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Thursday, October 10, 2024
--- On commencing at 9:31 a.m.
ASSOCIATION OF MAJOR POWER CONSUMERS OF ONTARIO/ INDUSTRIAL GAS USERS ASSOCIATION - PANEL 4, resumed
Sean Cleary; Previously Affirmed

MR. JANIGAN:  Commissioner Sardana is participating online and will be active in both listening and questioning.  

First, a couple of matters:  You have been made aware, I believe, of the submission dates.  We are looking to get written submissions on November 7th and reply submissions by November 28th.  With respect to the undertakings, we would appreciate if those undertakings could be completed and submitted possibly by the end of next week, as a target, at least a final target.  If there's any difficulty with that, please let us know, and we will follow that up.

So are there any other matters this morning?

MR. MONDROW:  Good morning, sir.  I think you have addressed the one matter I had been asked to speak to, which was just undertaking J5.3, which was Dr. Cleary's undertaking to update data, which I think he initially indicated could probably be filed before today.  That has not been filed but will be filed Tuesday at the latest, but, in light of your comments, I hope that's okay.  Thank you.

MR. JANIGAN:  Okay.  No, that will be fine.  Thank you very much, Mr. Mondrow.

Okay, we will resume questioning from Mr. Daube, of Dr. Cleary.  And I believe all of you have the schedule that we will use to proceed, and we will take it from there.
Cross-Examination by Mr. Daube (cont'd.)


MR. DAUBE:  Good morning.  Thank you.

Dr. Cleary, could we please go to Tab 3 of my supplementary compendium and the first page, yes, thank you.  So, if we scroll down a little bit, you recognize this report and you wrote this report; is that right?

MR. CLEARY:  I was the lead author, correct.

MR. DAUBE:  Okay.  Could we go to the next page, please, and let's start with the foreword.  Could you please briefly, for the commissioners, explain who Andy Chisholm is?

DR. CLEARY:  Sure.  Andy Chisholm was a member of the expert panel on sustainable finance that was convened, formerly Goldman Sachs very senior position, currently board director at RBC, and he was on our board of directors at the Institute for Sustainable Finance, someone who is very engaged in the world of sustainable finance.

MR. DAUBE:  So he wrote in the first paragraph of his foreword and the first paragraph of the report:
"We are reaching an inflection point on sustainable finance.  Not only is sustainable finance essential to ensure markets allocate capital in a manner consistent with global climate objectives, it is fast becoming a competitive issue for businesses and for countries.  Trillions of dollars of investment capital will be required in aligning industry with viable pathways to net zero by 2050."  

Do you agree with that statement?

DR. CLEARY:  Yes.

MR. DAUBE:  And this massive investment includes massive investment in the energy sector; right?

MR. CLEARY:  In particular, that would be one of the sectors that requires large investments.

MR. DAUBE:  Is this characterization fair?  Is it fair to say that this paper adds to the conversation of how such investments need to occur for those investments to be successful in meeting the climate and competitive issues that Mr. Chisholm identifies?

DR. CLEARY:  That would be part of the objective of it.  The paper, the study itself I should say, was reflecting upon the 15 recommendations in the original Canadian expert panel final report of 2019, so kind of a two-year update, if you will, assessing how well we had progressed in terms of moving on the recommendations.  And, also, we included a survey of 34 very senior, high-profile, very knowledgeable people in the world of sustainable finance and sought their opinions on the progress but also on opportunities for future direction and risks and so on and so forth.

MR. DAUBE:  Okay, and I was going to take you -- so short answer to that was:  Yes, but we were also doing other things?

DR. CLEARY:  Yes.

MR. DAUBE:  Okay.  So I was going to take you next to page 6, which should be 230, I believe, on the PDF numbering.  And my question was going to be:  Could you please explain anything else you think is relevant for the panel in terms of understanding what this report was about?  Is there anything you'd like to add to that previous answer?

MR. CLEARY:  No.  I think one of the things, looking at the highlighted part there, that the recommendations seemed to be in line with our interview process with the experts and the things they felt were important, so we feel that they hit a lot of the most important parts.  And, assessing how well we were going, if you read the report which is very lengthy, not so great, slow on some fronts, very slow on other fronts and reasonable on others.  So it provides some indication of how Canada is doing in terms of this transition to a net-zero economy.

