than from each individual utility, something that we just pick out from the market?

MR. COYNE:  That's right, yes.

MS. ANDERSON:  Okay, thank you, those are my questions.

MR. COYNE:  You're welcome.

MR. JANIGAN:  Thank you very much, Commissioner Anderson.  I just have a few questions arising out of the questions that Mr. Richler asked with respect to the fair return standard.  And, in particular, that your conclusion that we are not meeting the fair return standard because of the lack of comparability between what we are doing and what other companies -- what other utilities are earning in similar risk situations.

First of all, was the fair return standard met following -- immediately following the 2009 decision?

MR. COYNE:  Well, we participated in that proceeding and the focus in the '09 proceeding was on ROE and the Board didn't really take up the issue of equity ratio.  And I felt as though that the return that came out of that providing did meet the fair return standard on the ROE side, but the equity issue side really wasn't addressed.

MR. JANIGAN:  Okay.  When did matters fall off the rails, as it were, between then and now in terms of not meeting the comparability standard?

MR. COYNE:  Well, I think two things probably have happened, you know, one on the equity ratio side and the other on the ROE side.  You know, as we have looked at the ROE formula as we have said here and elsewhere, we think it performed reasonably well.  I think it got off the rails in a few years when it started to produce numbers that were in the low to mid eights when cost of capital for utilities elsewhere just weren't that low.  

So, I would say if you were to have asked me in that period if it was meeting the fair return standard, I would say probably not.  But I would say for the most part the formula has operated, especially given the duration of time, reasonably well.  And on the equity ratio side, again, it wasn't really evaluated in '09 and at that point in time we indicated, using a Hamada adjustment, the types of adjustment that could be made depending upon where the Board could make up its mind on equity ratio.  And ultimately it did not do so.  

So, I would say back there there was a gap between the allowed equity ratio in Ontario and for North American peers and that gap has remained since then, if anything it's grown a little bit because equity ratios have increased elsewhere.  So, I would say if you were to go back over that entire period of time and you were to ask the two-sided question around equity ratio and ROE, I'd say there was a shortfall on the equity ratio side that existed then that has grown over time. And we haven't evaluated it over that entire period of time, so we didn't make those assessments, except for the individual proceedings where we have been before you for Enbridge and for OPG.  And on those occasions we have recommended higher equity ratios that would begin to bridge that gap.  

And our view on that has been that it's evolutionary, that it wasn't something that happened overnight, needed to happen overnight, but directionally it's the right place to go.  And that's why as we thought about the right recommendation for you here, we settled on a midpoint between where the Board is currently and the North American benchmark which is set by and large based on the US utilities.  And our view was that if you achieved closing that gap by halfway, and that's where the 45 percent minimum comes from, that you would be sufficiently strong from both the Canadian and US perspective to satisfy the fair return standard on both fronts.

MR. JANIGAN:  I understand that, or my inference is, that from the fair return standard, the failure to meet one requirement of the fair return standard is likely to affect the other two over time; am I correct on that?

MR. COYNE:  Yes, I would say that's true.

MR. JANIGAN:  Okay. And one of the possibilities, I suppose, of not meeting the comparability standard might be that investors are seeing a difference in risk between Canadian utilities and some of the other American utilities?

MR. COYNE:  That's one inference you could draw.  And it was much along the lines of the line of questioning I had with Mr. Richler.  But I don't think the data bears that out because if that were the case, we would see Canadian investors staying pat and or -- or certainly not behaving in the way that we have seen over the last two decades of seeking to export capital into US markets.  

And in some cases -- I don't think you could -- it's hard to show under investment in the utility sector but you can certainly see the path of capital flowing from Canadian jurisdictions into US jurisdictions with a strong preference for those risk adjusted returns.  So, I think, you know, the market data as we see it from a transactional standpoint, and beyond that, just discussions that we have with pension funds and others that are investing capital here and in US utilities are telling us that we prefer those returns.

MR. JANIGAN:  Well, I mean, that's not -- I mean that follows the idea that if the utilities or the companies that you invest in have a higher risk than the companies that are being regulated in Canada, then you would expect a higher return.  So, I mean, this is part of a simple market knowledge that effectively, yes, if they saw that their rate of return in the United States for higher risk companies was generating the return on their investment that they required they would do it.  But if the risk is lower in Canada, then presumably the investments would continue but would expect a lower rate of return; is that one inference you could draw from that?

MR. COYNE:  You could, but if you look at all the evidence that we have seen and prepared, I don't know where you could find evidence of that lower risk.  If anything, that's probably the thrust of our evidence, that there's nothing in the capital market data that would show that there is a risk differential that would justify that type of gap.  That's a very large gap in equity ratio if you look at 10 percent for the electric utilities and close to 14 percent if you're the gas distributor, between them and the North American peers, that would be an extraordinary difference in risk that would justify it.  

So, I think even if you accepted the proposition, and again, we don't see it in the capital market data, but if you accepted the proposition that there was some risk differential, in some sense we have already built in a 7 percent equity ratio discount into our recommendation to allow for that, but we don't see it in the market data, you know, we don't see it in beta differentials, and we don't see it in investment behaviour, and in other measures that the capital market data can show us that would -- and credit rating reports or equity analyst reports.  So, it's a commentary that we hear in these proceedings, a suggestion that there might be a risk differential, but we can't find any fact proofed evidence that would support it.

MR. JANIGAN:  It's a question I really didn't want to ask but do you belief that the regulatory risk is the same in Canada as in the United States?

MR. COYNE:  We have looked at that and, you know, it's really hard to evaluate regulatory risk, isn't it?  When you stop and think about it and you meet with your colleagues and you benchmark regularly, you know, your regulatory approaches against other jurisdictions in Canada and the US on a regular basis.  And, you know, in the appendix that we looked at earlier, we looked at the things you can look at, such as test years and decoupling measures and cost passthroughs and things of that nature, and the conclusion we reach is that there are differences between jurisdictions, but they're more similar than not from an investor perspective, and that there is nothing that's endemic to a Canadian form of regulation that is less risky than their US peers.  

But if you look at the -- we see differences -- and this comes out of conversations we have had with equity investors, they tell us that they see more difference between jurisdiction, like Alberta in Ontario, than they do between US and Canada.  And I think that's the real story is that you will find much more difference between, you know, Mississippi and Alabama, for example, than you will US as a class of jurisdictions than Canada.  And that's why the evidence that we have shown around regulatory ratings reflects that.  And you'll see US jurisdictions and Ontario jurisdictions in Ontario ranked relatively high because of there what's perceived as being a constructive form of regulation, and that's shared with jurisdictions in Canada and in the US.  So, there isn't -- the bottom line is that there isn't a country risk between regulations as much as there are differences between jurisdictions.

MR. JANIGAN:  Now, I understand about 30 percent of the state regulators are -- hold office by way of an elected office.  Does that have any effect on risk?

MR. COYNE:  Yes.  If you look at how risk gets evaluated by the credit rating agencies, they look at that as being a higher level of political risk than one where regulators are appointed.

MR. JANIGAN:  Okay.  Now, this is simply, which may be an incorrect observation by a Canadian, but it seems that political affiliation seems to loom a lot larger in terms of the appointment of regulators in the United States.  Am I correct or incorrect on that?

MR. COYNE:  Good question.  I think most state jurisdictions have a requirement that a certain number of Republicans, Democrats, and/or independents can serve on the board at any given point in time, that's true at FERC as well to prevent just that.  And then there is some overlap, there is some overlap between terms, so that you also have continuity on the boards.  So, that prevents commissions from being dominated by one party or another.

MR. JANIGAN:  Okay.  And is the prevalence of holding companies in the United States for utilities, is that more prevalent in the United States and does it lead to sometimes unfortunate consequences for regulated utilities?

MR. COYNE:  Well, I think in terms of predominance most utilities are in utility holding company structures these days, Canadian and US, so it isn't a predominance in the US versus Canada as much as it is for the North American industry.  And does it lead to consequences?  From time to time it does, and where you would have one affiliate that would do something that would affect the credit rating of another is obviously a problem you want to look out for.  We have seen regulators take a proactive role on this issue and adopt something that's called rate fencing.  You have probably heard the term.  And what they have done increasingly is adopted measures of ring fencing so that the activities of affiliate can not affect unduly the financial integrity of another member of the holding company.  

There are complexities with holding companies, I think one of the things you see as a regulator is that you will have shared services that get allocated from a corporate entity down through all of its affiliates.  And those become a little bit more -- you know, the hope is that by consolidating them they are more efficient, but then you're stuck with determining if they are being allocated fairly to each of the affiliates.  

So Mr. Dane, I think you focus on this more than I do, do you have anything to add to that?

MR. DANE:  Yes, I think as Mr. Coyne said there it's something regulators look at.  So, there are affiliate rules in the US states, there are ring fencing measures set up to prevent, I think, the risks that you are describing.  So, that the operating company can perform its job and not be at risk of  something happening surely because of its corporate structure.

MR. JANIGAN:  And from across the board, these ring fencing requirements have been successful in your view?

MR. DANE:  I think they have.  I think an example is in Texas where an affiliated generator had significant financial issues and the ring-fenced utility which was Oncor, that came up earlier this -- I guess, last week now -- was protected in that circumstance even though it had an affiliate that was going through more difficult circumstances.  So, I think that was one of the few tests where it's been shown that those measures are doing what they are designed to do.

MR. JANIGAN:  Commissioner Sardana has a question to ask arising out of my question.

MR. SARDANA:  It's just a follow-up question.  It's something that struck me while you were chatting about capital flows, and I apologize for not asking this earlier.  But you showed that table where you had 61 billion in outflows and that was a Canadian perspective.  But narrowing it down to Ontario, have you had any conversations about things being different if the tax regime was different in Ontario for electric LDCs?  Because there is a high threshold for an Ontario LDC to be sold because it triggers tax issues.  Any conversations around that?

MR. COYNE:  No conversation around it, other than understanding that you have to meet that threshold.  I think it  probably provides a degree of protection around Ontario's utilities that doesn't exist elsewhere.  I know that it might be at odds with the long-standing policy, as I understand it, about promoting consolidation amongst Ontario's utilities and, you know, with -- you regulate what 60-some-odd electric distributors, for example.  That's a pretty high number.  And economies of scale do exist in the utility industry, and, by and large, I would expect that that policy should be re-examined to make sure that it's still the right long-term policy to promote consolidation, assuming that still remains a government policy goal.

MR. SARDANA:  Yes, and I guess that is what I was getting at, too, that, if the tax regime changed, would some of those flows stay here and would OMERS or Teachers or some of the other big pension plans be keen to step up and say we would like to buy some of these utilities, or would they still look to the US and say, no, that's where the returns are higher, so we will go there?

MR. COYNE:  I wouldn't want to speak to OMERS, but I think that, if there were opportunities to invest in Ontario, then obviously they would consider them very seriously.

Again, this may sound self-serving, but, if the Board -- you know I think an important piece of the puzzle is for the Board, as it did in '09, to set a cost of capital framework in place that makes it attractive for OMERS to invest here, at home.  But I think certainly the interest would be there.

MR. SARDANA:  Thanks.

MR. JANIGAN:  Thank you very much, panel.  I have no further questions.  Redirect, Mr. Smith?

MR. SMITH:  No re-examination.

MR. JANIGAN:  Okay.  Well, thank you very much for your testimony and your patience in coming back here today.  And I wish you a safe trip home if that's where you're going right now or where you are going to later, I suppose, as well.

MR. COYNE:  Thank you.  Good to be with you again.

MR. JANIGAN:  Okay.  We now are ready for the Nexus panel.  Do we have about a five-minute break so you can set up?

MR. RUBY:  That would be great.

MR. JANIGAN:  We will take 10 minutes, actually.  Thanks.
--- Recess taken at 2:39 p.m. 
--- On resuming at 2:47 p.m.

MR. JANIGAN:  Mr. Ruby, would you please introduce your panel?

MR. RUBY:  I will, I think you have met them already on presentation day, Mr. Zarumba and Dr. Pampush.  If we could have them do the regular?
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Ralph Zarumba,

Francis Pampush; Affirmed.

MR. JANIGAN:  Please go ahead.
Examination-in-Chief by Mr. Ruby


MR. RUBY:  Thank you, Commissioners.  Just to start with a housekeeping matter.  Gentlemen, can you just confirm that yesterday you filed an errata sheet with the with the Board  with respect to your report and a couple of interrogatory responses?

MR. ZARUMBA:  Yes.

MR. RUBY:  Terrific.  So, Commissioners, we are going to do some direct examination, lightning round style, and try and just hit on a few points and not try and attempt to bring you a beautifully crafted, tied-with-a-bow presentation.  But really do focus on a few things.  And maybe we will start with some of the technical aspects of the ROE analysis that you have heard so much about.  So, maybe Dr. Pampush I will start with you.  How did you estimate or source the betas you used in your report?

DR. PAMPUSH:  Well, I sourced them I did not estimate them.  What I did is I went to different data aggregators, Yahoo, StockAnalysis, CapIQ, Zack's, and I extracted those betas and I then analyzed them, I took a look to see if they were essentially the same and they were.  So, what that told me is that each of those data aggregators were basically calculating or pulling themselves from IBIS and other places.  So, pretty much the same data.  So, I pulled that together to estimate only one CAP model because it didn't stand to reason to estimate four of them by data provider when, essentially, they were providing me with the exact same number, so that was my methodology.

MR. RUBY:  Are betas forward looking?

DR. PAMPUSH:  They should be, but they are not.  All of the betas that I extracted and used are all historical betas,  typically three- to five-year backward look, and used as representations of what shareholders -- excuse me 
-- what investors may or may not anticipate.

MR. RUBY:  And is it a problem that they are historical instead of forward looking?

DR. PAMPUSH:  Yes, it is.  They have found that there is a notable bias in the performance of the CAP model when using historical betas in place of what should be, if we had them, forward-looking betas.  And in particular what they have found are the returns to low beta stocks outperform what the CAP model said they should do.  And the opposite is true for high beta stocks they underperform what the CAP model said they should do.

MR. RUBY:  Okay, thank you.  I think you were here -- or I should say, did you hear Mr. Coyne's evidence the other day about utility betas having actually moved towards the mean over the last 16 years?

DR. PAMPUSH:  Yes, I did.

MR. RUBY:  Any thoughts?

DR. PAMPUSH:  And I agree basically with the conclusion that Mr. Coyne reached based on his analysis of his data.

MR. RUBY:  And what role if any, or any, does that have to do with whether to use a Bloom adjustment with respect to the betas?

DR. PAMPUSH:  Well that informed my opinion to use the Bloom adjustment.  What the Bloom adjustment does is takes low beta stocks and bumps them over toward 1.0.  So, you were at .5 now you are over .6, or something like that.  On the other hand it takes high beta stocks you are at 1.2 and it will bump you back down to 1.1 or whatever.  And the idea there is to account for that known problem with the CAP model using backward-looking data in lieu of using forward-looking data.

MR. RUBY:  Okay.  Moving off betas for the moment.  Another component of the CAPM model is the risk-free rate?

DR. PAMPUSH:  Yes.

MR. RUBY:  And for your risk-free rate you used US treasury bonds for that analysis?

DR. PAMPUSH:  That is correct.

MR. RUBY:  Not Canadian?

DR. PAMPUSH:  That is correct.

MR. RUBY:  Okay.  Why did you use US and not Canadian?

DR. PAMPUSH:  I found that substantially all of my data for the CAP model, the market risk premium was computed based on US data, it was the US, and my betas were computed on US data, that is to say, the returns progressed on either the NYSE or, you know, some other broad index like that.  And so, in order to conform with the balance of that model I also used the risk-free rate.  Because remember when we compute that market risk premium, we are computing both those expected returns and then we are subtracting a risk-free rate from that.  And so, I used the US all the way through.

MR. RUBY:  Now, you'll remember that LEI used Canadian data  for the risk-free rate?

DR. PAMPUSH:  Yes, I do.

MR. RUBY:  And was that correct or incorrect?

DR. PAMPUSH:  So, that's incorrect from two perspectives.  The thing that really triggered me was I looked and I went they're computing their market risk premium based on US data sane as I just explained, and dittos for the betas.  So, it's -- to complete that we, what we want to do is we want to have that, what I call the training of the model, which is computing the component parts that ultimately will be used, consistent with the prediction aspect of the model, which is how we put it to work.  So, that's why I say you don't actually plug in risk-free rates like that.  

As an economist I also noted, for example, and it was in our report, that BCE, they borrowed about $1.4 billion in February of this year, 700 million -- about half of  it -- was long-term 30-year bonds and then the rest was short.  And the key thing i to think about was at that time in February the Canadian 30-year was about, you know, somewhere about a point less than the US 30-year.  And it's impossible to think BCE could have saved themselves a percentage point if they had borrowed here in Toronto instead of New York, let's say.  

So, that just give me the notion that these capital markets, there is no Canadian capital market and US capital market; they are one in the same in what both Mr. Coyne and I call the North American market, capital market.  

And I also looked at other thing the ties between the two economies that 75 percent exports from Canada are to the US, 50 percent of the imports to Canada are from the US, a lot of ties that would also explain the -- a lot of real economic ties that would also explain the integration of the capital markets.

MR. RUBY:  Let's talk about confidence intervals for a minute.  Can you explain what you mean by an ROE range and why offering a range through confidence intervals is included in your opinion?

DR. PAMPUSH:  When I set out to make my calculations, I wanted to explain to the Board what I knew and what I didn't know, essentially act as a reporter.  And it would have been insufficient to simply give you a data point when I wasn't really sure about it.  The data didn't allow me to be sure about it.  So, what I did is I just -- it's a very typical type of thing, I think we talked about it on presentation day where I computed margins of error and so forth based on the variability of my data, and then constructed the confidence intervals that helped me explain, if I were a Board member, I'd want to know:  Okay, what do you think, and how sure are you about this?  And it would provide a way for me to step back out of the limelight and let the beta talk for itself?


MR. RUBY:  Now, did you hear Mr. Goulding for LEI talk about what he called the "zone of reasonableness" and his objection to using statistical tools for regulatory purposes?

DR. PAMPUSH:  I did.

MR. RUBY:  Any thoughts?

DR. PAMPUSH:  Well, the zone of reasonableness, it's not an economic term, but it's a very important regulatory term because it goes exactly to the point we were just talking about, which is that there are some things that we know but a lot that we don't know.  And it gives -- the confidence intervals give us structure and allow the data to help us understand what we know and don't know.

What I am concerned about when I just hear about zones of reasonableness is that it might allow more subjectivity than I think is warranted.

MR. RUBY:  And so what role do your confidence intervals or other statistical tools play, you say, in the Board's analysis here?

DR. PAMPUSH:  So, yes, in the Board's analysis, I would be looking for both central tendencies, what the number is.  But I would also be looking for things where:  Is there a way to explain differences?  And I think, on presentation day, I used it as:  Well, you know, here is my number, and here is Concentric's number; if you adjust it from 45 percent to 40, it goes up.  It falls within my confidence limit.  I feel better and more confident that those numbers essentially are indistinguishable.

MR. RUBY:  Now, we also heard LEI encouraging what I think they called "common sense" in determining an ROE or a deemed ROE.  Again, can you provide your comments on "common sense"?

DR. PAMPUSH:  Yes, I mean we all hope to use common sense, but the problem with common sense is it may be a cover for what I call a "prior."  You walk in -- and this happens to analysts all the time, not just in this room but everywhere, is that, if you have a prior expectation of what a number should be, instead of -- sometimes we put our blinders on and, instead of letting the data guide us, we should be starting from theory, the models, and then gathering the appropriate data, and then seeing what comes out.

If you have a prior and you let common sense guide you, sometimes that goes back upstream to your selection of data and so forth.  So I hesitate to ever -- you know, obviously when you use the term "common sense," you don't want to reject common sense, but, by the same token, I don't want it to be used as a cover for being subjective.

MR. RUBY:  Thank you.  Mr. Zarumba, let's move to another topic:  Energy transition.  You discuss energy transition in your report.  What are the regulatory risks associated with the energy transition?

MR. ZARUMBA:  Good afternoon.  The energy transition is a change in the way that we produce and consume energy, electric power, natural gas, other forms of energy.  Our goal is that it be more efficient, that it be cleaner.  I think we have talked -- you know, there have been a lot of parties talking about energy transition.  I don't think we need to go through more descriptions.  We all know about the adoption of DER, which has not been as prevalent as in the past as we expect it to be in the future.  We know about new end uses, such as electric vehicles.  We know about increases in adoption of things like electric space-heating.  All of those and many, many other issues are part of the energy transition.

The question becomes:  How is it impacted in this proceeding?  First and foremost, let me state that Dr. Pampush and I did not make any changes to the analyses to increase it for energy transition.  We did not put a 25-basis-point adder.  The analyses speak for themselves.

With that being said, we believe it's something that the Board needs to be cognizant of and take into consideration as they move into a decision.

MR. RUBY:  So how do you then, in maybe a little more detail, ask that the Board take into account energy transition if it doesn't get worked into the numbers?

MR. ZARUMBA:  One, I think that it's time for the Board to look at all regulatory mechanisms in Ontario, much like they did about a dozen years ago.  I was part of that effort.  I was at that time working for Navigant Consulting and was a consultant on, I believe it was three different projects assisting the OEB.

Everything, I think, needs to be on the table in terms of how the utilities are evaluated, because the way that energy is going to be consumed or not consumed is going to change and that has economic impacts on the utility and that will and should influence the regulatory mechanisms which are used to award the utility revenues, to determine how efficient they are in terms of things like the scorecards, and other matters.

Ontario is not the only jurisdiction this applies to.  We have done research on other jurisdictions.  There are a lot of regulatory changes occurring right now in several other jurisdictions, led by those that are adopting the energy transition.

I think the Board needs to be very careful in choosing an ROE in this proceeding.  They need to consider that the energy transition is adding risk.  Is this risk reflected in the analyses that have been presented by the various experts?  I think in many cases it hasn't because this is something that's happening in the future -- which then brings up the issue:  How often should the ROE be revisited?

I would advocate it should be three to five years.  And that, when I say that it is revisited, I mean it would be a litigated proceeding such as what we are holding right now, not just somebody from Staff writing a memo, saying, "I have done something.  Here it is."  I am talking about something where all the parties can get together and argue it out.  And we are recognizing they are not going to agree.  Nothing wrong with honest disagreement.

Last, as I mentioned, energy transition is adding risk.  I would suggest that, as Dr. Pampush has talked about, confidence intervals, we probably would want to stay away from the low end of the confidence intervals, to recognize the fact that this risk exists and has not been quantified.

MR. RUBY:  So, moving to a related topic, there have been some questions so far in this proceeding about whether adding capital investment, because of the energy transition, is a benefit to Ontario utilities; can you comment?

MR. ZARUMBA:  Capital is added to serve customers.  One theme that has bothered me in this proceeding is its implication that adding capital is going to make utilities bigger and, because they are bigger, the utilities are better.  That's not true.

The ROE is a cost to the utility.  We have discussed that before.  A fair return ROE essentially equates to what we economists would say is a zero profit.  Something below that is actually an economic loss.  Therefore, if the utilities become bigger but they are not awarded a fair return, they are just going to have a larger economic loss.  And, as the old saying goes, you don't make it up in value.

Two, getting back to looking at the regulatory mechanisms, we need to have regulatory mechanisms that ensure that a utility that is operating prudently, that is achieving the goals that are neutral on the scorecards, have a reasonable opportunity to earn their return.  From what we can tell now that's not the case, and that is referencing a graphic in the LEI report.

MR. RUBY:  Let's deal with just one last topic which is transaction costs, maybe dealing directly with the equity flotation costs.  At a high level, can you just describe briefly what are the flotation costs for equity?

MR. ZARUMBA:  Yes.  What has generally been associated with transaction costs are the professional fees associated with issuing these equities, lawyers, accountants, rating agencies.  However, that is not it, there are some other costs that are not as easily identifiable, such as the dilution effects of introducing these equities.  Therefore, if you do account for these costs, essentially just as the professional fees, you would underestimate them.

MR. RUBY:  Can you just describe for two seconds what you mean by dilution costs?

MR. ZARUMBA:  Dilution costs are essentially when you issue equity, you have the existing shareholders that then have less because of the fact that you have added more shareholders, so you basically have a numerator that is at one level but the denominator has gotten larger so the result has become smaller.

MR. RUBY:  So, are flotation costs for equity reimbursed in the ROE for actual costs incurred or something else?

MR. ZARUMBA:  No, they are essentially incurred and essentially become a permanent part of the utility capital  structure.  But it's not that they are amortized over time.  Therefore, if we were to have a change in methodology, the Board would need to embark on some process to address the costs that were previously incurred.

MR. RUBY:  And how do you recommend the Board address transaction costs for equity in this proceeding?

MR. ZARUMBA:  I believe, and so do several other parties, that the 50 basis points approach is reasonable and should be continued.

MR. RUBY:  Why?

MR. ZARUMBA:  Because it is an approach that recognizes all of the cost, both the professional fees and dilution, it has been adopted by other jurisdictions, and is consistent with the deemed equity approach which the Board uses.