MR. DAUBE:  Okay.  I am going to focus unsurprisingly on the reports of this or the aspects of this report that address reconciliation and Indigenous issues.  If we go to page 8, please, so 232, you wrote:
"We combined the results of our landscape review with the feedback from our interview process to identify key themes and potentially high-impact areas critical to Canada's future progress with respect to making an effective transition to a sustainable and prosperous economy."  

I take it that's consistent with the descriptions that you've offered today?

DR. CLEARY:  Yes.

MR. DAUBE:  And, on the next page, you've identified as one of your seven key themes in the highlighted text there that sustainable finance must include more than climate; is that right?

MR. CLEARY:  That's correct.

MR. DAUBE:  And you imply that reckoning with the urgency of truth and reconciliation with Indigenous Peoples is one essential aspect?

DR. CLEARY:  Yes, that's correct.

MR. DAUBE:  If we go to page 35, please, so -- a little quick math -- I believe 259, so you expand on that theme here; correct?

MR. CLEARY:  That's correct, yes.

MR. DAUBE:  And you note, among other things, that private sector business and the financial sector are also looking to increase partnerships and equity opportunities in projects with Indigenous Peoples.  Sorry, I am just looking for the private sector partnerships.  Yes, sorry.  At the very end of the second highlighted paragraph is the sentence that I am citing.  Do you see that?

MR. CLEARY:  I do.

MR. DAUBE:  Does that remain true?

MR. CLEARY:  Yes.  I would say that that was based on the interview process itself but also on many conversations I had with people in the sector on various occasions relative to that.  But that particular quote is directly related to the interview process.

MR. DAUBE:  Okay.  And you also wrote -- I am looking for you to expand on this final sentence.  You wrote:
"There is a great deal of work still required."  

What did you mean by that, please?

DR. CLEARY:  Again, it's again kind of more of a summary of the interviews, but if you -- well, if you went through all the notes or the interview processes I did, that was a common theme, that there was a lot of work to be done.  There were initial conversations taking place and certainly a lot of attention to it, but there was still a long way to go in terms of taking care of that process.

MR. DAUBE:  Okay.  Can we go to page 44, please, so, I believe, page 268.  You wrote in the first highlighted paragraph, second sentence, you wrote that interviewees identified several important components to Indigenous [audio dropout], one of which was -- and here is the quote:
"The inclusion of Indigenous communities and perspectives on large infrastructure and natural resources projects within Indigenous territories will be essential for obtaining a social licence to operate."  

First clarifying question:  Does this mean traditional territories?

DR. CLEARY:  It was more of a -- I would think it would mean certainly traditional territories but not necessarily restricted to that.

MR. DAUBE:  And, again, this applies to projects in the energy sector as well as elsewhere?

DR. CLEARY:  Definitely.

MR. DAUBE:  And do you share this view?

DR. CLEARY:  Yes, I do.

MR. DAUBE:  Okay.  Can we go to tab 1,  please.  And if we scroll down a little bit, please, we see in the bottom right there, the logo for The Institute For Sustainable Finance; is that right?

DR. CLEARY:  That's correct.

MR. DAUBE:  Can you explain why that logo appears or what the institute's involvement with this report was.

DR. CLEARY:  Yes, certainly.  And, again, this would have taken place would have started our collaboration with the group that was led by Barb Zvan, also a member of that Canadian expert panel and also a member of our board at The Institute For Sustainable Finance.  So, we assisted them in a lot of their research in terms of the recommendations that they came to at least in terms of a roadmap.  

Sarah Alvarado, again, I mentioned her the last time we spoke, and I wanted to apologize to everyone when we last spoke.  I had the camera and I noticed sometimes the phone was pointing at the ceiling and what -- I was juggling on my laptop.  

But, anyways, I mentioned Sarah last time and she would have taken lead this on this along with a research associate we had at the time who was doing his thesis on taxonomies, global taxonomy, so he provided a lot of the background information for them in terms of the landscape assessment, and Sarah was also engaged in that process.  Me not so much, partly because, you know, we are kind of a small operation.  It was division of labour and I was more into focusing on disclosures and other types of issues at the time and, also partly because it ran over the time when I was on sabbatical. So, it has been Sarah and -- sorry I forget the young fellow's name who was very good who assisted in this process.

MR. DAUBE:  I take it, then, that you're familiar with the report?

DR. CLEARY:  Familiar at a high level, but I would not have been involved in preparing it.  I would have been much more familiar with it a couple of years ago when I was currently the chair of The Institute for Sustainable Finance, but I still have a fairly good idea of what the main recommendations are.