MR. RUBY:  And you used, and you mentioned this, 50 basis points as an adder for flotation costs.  Why that amount?

MR. ZARUMBA:  As I had previously stated, it is, it was previously investigated by the Board in the 2009 report, it was determined to be reasonable, and it has been adopted by other jurisdictions.

MR. RUBY:  Okay.  Thank you, Commissioners.  The witnesses are available to be cross-examined.

MR. JANIGAN:  Thank you very much, Mr. Ruby.  I believe first up is the Three Fires Group.

MR. DAUBE:  I am happy to go, but I think it may be the OEA next.

MR. JANIGAN:  Oh, I am sorry, I looked down the list and I am sorry.

MR. MORRISON:  And that'll make sense, because I'm going to be super quick.  So...

MR. JANIGAN:  Sorry about that.
Cross-Examination by Mr. Morrison


MR. MORRISON:  Thank you.  Mr. Zarumba, Mr. Pampush, Tyler Morrison on behalf of the OEA.  I just have handful of questions for you here.  I'm going to pick up where counsel just left off on transactions costs.  So, I assume that's for you, Mr. Zarumba.  And, as counsel just mentioned, you agree with Concentric and Dr. Cleary's suggestion that a 50 basis point adder to the ROE for transaction costs is appropriate; correct?

MR. ZARUMBA:  Yes, I do.

MR. MORRISON:  Okay.  And you agree these are actual costs incurred by utilities?  I think you just confirmed that with counsel; correct?

MR. ZARUMBA:  That is correct.

MR. MORRISON:  Okay.  And what you say in your report is that, and I think you just covered this so I'm just going to try and put a point on it, is that the 50 basis point adder essentially amortized the equity transaction costs over an infinite period; is that correct?

MR. ZARUMBA:  That's correct.  So, they are essentially renting it, so there is no recovery, so there is something out there.

MR. MORRISON:  And so, your point isn't just that the adder captures future equity transactions, it actually continues to capture previous equity transaction costs; correct?

MR. ZARUMBA:  That is true.

MR. MORRISON:  Okay.  So, I am going to talk now about your ROE recommendations, so whoever is best suited to speak about that.  Your recommendation is 11.08 percent; correct?

DR. PAMPUSH:  Yes, sir.

MR. MORRISON:  Okay.  And that includes a 50 basis point adder for transaction costs as we just discussed; correct?

DR. PAMPUSH:  It does.

MR. MORRISON:  Okay.  And I think we can do this without going to your report, but your conclusion, your results, your recommendation is based on a debt-to-equity ratio of 1.5, so 60 percent debt, 40 percent equity; correct?

DR. PAMPUSH:  That is correct.

MR. MORRISON:  Okay.  And so, if we took that and we re-levered it to Concentric's recommended equity ratio, which is 45 percent equity, do you agree that your ROE recommendations are very similar, right around 10 percent; is that correct?

DR. PAMPUSH:  That is correct.

MR. MORRISON:  Okay.  You agree that you consider -- when you are considering the fair return standard you have to look at ROE and equity thickness; correct?

DR. PAMPUSH:  Yes, I mean they are two sides of the same coin.

MR. MORRISON:  Right.  And I just want to talk quickly about your confidence intervals we don't need go through them, I know you just did with counsel.  But I guess my only question is:  If you were to re-lever your recommendation to a 45 percent equity thickness and look at the table you have, which I don't think we need to go to but it's on page 49 of your report, am I right that only yourself and Concentric fall within your confidence limits?

DR. PAMPUSH:  Yes, that is correct.

MR. MORRISON:  And just one final topic and it's Dr. Cleary's betas.  We can go to the report, if we need to, to refresh your memory, but I take it you're familiar with Dr. Cleary and how he got to his beta recommendations and inputs?

DR. PAMPUSH:  Yes.

MR. MORRISON:  And this is page 92 of Mr. Cleary's report, I don't think we need go there but I just want to ask your opinion on this.  He says the average of all four beta estimates provided for the sample is 0.60, well above the long-term average beta estimate of 0.35 -- and this is the part I am focused on -- and my usual beta estimate of 0.45.  I have looked at your CV, I recognize you have significant experience in data analytics, and what I wanted to ask was your view on Dr. Cleary using a "usual" beta estimate?

DR. PAMPUSH:  This might be an example of a sort of a prior thought that should be more supported by data.

MR. MORRISON:  Okay.  So, you disagree with it?

DR. PAMPUSH:  Yes, I do.

MR. MORRISON:  Okay, those are my questions.  Thank you.

DR. PAMPUSH:  Thank you.

MR. JANIGAN:  Thank you very much, Mr. Morrison.  Sorry for overlooking you to begin with.  Mr. Daube, would you continue?
Cross-Examination by Mr. Daube


MR. DAUBE:  Yes, good afternoon.  My name is Nicholson Daube, I am here for Three Fires Group and Minogi Corp.

Could we please pull up the Nexus report.  And can we go, please, to page 1 of the report which is page 10 of the PDF, I believe.  Great.  So, if we scroll down to the section OEB Issues List.  Some housekeeping up front.  Am I correct you state here that your report addresses 9 out of the 22 issues in this proceeding?

MR. SARDANA:  That is correct.

MR. DAUBE:  Now, if we go to the next page, please.  That's at -- thank you.  You identify the issues that your report did not address; is that right?

MR. ZARUMBA:  Yes, that's in Table 2.

MR. DAUBE:  And you state that for the issues you didn't address you didn't address them -- sorry, can we stick with the paragraph up above, scrolling back up.  Thank you.  For the issues you didn't address, you didn't address them because one of two things happened.  Either, A, you were instructed that the issue wasn't relevant to the EDA's membership; is that correct?

MR. ZARUMBA:  Yes.

MR. DAUBE:  And, just clarifying here, those instructions came either from EDA or counsel on behalf of the EDA; is that correct?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  And, in those cases where you received those instructions, you didn't consider the issue further for the purposes of your report; right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  The second reason that you state for not addressing one of the 22 issues is if you had no significant criticism to the LEI conclusion; is that right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  And, in either case, in the last sentence you note that silence on an issue shouldn't be taken as support for LEI's position; right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  Okay.  Let's talk, please:  If we turn the page, we see that one of the issues or two of the issues you didn't address were issues 20 and 21, which you identify as prescribed interest rates; right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  And the more expanded version of this, you'll agree this includes whether prescribed interest rates applicable to DVAs and CWIP accounts for electricity transmitters, distributors, and others should be calculated using the current approach and, if not, then how should they be calculated; is that a fair summary?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  For these two issues, were you instructed that these issues weren't relevant to the EDA's membership?

MR. ZARUMBA:  They were relevant to the EDA's membership, but there was also an issue of time constraint.  We only had approximately 30 days to complete the report, and there were other issues that were of greater importance, that we felt we needed -- we should devote our resources to.

MR. DAUBE:  I see, so you didn't address them for lack of time, then, because of --


MR. ZARUMBA:  It was --


MR. DAUBE:  -- priority order; is that right?

MR. ZARUMBA:  And issues that we felt were less -- we considered the proposal to be less controversial, although, since that time, we may have had a difference of opinion given the benefit of seeing the other reports, but...

MR. DAUBE:  Okay.  But, for the purposes of your report, I take it that a reason for your not addressing it falls more into bucket one, instructions or considerations --


MR. ZARUMBA:  Correct.

MR. DAUBE:  -- rather than no significant criticism to the relevant LEI conclusion; is that right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  Okay.  If we go back one page, the other issue my clients are very interested in is issue 13, which you identify as single versus multiple assets, and you don't address that in your report either; is that right?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  And the expanded version of this, you'll agree, this is the issue whether the OEB should take a different approach for setting the capital structure for electricity transmitters, depending on whether they are a single- or multiple-asset transmitter; is that correct?

MR. ZARUMBA:  That is my understanding.

MR. DAUBE:  Is the reason why you didn't include any meaningful exploration of this issue similar to the rationale you just explained in relation to Issues 20 and 21?

MR. ZARUMBA:  It's similar.  An important issue is that no member of the EDA, to my knowledge at least, is a single-asset electricity transmitter.  They are distributors.  They are not transmitters, and they do not have single assets.  So this really was not, did not fall into the category of issues the EDA would address.

MR. DAUBE:  Did you receive instructions to that effect?

MR. ZARUMBA:  That, we basically addressed issues that were of importance to -- we interpreted it to be important to the EDA, and there were recommendations made by myself and Dr. Pampush, which were then confirmed by the EDA or we were given alternative instructions in some cases.

MR. DAUBE:  So, just moving back to the two buckets again, what you're describing to me here, the reason why you didn't include any significant exploration of this issue is far more bucket one -- instructions, priority, amount of time available -- and not the absence of significant criticism of the LEI position; is that right?

MR. ZARUMBA:  Well, and the EDA is not a trans -- the EDA members are typically not transmitters.  The one exception would be Hydro One, but that actually -- you know, that operates a little at a different plane.

MR. DAUBE:  So when you say "and" in that response, are you agreeing with the proposition I put to you, that this is far more bucket one than bucket two and just adding a bit of explanation?

MR. ZARUMBA:  Whether it's bucket one or bucket two, EDA members are not transmitters, and this issue addresses transmitters.  It wouldn't be relevant.  For example, if we had an issue that addressed natural gas; it would be the same category that the EDA does not include natural gas distributors.

MR. DAUBE:  Okay.  Well, what I am really driving to here is I want to make sure that in no way was the decision not to address this issue in your report based on the absence of significant criticism of the relevant LEI conclusion; is that fair to say?

MR. ZARUMBA:  There is no significant criticism.  It may be better characterized that this issue is that did not have an opinion.

MR. DAUBE:  Thank you, okay.  In my client's compendium, please, if we could, please pull that up.

On page 3, Mr. Zarumba, we have your resume.  And subject to check -- if you have been watching the other cross-examinations, you know where I am going, just so you don't feel like I am picking on you with these questions.

Subject to check, you'll agree that your 15-page resume includes no reference to First Nations or Indigenous Peoples?

MR. ZARUMBA:  No, it would not.

MR. DAUBE:  And, similarly, it includes no matter where the implications of cost of capital policy for First Nations or Indigenous Peoples was a point of focus?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  Dr. Pampush, could we please turn up your compendium or, I am sorry, your resume, which is at page 19 of my compendium.  And same questions to you:  Would you agree that your seven-page resume includes no reference to First Nations or Indigenous Peoples?

DR. PAMPUSH:  That's correct.

MR. DAUBE:  And it includes no matter where the implication of cost of capital policy for First Nations or Indigenous Peoples was a point of focus; is that right?

DR. PAMPUSH:  That is right.

MR. DAUBE:  Okay.  Just a few and not too many questions about the report, itself, and we can pull it up if you need to, but I actually don't think we need to.

Would you agree that your report contains no references First Nations or Indigenous Peoples?

MR. ZARUMBA:  That is correct.

MR. DAUBE:  And there's no indirect reference or similar term that I missed?

MR. ZARUMBA:  That would be accurate.

MR. DAUBE:  Would you agree that your report doesn't directly examine the specific impact for Indigenous Peoples of the cost of capital questions at issue in this proceeding?

MR. ZARUMBA:  That is accurate.

MR. DAUBE:  And you would have included details of any such examination if you'd performed it for the purposes of this proceeding?

MR. ZARUMBA:  Yes.

MR. DAUBE:  Your report also does not investigate the question of whether Indigenous Peoples have distinct interests that might have influenced your recommendations?

MR. ZARUMBA:  That is accurate.

MR. DAUBE:  And, similarly, you would have included any such details if you had performed them?

MR. ZARUMBA:  Yes.

MR. DAUBE:  Okay.  Thank you, those are my questions.  Thank you.

MR. JANIGAN:  Thank you very much, Mr. Daube.

MR. RICHLER:  Mr. Chair, just a couple of quick housekeeping matters.

MR. JANIGAN:  Certainly.

MR. RICHLER:  We didn't mark that compendium.  And, also, I wonder, if there was mention of the Nexus errata sheet that was filed, would you like to give that an exhibit number, as well?

MR. JANIGAN:  Yes.

MR. RUBY:  I am indifferent, whatever is convenient.

MR. RICHLER:  I think maybe we should, just for the clarity of the record.  So let's call the errata sheet K4.4 and the TFG/Minogi compendium for Nexus K4.5.

MR. JANIGAN:  That's fine.
EXHIBIT K4.4:  ERRATA SHEET FOR NEXUS REPORT.
EXHIBIT K4.5:  TFG/MINOGI COMPENDIUM FOR PANEL 3


MR. RICHLER:  Thank you.

MR. JANIGAN:  I wonder if we should take our afternoon break now, to 3:45.
--- Recess taken at 3:27 p.m.
--- On resuming at 3:46 p.m.

MR. JANIGAN:  Before we begin again, I would like to bring everyone's attention to the fact that tomorrow's hearing will be virtual, and second of all, anyone who would plan to work in the building should know there will be a fire drill.  And unless they seek togetherness with going down 25 floors by foot and going over to the St. Monica's church basement for about an hour, I would suggest that you don't come into the building or work in the office.  So, that's where that sits.  

I also have a question -- received a question about timelines for submissions.  Yes, we will be considering extending the timelines based on the fact that we have -- we expected that the hearing would have been dealt with today or finished today, and it won't finish at least at the earliest now on October 10th.  So that will be taken into consideration with making a new provision for when submissions will have to be submitted at the end of the hearing.  So, but just as a heads up.  Okay, next let me get my schedule here.

MR. MONDROW:  I think it is me, sir, if that helps, and that will be it for the day so you can uncover the schedule at some point.

MR. JANIGAN:  Okay.  Well, everything on the screen vanishes whenever I come in.  That's my excuse, anyways.

MR. MONDROW:  There is a lot of material in this process, thank you, sir.
Cross-Examination by Mr. Mondrow


Good afternoon, gentlemen.  Mr. Zarumba, I think it is, something I just wanted to follow-up with you on, I was trying to keep up with your direct examination and then I think it was Mr. Morrison for the OEA asked you a couple of questions, and at one point you referenced some recommendations that you had made to your client and had been instructed not to address those in your report.  Could you just clarify that statement for me?  Were they recommendations on scope?  Were they recommendations on substance?  And/or did I hear that completely wrong?

MR. ZARUMBA:  You did hear that correctly and it involves scope.  And initially we went through the issues list and there were some issues that I believe that just were not relevant to the Electric Distributors Association, for example issues on transmission, and that we could basically just strike them from the list of issues that we were going to address.

MR. MONDROW:  And that was all you were referring to?

MR. ZARUMBA:  It was those types of issues, yes.

MR. MONDROW:  Well, when you say those types of issues, were  they simply issues on the list you ended up not addressing or was there something beyond that?

MR. ZARUMBA:  No, nothing beyond that.

MR. MONDROW:  Okay.  So, if we look at the issues you did address and you were very clear in your report with the issues and the issue numbers, and by comparison we can see the issues that you didn't address that covers the entirety of the reference that you gave in, I think it was in response to Mr. Morrison, if I am recalling correctly?

MR. ZARUMBA:  Yes.  I will be honest I am having a little bit of trouble hearing you.

MR. MONDROW:  Oh, I am sorry.  I will try and speak up.  Is that better?

MR. ZARUMBA:  Yes, a little closer to the mic.  I think you are great now.

MR. MONDROW:  Okay.  Your evidence, I think, includes the proposition that the -- can you hear me now?  I am sorry.

MR. ZARUMBA:  I can hear you.  Could you hear me?

MR. MONDROW:  I can.  So far so good.  Your evidence is to the effect, I think, in some respect that there is historical failure of many, perhaps most of Ontario's electricity distributors to meet their authorized earnings, indicates to you that this Board's cost of capital policies failed to meet the fair return standard; have I got that right?

MR. ZARUMBA:  Yes.  And I think that it can be characterized in two ways.  One, is the cost of capital that is authorized by the Board reasonable and meet the fair return standard?  Two, do the regulatory mechanisms that are in place allow the distributors to earn the authorized costs of capital?  We are here discussing the former.  The latter, as I stated earlier, I suggested it probably needs to be investigated again, it's been a long time since IRM4.

MR. MONDROW:  So, let's just address the former, but I gather you have not investigated the drivers or the reasons those utilities failed to realize their authorized earnings?

MR. ZARUMBA:  I was comparing authorized to authorized.

MR. MONDROW:  The answer is, yes, you didn't investigate the reasons?

MR. ZARUMBA:  The subject matter of the report that Dr. Pampush and I have authored is looking at authorized returns.  As I stated, the other mechanisms are, you know, the subject of another proceeding that we suggest that the OEB investigate given the energy transition.  Are we in agreement, I am trying not to talk past you?

MR. MONDROW:  I don't know.  I thought it was an easy question.  Let me read it verbatim.  Have you investigated why these utilities have been unable to meet their authorized earnings?  I think it's a yes/no question.

MR. ZARUMBA:  No, we did not look at why they did not earn it.

MR. MONDROW:  Thank you.  Of course this happens when I start to talk to you, I apologize.

The rates for those distributors, of course, were set based on approved cost and revenue forecasts and they were set mathematically to achieve their ROE.  You understand that that's the mechanism that's used here; right?

MR. ZARUMBA:  Yes.

MR. MONDROW:  Okay.  So, how would increasing the ROE have impacted the ability of those distributors to meet their authorized earnings?

MR. ZARUMBA:  Now, I think that we are on different paths again.  As I stated, there are two issues that I, in my opinion, are associated with the fair return standard.  One, is the authorized ROE appropriate to meet that standard?  And the second issue are the regulatory mechanisms.  This proceeding is associated with the former, the authorized ROE.  Not the mechanisms, not the IRM, not the custom IR, et cetera.  I have stated that I have urged the OEB to look at those topics, but that is not the topic of our report.

MR. MONDROW:  Right.  The topic of your report is the authorized ROE?

MR. ZARUMBA:  Correct.

MR. MONDROW:  Okay.  And so, it's not the level of the authorized ROE that was the driver of a failure to meet the fair return standard?

MR. ZARUMBA:  What we have stated was we referenced a graphic that LEI published that showed for several years the majority of the distributors did not earn their authorized return, which seems unusual.

MR. MONDROW:  And you said that was evidence that the cost of capital set by the Board did not meet the fair return standard?

MR. ZARUMBA:  Well, we said it was not meeting the fair return standard.  The cost of capital that the Board has authorized we feel is also deficient, but for other reasons.

MR. MONDROW:  All right.  Thank you.  Now, your analysis is also premised, as is Concentric's, on the assertion of a single North American wide capital market, and you focus in particular on the economic principle of opportunity cost.  And am I correct that the principle of opportunity cost applies conceptually to the investor, that is it's the investor's opportunity cost of parking its equity in one venture versus another; that's what you're talking about?

DR. PAMPUSH:  The investor versus?  I just want to make sure I understand.

MR. MONDROW:  The investee, the recipient of the equity.

DR. PAMPUSH:  Yes, it's the investor who will move around.

MR. MONDROW:  Right, and --


DR. PAMPUSH:  The funds around.

MR. MONDROW:  Okay.  And in the Ontario context for most of our regulated electricity utilities that would be the opportunity cost to the applicable municipal government, or in the case of OPG, or to some extent Hydro One the provincial government.  Those are the investors; right?

DR. PAMPUSH:  No, in this generic proceeding the investors would be the marginal investor.  You don't really look at it by the ownership structure -- it really provides capital and the opportunity cost would be determined by that marginal investor shopping around with these risk comparable firms.

MR. MONDROW:  So, who provides the capital to the municipally owned utilities?

DR. PAMPUSH:  Now, that's actually a several layered question, because on the one hand you say, well, it just comes right out of this account right here, but it just kind of goes up and up.  And, ultimately, what I have said in our report is that, from a capital perspective, the big ocean is the North American capital market, and then it can move down into different layers and that sort of thing to the local bank and the local municipality.

MR. MONDROW:  So the local municipality that provides the equity to the local distributor goes out to the North American capital market to raise that equity; is that what you are explaining to me?

DR. PAMPUSH:  Well, it's not so much that they go out themselves and go over to New York to grab some money as it is that the price that is set for that capital is determined in those markets.

MR. MONDROW:  The price that's set for the capital provided by the municipal government to the municipal utility is actually set by this Board; right?

And this Board sets it in your recommendation and that of others in reference to the capital market.

MR. ZARUMBA:  Okay.  The Board sets the deemed return.

MR. MONDROW:  Okay.

MR. ZARUMBA:  And the utility would then seek their funds from their owner in some manner.

MR. MONDROW:  Okay.  And the owner would, what, set a separate price for that, or would they just accept the Board's return?

DR. PAMPUSH:  Well, all of the models that we use are price-taker models, but what happens is that you do have a marginal.  In theory, you have got a marginal investor out there that's shopping around and determining what the price --


MR. MONDROW:  Yes, no, I understand how the models work.  I guess I am asking you to exercise this common sense that we are supposed to be careful about.  But common sense indicates, in Ontario, for the electricity distributors, the money comes from the government, the municipal government; right?

I mean that's just a fact.  I don't know how you can object to -- how you can disagree with that.  I appreciate that is not the premise of the marginal investor, but that's what actually happens here.

MR. ZARUMBA:  What then you are saying is that the municipal government has a different price than the rest of the world.

MR. MONDROW:  Well, I am going to ask you about 
that --


MR. ZARUMBA:  Which is --


MR. MONDROW:  -- but first I am just asking you to confirm that --


MR. ZARUMBA:  -- [audio dropout] --


MR. MONDROW:  -- that's where the money comes from.  Can you just confirm that?  And then we will talk about the implications of that.

DR. PAMPUSH:  I think the answer is no.

MR. MONDROW:  And I'd like to ask you the question, and then you can extemporize.

DR. PAMPUSH:  The answer is no.

MR. MONDROW:  The money does not come from the municipal government?

DR. PAMPUSH:  That, it, they might be the last person in line prior to providing the utility with the money, but that doesn't mean that they invented or printed the money or -- they obtained it from somewhere.

MR. MONDROW:  Yes.  No, they didn't print the money; they obtained it from their taxpayers.  But, listen, this is self-evident.  I don't have to arm-wrestle with you on this.  That's fine.

But would you agree that when governments -- do you know what governments as investors might consider when they make investments?  Do you have any experience or familiarity with those kinds of considerations?

For example, a municipal government might look at something other than a marginal-investor opportunity cost; they might look at providing public service to their taxpayers.  Right?

That might be a consideration when they are deciding where to invest or allocate their municipally available funds.

MR. ZARUMBA:  But the issue is that municipal government is tied to the larger financial system.  To your point, if the distributor is not provided a return equal to the deemed capital structure, they maybe go to the municipal government for that money, where essentially the municipal government would be getting a substandard return.  Essentially, it starts to fall under the category of a subsidy, which is inefficient.  It's inefficient on several levels.  It is unfair to the municipal government and the customers and the citizens that are served.

For example, if the utility does not -- if the fair return standard is not met in setting the ROE, the utility will operate in such a way that is inefficient.  The utility meets the efficiency criteria when they are reflecting these market conditions, the allocation of resources of the larger economy.

MR. MONDROW:  Done for now?

MR. ZARUMBA:  I am finished.

MR. MONDROW:  I thought you might have something else.

MR. ZARUMBA:  I am finished.

MR. MONDROW:  Thank you.  Let me try this one.  I think this one you'll -- I think you agreed with it already.  There is a risk/reward balance, so an investor will look for a higher reward from a higher-risk investment and a lower -- be satisfied perhaps with a lower reward from a lower-risk investment; is that something that you would agree with?

DR. PAMPUSH:  Yes.

MR. MONDROW:  Thanks.  So investment in a lower-risk jurisdiction at a lower return than average for the market as a whole does not necessarily indicate a violation of the fair return standard; right?

DR. PAMPUSH:  What exactly do you mean by a lower-risk environment?  Because you can have -- that the way -- typically, the way capital gets priced is not on the basis of total risk; it's on systemic risk and not idiosyncratic risk.  So you have to separate the total risk out into those two pieces before you can really determine whether it's getting priced out properly or not.

And it's also, what you do with the muni is it has to be evaluated as though it were a stand-alone engine and not layered under the city ownership, itself.  And then we look at the systematic risk associated with that type of asset.

MR. MONDROW:  Do you think that all the regulatory jurisdictions in North America have the same risk?

DR. PAMPUSH:  I doubt it, but I don't know.  I have never evaluated it.  But that would be precisely the type of idiosyncratic risk that can get diversified away and therefore not priced into the cost of equity.

MR. MONDROW:  So, when you say it gets diversified away, what do you mean?

DR. PAMPUSH:  What I mean is that there are certain risks that are unique to the asset, but, since they are not systemic to all of the assets in that class, you can maybe buy a holding in this one and one in that one, where they offset one another and essentially don't count.

MR. MONDROW:  Across the portfolio, so the lower return --


DR. PAMPUSH:  Across the portfolio.

MR. MONDROW:  -- so the lower return -- sorry.

DR. PAMPUSH:  Yes, sorry.