MR. DAUBE:  Okay.  Can we go to page 1, please.  So, yes, this page, please, the executive summary.  And the highlighted portion, I am just looking to confirm, for everyone's benefit what the purpose of this report was.  Is it a fair description that the Sustainable Finance Action Council was mandated to provide advice and recommendations to Canada's Deputy Prime Minister and Minister of Finance and the Minister of the Environment and Climate Change on defining green and transition investment?

DR. CLEARY:  Yes, that's correct.  And I would add that that sustainable -- or SFAC, Sustainable Finance Action Council, was one of the recommendations from that expert panel report, and developing a Canadian taxonomy was another one of their recommendations.  So, this indicates some movement on it, what you see after that 2021 report we just discussed from the IESO.

MR. DAUBE:  I don't need to take you through all the members, but you will agree that the council was composed of an extremely high calibre set of individuals?

DR. CLEARY:  Yes, SFAC itself was composed of that and this was the taxonomy group which was led by Barb and very high profile and knowledgeable individuals.

MR. DAUBE:  Okay.  Can we go to page 2, please.  You'll agree in the highlighted bulleted section that one of the intended uses of the recommended taxonomy is to promote the integrity of Canada's net-zero transition by mobilizing capital in alignment with Canada's transition pathways and climate objectives?

DR. CLEARY:  Yes, I agree with that.

MR. DAUBE:  And in terms of a scale of that capital, that's the trillions of dollars that Mr. Chisholm was talking about in the foreword we looked at previously; right?

DR. CLEARY:  Yes, this is a way to help mobilize it towards investments that investors can recognize are going to the right, for the right purposes, and to help avoid green washing, if you will, at a very high level.

MR. DAUBE:  So massive amounts of capital.  Am I fair to characterize this as the council's attempt to define the key guiding principles for how that capital should be directed and allocated?

DR. CLEARY:  Yes, it would contribute to that by providing clarity as to -- for investors.  And when I say "investors" I also mean lenders, too.  I should say capital providers.  That they know that, you know, if it satisfies this taxonomy -- they have confidence I should say, not they know, you never know.  But they have confidence that it's going for the right purposes towards a transition.  And that avoids them being criticized for green washing or also their capital being allocated to purposes that are supposed to be worthy and are not.  So, it does kind of put -- I wouldn't say necessarily a final stamp of approval on it, because other countries have their own taxonomies, but it actually gives some understanding that it's meeting certain criteria.

MR. DAUBE:  And I take it you'd agree you didn't mention allocated in a way that increases or maximizes the likelihood of  a successful energy transition; correct?

DR. CLEARY:  That's correct.

MR. DAUBE:  Or climate transition more broadly.

DR. CLEARY:  That's the overriding objective of the, of the whole process, but the taxonomy is one of the contributing factors to it.

MR. DAUBE:  Okay.  Could we please go to page 26, which should be page 30, I believe, on the PDF.  We see here that they have identified a "do no significant harm" principle; is that right?

DR. CLEARY:  That's correct.

MR. DAUBE:  And they elaborate on this on page 45, so I don't want to spend too much time here. So let's just go to page 45, which is 49 of the PDF.  Now, we see this elaborated on this page and the following page.  So we see here:
"The final step to evaluating the taxonomy eligibility involves assessing each project against a set of do no significant harm criteria illustrated in Table 4.  These are binary criteria if project violates any one of these criteria it would be ineligible under the taxonomy." 

And then further down the page:
"These do no significant harm criteria are informed by the approach taken in the EU, but are adapted to meet the unique needs for Canada.  A criterion to ensure projects meet minimum standards for respecting Indigenous rights and reconciliation was added to reflect the importance of this issue within the Canadian context." 

So you see that; right?

DR. CLEARY:  Mm-hmm.

MR. DAUBE:  And on page, the next page, please, page 46, we see further specificity with respect to Indigenous rights.  We see the objective, "no significant harm to Indigenous rights", and the criteria activity demonstrates adherence to the UN Declaration on the Rights of Indigenous Peoples.  And then the next one, no significant harm to workers or just transition.  We see in the rationale:
"Some taxonomy activities may result in unintended negative impacts to labour market transitions, including... Indigenous equity participation." 

My question is a general one; do you agree that integrating requirements like this into the overarching goals of the taxonomy is consistent with principles of economic reconciliation?

DR. CLEARY:  Yes, I do.