MR. MONDROW:  Across the port -- so the lower return from investment A is offset by the higher return from investment B, and, if you have enough diversification, you come back to the mean?

DR. PAMPUSH:  No, not really like that.

MR. MONDROW:  Okay.

MR. PARKES:  What it is is that, when you have -- let's say you invest in multiple assets that have different idiosyncratic risk.  Ultimately you put those in a portfolio, and your portfolio is big enough and diversified enough.  Then, all of those risks basically disappear in the pricing model or just the way it's compensated, and the only thing that gets compensated is the variability of that portfolio's returns with the market as a whole.

MR. MONDROW:  So that's an investor perspective, I think, and I appreciate that.  That's helpful.  And this Board of course is going to set the cost of capital parameters perhaps generically but for Ontario utilities, which is one specific regulatory jurisdiction.  And I think you agreed with me a minute ago, Dr. Pampush, that different regulatory jurisdictions probably have different risks?

DR. PAMPUSH:  Yes, I did.

MR. MONDROW:  So shouldn't this Board consider the Ontario-specific regulatory risk and the Ontario-specific municipal utility and non-municipal regulated utility business risks in determining what is a fair return for investment in this jurisdiction?

MR. ZARUMBA:  You bring up --


DR. PAMPUSH:  May I just go back to that prior question?

MR. MONDROW:  Sure.

DR. PAMPUSH:  It was:  Do these -- do some of these regions have different risk?  And the answer that I said was yes.

But I was talking about total risk, and so -- but that's not what counts in how the investors price out the cost of equity.  And so that's why -- and the Board, the 2009 Board report was pretty clear about this, that what we had to do and what the instructions were to me -- and I thought these are good instructions, not just -- you know.  And what they were was to say it does not matter the particular ownership of the asset; we are looking for the riskiness of this machine, of this asset, regardless of whether a municipality happens to own it or some private-equity people happen to own it; the costs will be associated with a certain portion of the riskiness of that asset.

MR. ZARUMBA:  I would like to add --


MR. MONDROW:  Just, just -- I am going to let you add, no problem, but just so maybe we can have a more topical discussion, I am off the municipal ownership piece, so you don't have to keep referencing that.

MR. ZARUMBA:  Well, then, could I --


MR. MONDROW:  That's not what I am referring to.

MR. ZARUMBA:  -- finish my comment?

MR. MONDROW:  Of course, yes.

MR. ZARUMBA:  I wanted to say that I would like to add that I think that one of the strengths of the Ontario model is that they treat the municipal utilities like an IOU.  In my opinion that has introduced efficiencies.  In my opinion it has avoided what I observed in the United States is certain abuses.  

For example, I recently had to study a municipal utility, find out that their financial statements were completely opaque, but when we dug through the utility was essentially -- the community was essentially extracting a dividend of 10 percent of revenues. Now, if you were to equate that to an ROE, you know, my God, it would be something north of 40.  That's something that would never happen in Ontario, it's one of the things I consider as one of the strengths of the Ontario system.  But that has to do with an unregulated utility.  

Getting back to your original question about regulation, I think that Ontario is -- it's hard to compare them to the 56 regulators in the United States exactly.  There are some they are closer to, some they are not, but I think that the risk is similar.

MR. MONDROW:  So, Dr. Pampush thinks that the risks in various regulatory jurisdictions differ from each other and you think that they are similar?

MR. ZARUMBA:  I said that overall.  He said that in different jurisdictions they could differ, and I would agree with Dr. Pampush on that statement.

MR. MONDROW:  Okay, okay.  But so what does "overall" mean, then?

MR. ZARUMBA:  In terms of we could look at it that there is a North American market and that utilities in general can be  compared to each other.

MR. MONDROW:  Well, of course you can compare them to each other; but are they the same or are they different?

MR. ZARUMBA:  Well, they are always going to be somewhat different, but I think in general they are fairly similar.

MR. MONDROW:  Okay.  Well, we went around that circle so I am not going to go round it again, thank you.  You identify -- I do apologize for my throat.  You identify five comparative jurisdictions in your analysis, Alberta, British Columbia, California, New York and Massachusetts, far fewer than Concentric uses, I think.  Is yours a superior approach to theirs or an inferior approach or is it just different?

MR. ZARUMBA:  Just different.  And actually my list was actually fairly similar to the LEI list in terms of the US jurisdictions.  The only one I added was Massachusetts, which I actually think is very, very similar to Ontario in terms of policy.

MR. MONDROW:  So, it's just a matter of judgment but there is no right or wrong?

MR. ZARUMBA:  No, it's a -- honourable individuals can disagree.

MR. MONDROW:  Fair.  Hydro One is not a municipally owned utility, and you are here sponsored by the EDA, so I gather you did not look at Hydro One in your analysis?

MR. ZARUMBA:  And how should I have, because I did not really look at any of the distributors individually.

MR. MONDROW:  Okay.

MR. ZARUMBA:  So...

MR. MONDROW:  Okay, okay.  Are you aware of what Hydro One -- so your recommendations don't apply to Hydro One, or they do?

MR. ZARUMBA:  I didn't say that.  Our recommendations apply, yes, to the industry in general.

MR. MONDROW:  Right.

MR. ZARUMBA:  We are focused on distributors.

MR. MONDROW:  Okay.  But the industry in general that would include Hydro One, which is a distributor and transmitter?

MR. ZARUMBA:  Yes.

MR. MONDROW:  And it would include OPG, which is a generator?

MR. ZARUMBA:  We do not address generation issues.

MR. ZARUMBA:  Okay.  So, your recommendations don't apply to --


MR. ZARUMBA:  I have no opinion regarding OPG.

MR. MONDROW:  Okay.  And what about Enbridge Gas?

MR. ZARUMBA:  No opinion regarding Enbridge Gas.

MR. MONDROW:  Okay.  So, Hydro One, but not the other two biggies, okay.  Are you aware of what Hydro One's current credit ratings are?

MR. ZARUMBA:  I did see them, I couldn't quote them off the top of my head.

MR. MONDROW:  Okay.  So, subject to check, would you accept that S&P rates Hydro One as A stable, DBRS Morningstar rates Hydro One as A high, and Moody's rates Hydro One as A3?

MR. ZARUMBA:  I would accept that, subject to check.

MR. MONDROW:  And are those strong credit ratings in your opinion?

MR. ZARUMBA:  Yes.

MR. MONDROW:  And do you know what Hydro Ones stock has been trading at, by any chance?

MR. ZARUMBA:  I don't have that information available to me right now.

MR. MONDROW:  Okay.  Would you accept, subject to check, that their price to book ratio is 2.04 as of the end of 2023?  Any reason to doubt that?

MR. ZARUMBA:  I would accept that, subject to check.

MR. MONDROW:  And that's about 1.45 times the Canadian utility average at that time; do you have any reason to doubt that?

MR. ZARUMBA:  I don't have that information, I can't agree or disagree.

MR. MONDROW:  Okay.  Would you agree, and maybe this is still you, Mr. Zarumba, I am not sure, that in general and I think you might have said this, that the risk of investing in an economically regulated, a price regulated, or rate regulated utility is less than the average risk of investing in the stock market?

DR. PAMPUSH:  Well, that's what we found, yes.

MR. MONDROW:  Okay.  And that should mean, I assume, apropos our earlier discussion that investigators and regulated utilities should expect a lower return than the overall market return?

DR. PAMPUSH:  The expected market return, correct.

MR. MONDROW:  Expected market, forward looking market?

DR. PAMPUSH:  Forward looking, yes.

MR. MONDROW:  Okay, thank you.  And so, I am just going to talk about the CAPM -- I'm going to try to talk to you about the CAPM model, and when I say try it's my frailty, not yours, to be clear.  I am being self-deprecating.

In the CAPM methodology the starting point is a derivation of expected market returns, that's something that we just spoke of and you were clear to make sure I understood when you talk about that, you talk about future expected market returns.  And, in fact, unlike the other experts you don't rely on the historical market return data at all, rather you compute a forward-looking expected market; fair?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  Okay.  And I should get an exhibit number because I am going to take you to my compendium which I hope you got yesterday, and I think we are at Exhibit K4.6, if I'm not mistaken.

MR. RICHLER:  That's right, K4.6 is your compendium.

MR. MONDROW:  Thank you.  And if we could go to, it's page PDF 13 of the compendium which is the compendium has page numbers in the top right corner, so it's page 12 of the compendium but PDF page 13.  And Dr. Pampush, this is an excerpt from your report which you will recognize, and there is a Table 7 there.  And this Table 7 summarizes the forward-looking expected market return computation that you did for this process; right?

DR. PAMPUSH:  Yes, sir.  That's what it represents, yes.

MR. MONDROW:  And the 12.89 that we see on Row 8 of the table is the expected market return that you computed; is that correct?

DR. PAMPUSH:  Yes, and it can be thought of as both an expected return and as a required return in an equilibrium market.

MR. MONDROW:  And Dr. Cleary and Concentric have both questioned the reliability of such high, relative to history, forecast returns.  And both place greater confidence in growth rates observed over a very long historical period, but you don't see it that way.  Concentric actually considered forward-looking market growth estimates and rejected them as questionable and I had a discussion with Mr. Coyne about that, but you don't moderate your view in any way by the consideration of history?

DR. PAMPUSH:  I think my view is moderate to begin with.  But I don't inform it by looking at the history because we know that investors are looking forward.  Now, in fact, and I learned this much later.  The US FERC, this is what they want to see, they want to see what is the forward-looking market risk premium.  I think the more up-to-date views on market risk premium is that they fluctuate, they can change, they aren't permanent or they aren't like pi or something where it's one particular number.  And when we are in areas of more risk aversion you are going to get tend to get a more higher market risk premium on the forward-looking models.  

So, like FERC, I looked at the forward-looking model, just the forward-looking computations, and I did not inform it or temper it or average it down or anything by looking at historical, by averaging in, somehow, historical averages.  And by the way I used the exact method that FERC pretty much requires.

MR. MONDROW:  And what does FERC require that method for?

DR. PAMPUSH:  For setting the market risk premium [audio dropout] if they wanted a single-stage DCF.

MR. MONDROW:  Okay.  Your resulting 12.89 percent, forward-looking market return is considerably higher than expectations for GDP growth; am I correct?

DR. PAMPUSH:  I --


MR. MONDROW:  Considerably higher than expectations for GDP growth in both the US and Canada?

DR. PAMPUSH:  Yes.

MR. MONDROW:  But you are confident that that's an accurate forward-looking expectation for utility investors?

DR. PAMPUSH:  Yes, and, in fact -- and this goes to the FERC opinion, as well.  They explained it wasn't so much the return.  I mean the return is greater than GDP.  That doesn't even -- I don't even know exactly what that means.  Right?  Do you see what I am saying?

MR. MONDROW:  Well, it means that the growth of a utility investor in their investment is going to be two or three times general GDP growth; that's a pretty high expectation.

DR. PAMPUSH:  Well, you were looking and asking me about line 8, and that is bigger than GDP.  And I agree, yes.  But then that's why I am going, hmm, but I think what you're seeking about is line 6, and that's the growth rate, and that is greater than GDP.

MR. MONDROW:  Okay, but line 8 is the expected market --


DR. PAMPUSH:  The expected market --


MR. MONDROW:  -- return.

DR. PAMPUSH:  -- return, that is correct.  Um-hmm.

MR. MONDROW:  And so, in your view, utility investors, investors in utilities, in Ontario should expect a market return that's double or triple GDP growth expectations?

DR. PAMPUSH:  Okay.  I will take that as whatever -- well, I don't really know what GDP growth is right off the top of my head.

MR. MONDROW:  Well, it's like a third or less than half of that.  I don't have --


DR. PAMPUSH:  Okay.  [Audio dropout]


MR. MONDROW:  -- the number in front of me.  It's peppered in the evidence.  We will pull it out --


DR. PAMPUSH:  Okay.

MR. MONDROW:  -- in due course.  But you will accept that this expected growth is considerably, orders of magnitude, higher than expected GDP growth?

DR. PAMPUSH:  Okay, you keep skipping around from that return line in line 8 to the growth line in line 6.

MR. MONDROW:  I am sorry.  I am just misstating the terms.  I am talking about line 8, the expected --


DR. PAMPUSH:  Oh, you are.

MR. MONDROW:  -- the expected return.

DR. PAMPUSH:  The expected return, yes.

MR. MONDROW:  -- of investors in Ontario utilities you think is appropriately considerably higher than the growth rate of the economy as a whole, and that's appropriate in your view?

DR. PAMPUSH:  Yes.

MR. MONDROW:  That's fine.  I am just orienting that, but --


DR. PAMPUSH:  Mm-hmm.

MR. MONDROW:  -- that's fine.  Can I take you to page 15 of my compendium, which is PDF page 16.  And this is an excerpt from Dr. Cleary's report, in which he sets out from various sources market returns, both historical and forecasts, and he quotes in respect of forecast returns from firms like -- you see Number 5 at the bottom of page numbered 81 of the report, so it's page 15 of the compendium -- Horizon Actuarial Services and, top of the next page, Franklin Templeton Investments, and then BlackRock is in row Number 7.  You're familiar with those firms?

DR. PAMPUSH:  Some of them, yes.

MR. MONDROW:  They are very reputable firms, you would agree, I hope?

DR. PAMPUSH:  I don't know what their reputations are.  I have heard of them.  They are gigantic, yes.

MR. MONDROW:  BlackRock manages and advise on more than $10 trillion in investments.  Would that surprise you?

DR. PAMPUSH:  That does not surprise me, no.

MR. MONDROW:  And that's pretty big?

DR. PAMPUSH:  That's big.

MR. MONDROW:  By any standard, that's pretty big.  And Dr. Cleary has provided their expected market-return figures and ranges, which are all considerably lower than yours.  In every case, they are below your expected market-return figure of 12.8 percent.  In fact, in every case -- these are for the market as a whole -- they are below your recommended ROE of 11.08 percent.  Does that cause you any pause?

DR. PAMPUSH:  No, and, in fact, I was given more -- I knew I was on the right track, but I was given more confidence by reading the FERC opinion 569, which said -- they basically said someone came in with expected growth rates or forecasted growth rates like this, from PIMCO.  They are not as big as BlackRock.  They are a $2 trillion under management.

MR. MONDROW:  Still big.

DR. PAMPUSH:  And also from Duff & Phelps, now part of Kroll, and then I think it was American Insurance Institute or something, and that's now part of Kroll.  So someone said:  Look, here are these reputable people that have these forecasts of market-risk premium.  And the FERC said:  I want to see your numbers.

And that's what I wanted to show because we don't know -- none of those people are in this room.  We don't know how they did it, why they did it, what they did, what purpose they serve.  But I have got all of my numbers so that you can see, based on forward-looking market evidence, what those expected returns seem to be within, you know, limits of what our knowledge is and what that would imply for the market-risk premium.

MR. MONDROW:  Okay.  So, having landed on an expected market return, the next step in the CAPM methodology as I understand it entails subtracting a risk-free rate from the expected market return to derive a risk premium for the market as a whole, called the "market-risk premium."

That's probably what I was misstating before.  I apologize for that.

And you have discussed this already I think in direct.  You use US government bonds as the risk-free rate of 4.06 percent, and that's a forecast of US government bond rates, as I understand it.

DR. PAMPUSH:  Yes, sir, it is.  It's a forecast.  That's true.

MR. MONDROW:  And would you agree that forecasts always entail some uncertainty?

DR. PAMPUSH:  Yes, they do.

MR. MONDROW:  Okay.  And uncertainty is synonymous, in the context that we are discussing, with risk, so there is some risk to those forecasts?

DR. PAMPUSH:  No.  I mean, in what way is it?  I don't understand.

MR. MONDROW:  Well, government bonds are considered risk free.  When you buy a bond, you know what the yield is going to be because it's on its face, I think.  But, when you are forecasting what you are going to buy a bond for and what the yield on that future purchase is going to be, there is some uncertainty, and I would imagine there is some element of risk there.

DR. PAMPUSH:  Let's take a step back.  When we talk about the risk-free rate, we are really talking about default risk.  And that is one of many different types of risks.  These 30-year bonds also have interest-rate risk, so, you know, like if the interest rate goes up and you are holding a 4 percent bond and, you know, the price goes down on the bond that you are holding, so there interest rate -- there is different types of risk.

The type that we are talking about is default risk, and that doesn't change with, really, materially with, '20-'25 forecast or not.  And I say in our paper, in our report, I describe, hey, you know, it's always a good thing to use actuals when you can and everything, and I am fine with that.  At the time that we were assembling this and even now, even to this day, the actual and this forecast of 4.06 are substantially the same.  Just by the nature of today's capital market, it's not a big deal.

And I initially said, you know, these things are pretty darned close.  The Board has gone with the forecasted before, so I don't want to -- it's fine.  I'll do this instead of doing the actual.  That's just fine.  And then, later, I think I learned -- I might be wrong.  I think I learned why the Board went with that.  And we are going back to the '09 period again.  And I remembered LEI's picture, graph, of the federal funds, US federal funds rate and how it had bottomed out at about zero right around that time, and I went, okay, my hypothesis is that you use a forecast when actuals are not market oriented.  There's so much fed intervention in the market that you say I don't think I am getting a clear picture of true costs, you know the true now-versus-later trade-off which the risk-free rate should be measuring.  So now I think I see better why the Board would countenance and utilize forecasts.

But my original theory was:  Just take this one off the Board; it's fine; the existing rates are right around the same as the forecasted rate, done.

MR. MONDROW:  So it doesn't matter because the --


DR. PAMPUSH:  In this --


MR. MONDROW:  -- rates are --


DR. PAMPUSH:  -- particular capital market it doesn't, and that's the thing, is that in other capital markets it's a big deal.

MR. MONDROW:  When you say in this particular capital market, you mean the capital market that obtains today as opposed to jurisdictional?

DR. PAMPUSH:  Yes, I am just saying --


MR. MONDROW:  Today's market?

DR. PAMPUSH:  -- today's yield on 30-year bonds is -- you know, I didn't look it up -- but in the last few days it's been right around that 4 percent mark.

MR. MONDROW:  Would you agree, as a matter of principle, that the only way to really get a risk-free rate is to take the rate on an instrument that you can buy today, that's a true risk-free rate?

DR. PAMPUSH:  It depends.  Let's go back to 2009 again when the Fed had massive intervention in the market and was holding rates at zero, that was not reflective of the now versus later trade off that people generally make.  And in that context, I am thinking that it would be legitimate that investors, long-term investors especially would be looking past some of these temporary aberrations in the market.  So, if you get -- it's essentially almost like a mis-pricing, if you can identify a mis-pricing and grab it then great.  But I don't necessarily, I get where you're coming from.

MR. MONDROW:  Good.

DR. PAMPUSH:  And but I, what I don't want to do is close the door to the commission to utilize forecasts if there are anomalies in the capital market that really say we cannot use these actuals today.

MR. MONDROW:  Okay.  But there are no such anomalies at the present?

DR. PAMPUSH:  Yes, right.  And like I said, the one that I selected just so happens to have been in the last couple of weeks so been crossed over any number of times.  So in answer to your question, could you buy it?  The answer would be yes, no, no, yes, you know?

MR. MONDROW:  Okay.  Which means that your forecast was sometimes an accurate reflection of today's actual risk-free rate and at other times it was a little bit off, but on the whole it was a good proxy?

DR. PAMPUSH:  Yes, it remains a decent -- just like anybody that has selected today's risk-free rate when they put their study together in May or June or whenever, and all of a sudden here we are sitting on October 1st and you could say well can you buy it at that rate?  No, not anymore.

MR. MONDROW:  But your benchmark for whether your proxy was reasonably risk free was good enough to use was actual bond prices?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  Okay.  And you had some discussion in direct, again, about betas and you adjust your betas.  And you explain the Blume adjustment that you -- well, you explain that you applied the Blume adjustment.  And that Blume adjustment, as I understand it, assumes that the expected return on utility stocks gravitates to the overall market return mean of 1 over time; is that correct?

DR. PAMPUSH:  Yes, that's definitely the official interpretation that Professor Blume had in his paper, he was looking at it and he was saying why is the CAP model not working?  And he was thinking, I think what is happening is that a forward looking beta is cinched in a little bit closer to 1 than these historical betas are providing for.  And so, that's the one interpretation.  

And then in one of my interrogatory responses, I had a picture taken out of the MBA-level textbook on the performance of the CAP model, and I had mentioned it when Mr. Ruby had asked me a question or two about it.  And it was on the fact that the CAP model systematically, or systemically, whatever, errs in its computations or its forecasts of market returns.

MR. MONDROW:  So, I think including your direct testimonies today there are three rationales that you offer for adjusting your betas.  If I understood your direct testimony today, you said that by moving utility stocks which are less risky, you agree, than the market as a whole towards 1, you compensate for the observed, empirically observed bias of historical underperforming stocks to perform higher than expected; right?

DR. PAMPUSH:  That's fair, yes.

MR. MONDROW:  Okay.  So that's reason one.  Reason two is this theoretical reason of all stocks, including utility stocks in your view, move towards the market mean; right?

DR. PAMPUSH:  Correct.

MR. MONDROW:  And for reason number 3, I just want to go to page PDF 25 of our compendium.  Which prior to your direct was actually the second reason justifying this adjustment.  And at the bottom there you see the -- excuse me one minute.  Sorry about that.  You say the second reason for the adjustment is forward looking specific to Ontario utilities, given the  expected challenges due to electrification, the adjustment is prudent.  And so, does that mean that the expected challenges due to electrification are increasing risk, and so this adjustment kind of gets ahead of that; is that what you mean?

DR. PAMPUSH:  Well, I gave reasons where I would have done the Blume adjustment regardless.  And those were the two that you listed off.  

But in order to maybe assist the Board's thinking on this, I did note that it did appear, and I think we will all remember Mr. Coyne's analysis where he did show this actual increase in these betas over time that he, if I am being fair to him, I believe, I will just say it that it's me, not him, attributed to some of this new electrification risks and so forth.

MR. MONDROW:  Right, right.  But, so you're taking a forecast of betas, which is supposed to be an accurate view today, and then you are adjusting them upwards again?

DR. PAMPUSH:  I am not taking a forecast, though.  I was taking historical betas.

MR. MONDROW:  Sorry my mistake, right.  You are taking historical betas which, over time, which capture this upward trend, I assume, that Mr. Coyne talked about?

MR. ZARUMBA:  Okay.  If I may interject.  The Blume adjustment and electrification are two unrelated activities; is that correct, Dr. Pampush?  That the -- that they are too unrelated because I think you are conflating two issues here.

MR. MONDROW:  Well, maybe Dr. Pampush is.  I am sure I am too, but I think you are addressing your question to him so why don't you continue?

MR. ZARUMBA:  The Blume adjustment is a technical adjustment to the betas that Dr. Pampush will address.  The electrification risk is something having to do with change in the structure of the industry and, for example, I think this has happened in my career which is now approaching 40 years, this is the third time I have observed it the first time was the regulatory issues associated with the introduction of nuclear plants in the 1980s, the second time would be in the late 1990s with the introduction of wholesale and retail competition in quite several jurisdictions, including Ontario.  And now it is electrification.  Now, I am finished.

MR. MONDROW:  All right.  So, now I have lost my question.  But why don't we do this, I am sure that will be useful to me. Why don't we go to page PDF 29 of my compendium and this is another excerpt from your report.  And this is an excerpt that talks not coincidently about the Blume adjustment and if we look at the bottom of the page we see reference to the venerable Mr. Marshall Blume, or maybe Dr. Marshall Blume, and then right at the end of this page, right at the end of line 18, so that's the Blume adjustment, Mr. Zarumba, and you say that's distinct from the energy transition issue.  

But, so you pick up on the second issue, the energy transition issue, in your following passage, you say in your report:
"For electric service providers there is also a fundamental forward-looking reason to anticipate that electric industry betas will move toward 1 over time."

Scroll to the top of the next page, please.

"A fundamental forward-looking reason to anticipate that electric industry betas will move to 1 over time, and that is the additional regulatory and business risk that will be created as the electric service industry implements net zero and other regulatory-imposed measures envisioned to reduce the amount of carbon dioxide in the atmosphere." 

And so, Mr. Zarumba, that's what you're referring to when you say that's a separate consideration for the Blume adjustment?

MR. ZARUMBA:  If you notice on the line 2, at the end of that line, it's "additional," so it's two.  There are two issues here.  There is the Blume adjustment, and then there is the change in the industry.

MR. MONDROW:  So are you adjusting your betas and consequently your CAPM-derived ROE expressly to take into account of the energy transition?  Because I thought you said you didn't do that.

DR. PAMPUSH:  We did not do that, and the reason that you had earlier and also my discussion with the Brealey Myers textbook that we had on just prior to this page that we are looking at, those were the fundamental reasons that I did the Blume adjustment.

MR. MONDROW:  So I am going to come back to this passage in a sec, but I don't want to loose that, what you just mentioned, the Brealey Myers and Allen, I think it is, textbook.

DR. PAMPUSH:  Yes, right.