MR. DAUBE:  And do you agree that increasingly requirements relating to Indigenous rights and reconciliation more broadly is forming an important part of the overall consideration of how to maximize the effectiveness of sustainable capital?

DR. CLEARY:  Yes, I do.

MR. DAUBE:  Can we go to page -- you know what, I would like to go to the next report, but before I do, Mr. Richler, can we mark this as an exhibit, the supplementary compendium, please?

MR. RICHLER:  Yes, the supplementary compendium will be Exhibit K6.1.
EXHIBIT K6.1:  TFG SUPPLEMENTARY COMPENDIUM FOR PANEL 4


MR. DAUBE:  Okay, so just for the sake of time, I'd like to go to tab 2, please, which is the report from the Electrification and Energy Transition Panel from December 2023. Are you familiar with this panel and their report?

DR. CLEARY:  At a high level.

MR. DAUBE:  Okay.  Can we go to page 7, which is 89 of the PDF?  You're aware that the panel was established -- we see this in the first highlighted paragraph:
"To advise government on opportunities for the energy sector to help Ontario's economy prepare for electrification and the energy transition, and to identify strategic opportunities and planning reforms to support emerging electricity and fuels planning needs."

Right?

DR. CLEARY:  That's my understanding of the purpose of the report, yes.

MR. DAUBE:  Okay, at the end of the third paragraph, the next highlighted portion and bullet, we see that the panel summarizes its key principles and next steps, and those include the third bullet, which is:
"Building meaningful partnerships with Indigenous communities that advance reconciliation and provide Indigenous opportunities in electrification and energy transition."

If we go to the next page:
"Partnerships are the only way Ontario will be successful in making energy infrastructure investments at the pace and scale necessary to build a clean energy economy."

Do you agree with that bulleted statement?

DR. CLEARY:  I agree that building meaningful partnerships is in fact necessary to promote that transition, if you will.

MR. DAUBE:  Okay.  They spend a lot of time on this so I am going to have to move relatively quickly.  We see the principle elaborated at page 30 of the report.  And I think it will be 112 on the PDF.  And they say as their fifth principle:
"Meaningful inclusion of Indigenous peoples in decision-making and governance structures, going well beyond inclusion and project development...is a necessity for Ontario to be successful in building a clean energy economy."

I take it you agree with that?  We've been over  that --


DR. CLEARY:  Yes.

MR. DAUBE:  -- in a number of different ways.  I'd like to know -- they don't say specifically increased -- they may imply it, I don't know, we can -- well, it may not be worth debating.  I am interested to know whether you see increased Indigenous equity participation as a necessary part of the meaningful inclusion we're talking about here?

DR. CLEARY:  I believe at a high level it's definitely important, but for specific projects and endeavours, that will vary, but that doesn't mean that engagement and participation, even if there's not equity participation, would not be important in those situations.

MR. DAUBE:  Okay, can we go to page 52 of the report, please, which is 134.  Now, this is part of a larger chapter, pretty extensive chapter on Indigenous engagement, so I think I will have to save most of it for written submissions.  But what I am interested in here, for the purposes of this examination, is the second highlighted paragraph:
"It is not enough to engage with Indigenous communities to advance true partnerships and economic success.  Indigenous perspectives in major project benefits and risk assessments, Indigenous-led investment decisions, and Indigenous-held equity stakes, are becoming increasingly common."

Do you agree that progress on these items is integral to economic reconciliation?

DR. CLEARY:  Yes, I would.  And if -- you know, looking at it, what it's -- to me, what it's saying is the first part is necessary but not sufficient, and then there's other opportunities, important opportunities to be explored.

MR. DAUBE:  Okay, I have -- do you want to elaborate on that?  Here, I --


DR. CLEARY:  Well, it's just that -- and, actually, if you -- there's not all the details in our report, but there's opportunities to engage.  And, actually, the one that we went through last week with -- from the ISF primer, and when we talked -- Clint Davis was saying this, that it's important, where opportunities are, to get the -- to have Indigenous participation, so that they can benefit the project as a whole, but also benefit the communities themselves.

MR. DAUBE:  Let's address the nuts and bolts of what they say in this report -- or rather what they say about the nuts and bolts.  So page 37, which is 119 in the PDF, I believe.  They say:
"To enable Indigenous participation and achieve true partnerships, it is important to understand the economics of
Indigenous governments and how they differ from other forms of government in Canada."

Do you agree with that?

DR. CLEARY:  Yes, I would agree with that.

MR. DAUBE:  Do you agree that the four experts in this proceeding haven't addressed this question?