MR. MONDROW:  And that, you said in one of your interrogatory responses, analyzed the relationship between beta and average market returns.

Did it analyze that relationship for utility securities?

DR. PAMPUSH:  No.  But, in an investor's mind, if two firms have the same beta -- this is just the simplistic CAP model.  This is how the CAP model works.  If two investors have the same -- excuse me.  If the marginal investor views these assets as having the same betas, regardless of their industry, regardless of the regulations, for whatever reason they have the same betas, they get priced the same.

MR. MONDROW:  Beta is supposed to be a measure of the relative risk of a particular stock or group of stocks as against the market as a whole; right?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  Okay.  And so the type of stock matters when you consider a beta; doesn't it?

DR. PAMPUSH:  Not necessarily.  I have got -- you know, we could look at, like -- you know, some of our betas for these electric utilities were .55, .6, and so forth.  Merck has a beta of, like, .55.  P&G has a beta of, like, .55 or .6.  Walmart has a .5, or.6.  So it's not necessarily in the industry regulation or anything else that determines the beta.  By the way --


MR. MONDROW:  No, sorry, it's the risk level that -- it's the market's perception of the relative risk that determines the beta.

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  But there are different kinds of companies that could have a beta of .5, and there are different kinds of companies that could all have a beta of 1.5, I think is the point you're making there.  It's not just utilities.  There is a spectrum of risks, and there are companies of like risk.  Some of them are the same type of business.  Some of them are different types of business.  But the market values the risk in the same manner for that particular grouping.  That's where the beta comes from.  That's what your explaining to?

DR. PAMPUSH:  I think I agree with what you just said.

MR. MONDROW:  I said it inelegantly.  I am trying to parrot what you said more elegantly, but I am glad --


DR. PAMPUSH:  Thank you.

MR. MONDROW:  -- you think we are in agreement.  Thank you.

DR. PAMPUSH:  I think so.

MR. MONDROW:  Okay, so we talked about the Brealey Myers, and I want to go back then to this excerpt from the compendium.

So, Mr. Zarumba, if this is an additional reason for an upward adjustment to beta, it seems to me that what you're anticipating here is that the returns on utility stock -- these are regulated utilities -- are going to go up because of the energy transition; i.e. regulators like this Board are going to be persuaded by experts like you to set the ROE higher because of the energy-transition risk.  That's what this passage assumes; right?

MR. ZARUMBA:  I don't think I agree with your statement.

MR. MONDROW:  Okay.

MR. ZARUMBA:  We made no adjustment to the beta based upon the energy transition.

MR. MONDROW:  Okay.

MR. ZARUMBA:  We have identified the energy transition as an area of risk, especially if regulatory mechanisms are not adjusted in the future as the industry changes, which seems reasonable.

We have suggested that, because of this additional level of risk, when the Board makes their decision, we would recommend that they avoid the lower end of what would be a reasonable range for the ROE.

MR. MONDROW:  Yes, but this statement connotes that it's not just this Board's decision, that all boards are going to make that decision.  And that's an additional, to use your term, forward-looking reason to anticipate that electric-industry betas will move toward 1 over time, because regulators are going to increase ROEs.  That's how the beta is effectively determined for a regulated utility's stock; the regulator sets the ROE, and the return on that stock in turn dictates the beta that is observed over time.

MR. SARDANA:  I am going to suggest, just so that we not worry about what is going to happen in the future, that --


MR. MONDROW:  Really?

MR. SARDANA:  -- we are focused on what's going on --


MR. MONDROW:  Your whole evidence is about the future.

MR. ZARUMBA:  Will you allow me to please finish my statement?

MR. MONDROW:  I will.  I apologize.

MR. ZARUMBA:  Apology is accepted.

MR. MONDROW:  Thank you.

MR. ZARUMBA:  We are making a decision based on evidence that is in front of the Board at this time.  What happens to betas next time we reconvene to debate this issue, in three years, four years, five years, what will be will be.  However, the information that we have right now in front of us is the information we should be making the decision on.

The Blume adjustment is something that's independent of the energy transition.  We cannot conflate those two issues.  However, I have stated that the energy transition is an important issue and something that the Board should consider, both in potentially changing regulatory policy in the near future, hopefully in the next -- in the future, next two to three -- next one to three years.  And it would influence their decision when making the decision on the ROE, where the ROE will land within a certain range of confidence.

MR. MONDROW:  So, just to be sure I am understanding your evidence, that forward-looking reason, which is the term you used in your evidence, should influence this Board when it decides where within the tolerance range it eventually determines to set the ROE?

MR. ZARUMBA:  Yes, within a range.

MR. MONDROW:  Thank you.  So do you think, Mr. Zarumba, that -- and maybe you don't want to look forward in this way à propos your evidence a minute ago, but do you think that traditionally lower-risk utility stocks will in fact because of the energy transition approach maybe even surpass the market mean?

MR. SARDANA:  I am not sure I understand the question.  "Lower-risk utility stocks" is rather ambiguous.

MR. MONDROW:  Do you think that regulated utility stocks are lower risk than the market as a whole?

Mr. Pampush -- I apologize, Dr. Pampush agreed with that proposition; you don't?

MR. SARDANA:  Well, utility stocks tend to be less of a beta of less than 1, which would mean that they are a lower risk than the market as whole.

MR. MONDROW:  That's what I would have thought.

MR. ZARUMBA:  That's true.

MR. MONDROW:  Yes.

MR. ZARUMBA:  Okay.

MR. MONDROW:  Okay.

MR. ZARUMBA:  If that's what you're asking, yes.

MR. MONDROW:  Yes, and do you think that they will in fact move to 1 over time and achieve 1 over time?

MR. ZARUMBA:  I think they will move towards 1.  The tendency will be to move towards 1 over time.

MR. MONDROW:  Okay.  You -- that's okay.  I'm going to leave that.

LEI, Concentric, a number of rating agencies acknowledge that Ontario has a very utility-supportive regulatory [audio dropout]  Do you gentlemen agree with that assessment?

MR. SARDANA:  I believe that the OEB is a solid regulator and, yes, a good regulator.

MR. MONDROW:  Did you want to answer it, too, Dr. Pampush?

At the risk of continuing to beat this dead horse of betas, I have one more document or one more excerpt I want to look at.  In my compendium, at PDF page 28, this is also an excerpt from your report.  It's Figure 9.  And, Dr. Pampush, I apologize again.  I said forward-looking forecast betas before, and obviously you looked at the historical betas, and that's what's illustrated on this chart from four different sources.  I think you mapped across a number of -- I think there are probably 42 give or take, 43 companies listed here.

DR. PAMPUSH:  Yes.  I think so, yes.

MR. MONDROW:  And so, what this chart shows is that for each company you have -- well, not all of your sources which are listed below the graph might have provided betas for all of the companies, but generally for each company you have two or three betas from your source data.  And wherever you have had a beta for one of these companies you have graphed it here, and the rows and the lines connecting those squares are meant to illustrate variability in the historical observed betas for these proxy companies; right?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  Okay.  And so, I see the variability, in addition to that I see, I seem to see that most of the betas, and these are all proxies for the Ontario utilities I think you're considering in your report, they seem to cluster around kind of .4 to .6?

DR. PAMPUSH:  I think I agree with that.

MR. MONDROW:  Okay.  And your recommended beta is -- remind me?

DR. PAMPUSH: .69.

MR. MONDROW: .69.  And that's before or after the Blume adjustment?

DR. PAMPUSH:  It's after Blume, and also after the Hamada adjustment for leverage.  Although that's pretty small, the Blume adjustment.

MR. MONDROW:  Okay, great.  The risk premium approach, am I correct that that approach is not based on market data?

DR. PAMPUSH:  It's market data, I heard that earlier this afternoon, I don't want to quibble.  But so I think I agree with --


MR. MONDROW:  That's okay, that's what we are here for.

DR. PAMPUSH:  Oh, yes, right.  It's not a market price per se, so I think I agree with you.

MR. MONDROW:  Okay.  It relies on data regulatory determinations in various jurisdictions?

DR. PAMPUSH:  Yes, yes.

MR. MONDROW:  So, that's not the market in the sense that we have been talking about?

DR. PAMPUSH:  Yes.  But now it's part of the market, you know, it's something that people when they are buying and selling things have to consider.  So...

MR. MONDROW:  Right.

DR. PAMPUSH:  So, you know, that's why I am sort of equivocating.

MR. MONDROW:  Fair.  And I think you agreed -- well, I know you agreed because we talked about it twice, that different regulatory jurisdictions have different degrees of risk and Mr. Zarumba and I debated a bit at means overall versus individual, but to assess -- if you wanted to assess the risk of a particular jurisdiction you'd have to, you'd have to consider particular mechanisms, regulatory mechanisms, in that jurisdiction for addressing risk and mitigating risk for the utilities regulated in that jurisdiction; right?  If that's what you wanted to assess the risk of that jurisdiction, the risk of the utilities that are regulated in that jurisdiction, you'd have to consider the regulatory mechanisms that either mitigate or exacerbate their business risks?

DR. PAMPUSH:  Yes, that goes back to the conversation that we had earlier which is, if you wanted to assess the total risk of the utility, then that's exactly how I would go about it, too, is by looking, you know, at each one of these potential regulatory devices, do they add, do they subtract from the risk and all that.  

And then, if we were to think, now what makes it into the beta and it's only systemic risk, not total risk, we would have to make a second determination and, honestly, I don't even know how you would do that.  I have been trying to think about how one would go about doing this.  But you'd have to separate the systemic risk from the idiosyncratic risk, because the idiosyncratic risk associated with regulation gets diversified away and a well diversified portfolio and only the systemic risk gets priced in.

MR. MONDROW:  So, let me make sure I understand that.  So, the betas in that Figure 9 that we were looking at are company-specific betas, historical betas reported from one or more of the four data sources that you list, and those betas were based on stock, on returns on the stock; right?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  And those returns on the stock were in turn driven by a regulatory determination on ROE; right?

DR. PAMPUSH:  Yes.

MR. MONDROW:  So, when you say kind of part of the market, that's actually pretty true; isn't it?

DR. PAMPUSH:  Well, but, what we do -- it's not like we are just taking those returns and, you know, pulling them all in.  That's the whole point of the beta which is the co-variation, it's a ratio, it's the co-variation of that return with the market divided by the variants, or the variation I guess you could call it, of the market as a whole, it's deflated by the market's total.  So, by making that calculation, the only thing that gets saved, if you will, you're starting off with those, all those returns that you're talking about and how, and how regulators influence those returns and so forth, but the only part that makes it into the beta is the part that co-varies with the market as a whole.

MR. MONDROW:  And you said that's because of diversification?

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  But these are betas for individual stocks, so how is it that diversification, investment diversification, removes or strips out from the beta for a particular company the risk driven by the regulatory mechanisms including the authorized return on equity?

DR. PAMPUSH:  So, each one of these stocks in principle is part of a larger portfolio and then you can either compute the beta for that portfolio or you can go down to each of the components of it and compute the betas there.

MR. MONDROW:  Right.  So, the betas you presented in Figure 9 are the latter,  they are the betas for individual companies?

DR. PAMPUSH:  Yes.

MR. MONDROW:  And so those beta will, in fact, very much subsume utility-specific returns and regulatory -- governing regulatory mechanisms; right?  For the individual companies.

DR. PAMPUSH:  Okay.  So, the returns themselves, I am with you on that one.

MR. MONDROW:  Okay.

DR. PAMPUSH:  The returns themselves will subsume or have incorporated into them somehow the effect of whatever the regulatory --


MR. MONDROW:  The authorized ROE?

DR. PAMPUSH:  Yes.

MR. MONDROW:  Yes.

DR. PAMPUSH:  So, those are the returns.

MR. MONDROW:  So, let me ask you what you mean because you're the expert here.  When you say "returns", you're not looking at a line in a regulator's report that says your authorized ROE, let's pretend we are in the US, 13 percent, you are looking at what the stock actually returns to an investor?

DR. PAMPUSH:  That is correct.

MR. MONDROW:  So that, what the stock returns to an investor would be influenced by a number of factors, including the authorized return, the ability to earn that authorized return, and the ability to earn or the actual earning of that authorized return, in turn would be influenced by some of the regulatory mechanisms, the way rates are set, the governing legislation, government policy, customer-based composition, geographic diversity, or homogeneity, local climate, competing fuels, all of those types of things?

DR. PAMPUSH:  Yes, that would all affect those returns, that is correct.

MR. MONDROW:  Okay.  And --


DR. PAMPUSH:  May I add something?

MR. MONDROW:  Of course.

DR. PAMPUSH:  So, but then you forgot about the next step in the formula which is then to look at how those -- see, one thing is determining the returns, I finally added it all up and now I have got my stock return.