DR. CLEARY:  Yes, I would agree with that.

MR. DAUBE:  Now further down the page, we see:
"First Nation, Inuit and Métis communities, do not always have access to sufficient funding to support consultation or their economic participation in projects that affect or appeal to them."

Do you agree that there are many questions in this proceeding that could have an influence on this problem one way or the other?

DR. CLEARY:  Sorry, I'm not quite clear.  Could you repeat the question?  I'm trying to think of --


MR. DAUBE:  I take -- my characterization of the report in this paragraph is that the report is saying that the obstacle of not having -- not always having access to sufficient funding to support specifically economic participation in projects that affect or appeal to them is a barrier to increasing economic participation and energy projects, at least sometimes.  So I'm asking whether you agree that broadly speaking there are issues in this proceeding that could have helped or hindered that identified problem?

DR. CLEARY:  There are issues in this proceeding that will be related to that, but I believe that given the wide scope in the proceeding that a separate proceeding would be appropriate to deal with the specifics.

MR. DAUBE:  Okay.  Can we get to -- we will circle back on that last idea, but I want to do a couple of things before I get there.  So can we go to page 51, please, which is 133 of the PDF.  Can we just scroll down to make sure we are on the right page?  Yes, thank you.

The report addresses some of the potential consequences of inaction on reconciliation, and I am focusing on the last sentence of the highlighted paragraph, which says:
"Given that all these projects will be built on Indigenous lands, any opposition or delay to proposed projects will significantly impact the Province's ability to seize the economic opportunities of electrification and the energy transition." 

Do you have any reason to disagree with that statement?

DR. CLEARY:  No, I would agree with that statement.

MR. DAUBE:  And these are the types of risks that can have a detrimental impact on the cost of raising capital; right?

DR. CLEARY:  Yes.

MR. DAUBE:  And, in fact, you are aware that the British Columbia Utilities Commission, for example, has specifically identified these types of risks in its class of capital proceeding; right?

MR. CLEARY:  I am not familiar with that from the BCUC.

MR. DAUBE:  Okay.  Okay, let's get to their concluding thoughts, 125.  This is the final section.  I am sort of watching the clock and see I am a bit over, if that's fine.

MR. JANIGAN:  If you're watching the clock, you are going to have a problem.  So you had better --


MR. DAUBE:  [Audio dropout] lunchtime.

MR. JANIGAN:  We will try to get that fixed.

MR. DAUBE:  That's actually my doing.  I figured I would have all the time I wanted if I stopped the clock over there.

So page 125, which is 207.  They say, right at the top of the page:
"Importantly, there is broad optimism that the transition to a clean energy economy provides rich opportunities for economic reconciliation with Indigenous communities.  Meaningful collaboration on projects to expand infrastructure, enhance the grid, and deliver reliable and affordable energy can create opportunities for investment in Indigenous-led ventures, provide revenue, build capacity, and create jobs.  Ontario's  energy sector is committed to moving forward to a clean energy economy on the basis of mutual benefit and maximizing prosperity with Indigenous partners." 

Now, do you agree that a cost -- well, let me ask this question, just sort of cutting to the chase on this:  Is it fair to say that delaying consideration of the questions necessary to advance economic reconciliation undermines Ontario's ability to seize upon the kinds of opportunities described in this paragraph?

MR. CLEARY:  I think that's fair to say, yes.

MR. DAUBE:  And specifically but not limited to in the context of the energy transition, where there's going to be massive building and investment; right?

DR. CLEARY:  Correct.

MR. DAUBE:  So, just to close out this idea that Mr. Goulding and now you have raised, of a separate proceeding to consider costs of capital implications for First Nations, I take it that's what you were suggesting was a possibility?

MR. CLEARY:  Yes, and just a little background:  I think that the outcomes of these proceedings then would be a starting point for additional conversations.

MR. DAUBE:  But that means that First Nations and Indigenous Peoples are forced to respond to a new status quo; right?

MR. CLEARY:  The status quo that's being established at these proceedings would be updating any updates to the ROE formula, including the base inputs, so a similar process, reviewing the equity ratios at a lesser, at a smaller level -- I think the main focus has been on the OEB formula -- and identifying what represents proper assessment of how things are going forward.

So I think I view this is a process to review what has been done and to establish and update that process going forward.  And then it is unfortunate that, given the scope of it, that the whole everything wasn't included, but I think it would be a good starting point to jump into it.