MR. MONDROW:  Yes.

DR. PAMPUSH:  But now you have to see how did those returns in time co-vary with the markets, the ups and downs of the market, and that's the method -- that's sort of the genius of the CAP model, that's the method that was used to filter from, you know, from return data we are filtering out just the part of risk, we are converting -- in a sense we are converting returns to risk.  

How do we do that?  Well, we are looking at how those returns vary with the market as a whole, and if there's subdued variation for the lack of a better word, then that co-variance ratio will turn out to be less than 1.  And if those returns vary a lot more than the market varies then you wind up with that beta greater than 1.  But the point is is that there is sort of a multi-step process here.  Step number one, determining those returns is that influenced by the, you know, Board actions and things like, that?  Yup, sure is.  

Step number two, let's filter out the part that's idiosyncratic because a well diversified portfolio gets no return from idiosyncratic risk.  That also is part of the genius, the thought process, of the CAP model.  So, we get step number one, now we got to filter out the part that you're not going to get a return for, and that's -- a lot of that is this one-off, this Board does this and over here another Board does that and because it can be diversified in a way.

MR. MONDROW:  In a portfolio?

DR. PAMPUSH:  In a portfolio.

MR. MONDROW:  But obviously not from a particular stock or particular investment.

DR. PAMPUSH:  Say again, please?

MR. MONDROW:  Obviously not from a particular investment?  You can't diversify away --


DR. PAMPUSH:  [Audio dropout] --


MR. MONDROW:  -- the risk of one investment --


DR. PAMPUSH:  -- [audio dropout] --


MR. MONDROW:  -- by buying one investment.  You can only diversify it away by buying a range of investments, a portfolio.

DR. PAMPUSH:  Each one of these, although they are individual assets with their individual betas, are presumed to be part of a larger portfolio --


MR. MONDROW:  Right.

DR. PAMPUSH:  -- and that's just the nature of how the model works.

MR. MONDROW:  Right, okay.  I don't want to be accused of glossing over evidence, so I listed have a hodgepodge of regulatory mechanisms.  Would you like me to ask if you agree whether they influence the return on a particular stock or not?

Does that matter to you?

DR. PAMPUSH:  Um...

MR. MONDROW:  Well, why don't I do it just for the sake of completeness.  So, again, these are -- my proposition is these things influence the extent to which a particular utility stock can earn its return.  So, obviously, we have -- or what it returns to an investor.  And, obviously, the Commission-directed, authorized ROE is the starting point, but I listed some others, and you can just agree or disagree that they would be relevant, looking at just one particular stock.  And I take your point about the methodology and the diversification.  I just don't want to be unfair about my laundry list of regulatory considerations.

So I said the way rates are made is one thing that will determine whether a utility can earn its authorized ROE.

DR. PAMPUSH:  Some of these things I really don't have an opinion on because they weren't required.

MR. MONDROW:  That's fine.

DR. PAMPUSH:  So, like, if it's -- what was -- may I ask you to repeat that one again?

MR. MONDROW:  The way rates are made --


DR. PAMPUSH:  The way rates are made.

MR. MONDROW:  -- the mechanism for rate making.

DR. PAMPUSH:  Would that cause or reduce risk?  I guess I would have to say I do not know.

MR. MONDROW:  Okay.

DR. PAMPUSH:  Even total risk, I am not even talking about co-variance risk, I am just talking about...

MR. MONDROW:  Okay.  Specific governing legislation, for example if the utility is obligated to do something, provide a certain service to a certain class of customers, legislated rate controls, legislated rate subsidies, those would all affect what a utility can actually earn.

DR. PAMPUSH:  I think I would agree with what you just said, that they would affect what the utility could earn.

MR. MONDROW:  Okay.  Composition of the utility customer base would be a relevant factor to the consistency and predictability of its earnings?

A diversified customer base would probably serve the utility better than a heavy industrial concentration or an exclusively residential concentration?

DR. PAMPUSH:  It's funny you should say that because having a diversified base can reduce your total risk, but that's a good example of where it may not address systemic risk.  And may I give an example?

MR. MONDROW:  Sure.

DR. PAMPUSH:  In the about a number of years ago, it became very popular for companies to become conglomerates because they thought what we are going to do is smooth out all of our returns and earnings and so forth, and they acquired all kinds of unrelated companies.  They essentially built portfolios themselves, and that turned out to be a very expensive way to build portfolios because individual investors can buy stocks and build their own portfolios, and they don't need to have -- so, in other words, conglomerates got absolutely no synergistic help from diversification because the individual investor could actually do a better job cheaper than what they could do.

So that's -- the analogy there is, if you're saying, well, if I have a diversified customer base, then, you know, the fluctuation in my earnings are going to be less and things like that.  And that's true or could be true or whatever, but it doesn't necessarily redress, affect, your systemic risk because for the same reason that those conglomerates could be created over here in the portfolio, so too can -- okay, I have got a utility with a very narrow base, and I have got another one like this, and I will just put the -- and, like I said, the utility itself might want to diversify because they are going, oh, boy, all we do is go up and down.

But the investor is less interested in that.

MR. MONDROW:  Sir, it's 5 o'clock.  I have one more, well, two more regulatory mechanisms to check, which I think are quick answers, and then I have two questions, and, in about seven minutes, I can finish.  Or I can resume tomorrow.  I am in your hands.  But, if you want to be rid of me, I can finish now.  I shouldn't have put it that way.

MR. JANIGAN:  I won't agree to the latter, but --


MR. MONDROW:  Thank you.

MR. JANIGAN:  -- yes, I think you can continue for the next seven minutes.

MR. MONDROW:  Okay.  I will do my best to finish off succinctly.

So, Dr. Pampush, I promised I would go through my laundry list.  I just don't want to be remiss.  So I had two more -- well, three more.  One was geographic diversity, so different climate zones would influence within, like, Ontario would influence kind of ups and downs of earnings; would you agree with that?  Utility earnings.

DR. PAMPUSH:  I would agree that it could affect the ups and downs of earning.  I also agree that it might affect your total risk, yes.

MR. MONDROW:  Okay, and the local climate in general, so an extreme climate jurisdiction would be less predictable than a moderate climate jurisdiction like -- we are not near any oceans here; we don't have --


DR. PAMPUSH:  I mean --


MR. MONDROW:  -- floods or hurricanes.

DR. PAMPUSH:  -- that, I really don't know.  I mean it sounds realistic to me, but, you know, it's just not --


MR. MONDROW:  Okay.

DR. PAMPUSH:  -- my area of expertise.

MR. MONDROW:  That's fine.  And my last one was competing or complementary energy sources.  So, here, electricity and natural gas compete, but, in some jurisdictions, it's kind of more of a homogenous fuel source --


DR. PAMPUSH:  Mm-hmm.

MR. MONDROW:  -- and that would be less risky for that utility provider than if they were competing against another fuel source, I would image.  Would you agree with that?

DR. PAMPUSH:  Yes, I would agree that competition typically, typically -- but, you know, I mean my example of talking through Merck, you know, a medical company with a beta of like .5, .6, something like that, or Costco, 8, you know, so does competition cause you to have really high betas?  You don't know.  I don't -- I couldn't predict just by you handing me an industry list, which one is going to have -- ExxonMobil, less than 1.  You know, I couldn't predict does -- you know.

MR. ZARUMBA:  And if I may add:  You made a comment about climate risk.  Ontario does have climate risk, as do quite a few other utilities, and, in some case, the climate -- places that you would think have extreme climate risk, it has been addressed either from a regulatory or legislative standpoint or both.

For example, California has assembly bill 10-54, which was enacted specifically to address wildfires, so it's a --


MR. MONDROW:  And --


MR. ZARUMBA:  You know, this is always a "yes but" answer.

MR. MONDROW:  Yes, and those, considering those regulatory mechanisms to address those risks is a very important consideration because they can largely or significantly mitigate what would otherwise be an earnings risk.

MR. ZARUMBA:  Right, and there are some regulatory mechanisms that could actually trigger regulatory risk --


MR. MONDROW:  Yes --


MR. ZARUMBA:  -- so --


MR. MONDROW:  -- rate caps.

MR. ZARUMBA:  Some forms of decoupling have been proven to increase risk.

MR. MONDROW:  Okay, fair enough.  The equity-risk premium, my second-last question, the equity-risk premium approach is also, I would suggest to you, somewhat circular in that increases by one regulator to match increases by one or more other regulators raises the entire bar for the next round; right?

That's why it's -- well, is that true?

DR. PAMPUSH:  I think that was an interrogatory, and I can't remember everything that I said in response to that, but I didn't see that, that circularity argument, as being something that would happen.  I think in the interrogatory, and tell me -- I don't mean -- if this is different than what you're asking me, please, you know, let me know.

But, in the interrogatory, it said something like:  If everybody got what was pinned above the average or something like that, would that cause this, you know, circular going up?  And --

MR. MONDROW:  But take -- I am sorry.

DR. PAMPUSH:  Is that different?

MR. MONDROW:  Well, the equity-risk premium method is based on comparing to the returns granted to other utilities.

DR. PAMPUSH:  Yes, sir.

MR. MONDROW:  And so, if a regulator increases the return of another utility, by definition the benchmark goes up.  It only goes up; right?

Unless the regulator decreases the ROE of another utility.

DR. PAMPUSH:  Well, that's not entirely true because the way that some of those risk-premium methods work is they are adjusted for whatever interest rates are.

So let's say that the reason that the rate went up was because interest rates are higher.  That's the whole that regression thing you know and everything that relates to the authorized return to, um...

MR. MONDROW:  Fair enough.  I was referring to the base ROE.  It's simple.

DR. PAMPUSH:  Oh, the base ROE?

MR. MONDROW:  If this Board raises the base ROE for Ontario utilities --


DR. PAMPUSH:  Yes?

MR. MONDROW:  -- to your recommended 11-point --


DR. PAMPUSH:  Yes, and 4 percent, um-hmm?

MR. MONDROW:  The next time the AUC in Alberta or the commission in BC or the Newfoundland PUB hear from Mr. Coyne, he is going to put that 11-point-something percent in his comparators as opposed to the current 8-something percent, and that's going to make the utility in that other jurisdiction look more out of whack as a result of that change.

MR. ZARUMBA:  But if Ontario sets it equal to the fair return standard is there anything wrong with that?

MR. MONDROW:  Maybe not, but it's a good question.

MR. ZARUMBA:  I mean -- you know, and that's what this is all about.

MR. MONDROW:  Right.

MR. ZARUMBA:  Aiming for the fair return standard.

MR. MONDROW:  And if you're defining fair return standard under the equity risk premium approach by comparing to other regulatory awards, I'd suggest to you have this problem, and you don't use one method, in fact, that's why you don't use only the equity risk premium method because that's a weakness of that method; right?

DR. PAMPUSH:  That's a good answer.

MR. MONDROW:  My answer?  That it's a weakness of the method?  So you used different methods --


DR. PAMPUSH:  No.  That is one reason that you use multiple methods.  Now, I don't think you need to use multiple methods in order to break this cyclone that's going on here but it would if there had been one going on.  But I just don't think that there is a circularity.  Because let's say that the Board were to say, you know what, 11.08 sounds pretty good to us, but that was at this 40 percent equity thickness, when I readjusted -- you know, when Concentric went from their 45 and dropped it down to 40, theirs was well over 11, and on presentation day when I looked at the 11.08 that I had in my spreadsheet and everything, and it was based on the 40 percent, and I said, you know, but at 45 percent it was 10.44.  So, right in hailing distance of what Mr. Coyne was coming up with, you know, and we -- independent and everything.  So, it depends on that aspect as well.  

But -- so, does it go into the risk premium bucket and raise the risk, you know, the data for everybody?  And the way I did it is I made sure that I corrected everything for leverage before I ran that analysis, so that everything in my data set -- some people were getting, you know, most of those US utilities are getting 50/50.  Okay, fine.  So, let's adjust everybody to the same thing so that we are not getting any, gosh, they got 11.08.  How did they do that?  Well, guess what, they don't have much equity compared to you, you know, that sort of thing.  That part was taken out of the equation.

MR. MONDROW:  Yes, the equity thickness differences.  But you normalize for ROE and they are different everywhere?

DR. PAMPUSH:  Yes, yes, sir.  It was normalized, yes.

MR. MONDROW:  Okay, sir, thank you for the indulgence.  Thank you very much, gentlemen.  I appreciate your answers.

MR. JANIGAN:  Thank you very much, Mr. Mondrow.  And we will see everybody online tomorrow at 9:30. 
--- Whereupon the hearing adjourned at 5:10 p.m.
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