MR. DAUBE:  Unfortunate because not only that, not only that general framework you described, but also there are going to be the entirety of factors in Ontario's energy sector acting in accordance with that framework, providing reasons against changing the framework; no?

MR. CLEARY:  I don't think necessarily so.  I think that the framework is to allow the utilities to continue to satisfy the fair return standard.  It does not preclude that they engage in the types of partnerships, equity partnerships and other collaboration that we have been discussing so far this morning.  So I don't think that setting an ROE formula precludes that.  Recognizing some of the things that we have discussed today and last week about the issues of attracting capital at reasonable terms and whatnot, I think those could be dealt with specifically in certain instances, just as right now the OEB deals with equity ratio thickness, equity thickness if you will, for specific utilities and situations.

MR. DAUBE:  Okay, thank you.  My clock says I went a bit over, so thank you to the panel, even if the court clock says this was the fastest cross-examination ever.  Thank you.  Thank you, Dr. Cleary.

MR. JANIGAN:  Thank you very much, Mr. Daube.  We now will go to EDA, and I believe Ms. Stothart will be asking the questions?
Cross-Examination by Ms. Stothart


MS. STOTHART:  Yes, thank you.  Thank you very much.

Good morning, Dr. Cleary.  My name is Sarah Stothart.  I am one of the lawyers for the Electricity Distributors Association.  I circulated a compendium last night.  I hope you received that.  Perhaps actually, before I forget, we could mark that as an exhibit?

MR. RICHLER:  Yes, the EDA compendium for Dr. Cleary will be Exhibit K6.2.
EXHIBIT K6.2:  EDA COMPENDIUM FOR PANEL 4


MS. STOTHART:  Thank you.  I have the compendium, but also I might go to sections of the report, so, if you could have that handy too, that would be great.

MR. MONDROW:  Mr. Chair, if I could -- I hesitate to interrupt my friend, but, just to be clear, I think there was some circulation issue.  We did receive a compendium relatively late last night.  I think Dr. Cleary received it.  I don't know that he has had any time to look at it, at all, having come in from Oakville early this morning, and I think, by the time it came through in the second e-mail, it was probably 10:00 p.m. or something like that.  So just note that, and Dr. Cleary may need some time to orient himself because I don't think he has had that time yet.

MR. JANIGAN:  Well, if you require some time after the asking of the question, you will be provided with that before you answer.

DR. CLEARY:  Thank you.  To be honest, I haven't read any of the 210 pages I received last night from EDA or the, I don't what it was, 470 pages from OEA, just not feasible to even try and skim it, so thank you.

MS. STOTHART:  Thanks.  I will just clarify, I think it this was about 6:00 p.m. the second e-mail came through because the first one didn't send due to attachment size.  But in any event most of the documents are ones you will be familiar with so I don't think there will be any issues, but if you need a moment, of course, you can take a moment to review the documents.

Okay, I just want to start by getting your view on a few principles.  And maybe we can turn to Tab 1 of the compendium, which is page 3 of your report.  If we just scroll down.  I believe Mr. Daube took you to this passage last week as well.  But I just want to ask you about a few of these points you have here, because you say:
"My analysis is consistent with the principles advocated by LEI in determining its recommendations." 

So, first question is:  Do you agree that the ROE set by the Board must meet fair return standard?

DR. CLEARY:  I do.

MS. STOTHART:  Okay.  And the fair return standard is a legal requirement?

DR. CLEARY:  Yes, it is.

MS. STOTHART:  And you agree we should transition away from the status quo only if the associated benefits are material?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  You just spoke a moment ago --


DR. CLEARY:  In terms of modifying aspects of the methodology and things like reporting requirements and so on and so forth are, yes.

MS. STOTHART:  Right.  And the current status quo of course is what was set by the Board in 2009; correct?

DR. CLEARY:  Correct.

MS. STOTHART:  Would you agree it is important that a return on equity accepted by this Board be predictable and transparent.

DR. CLEARY:  Yes.

MS. STOTHART:  A few more principles not directly from this page now, but would you agree that the essential elements of a formulaic approach to cost of capital must be empirically derived?

DR. CLEARY:  Sorry, just to come back to the other predictable and transparent.  Predictable in the sense of the actions that would be taken under given scenarios that would evolve.  Right?  I mean the capital market conditions can change very rapidly at times, so hence the decisions that may have to be made would not be predictable in that sense, although they would be consistent.  So predictable in that other sense if you will.

MS. STOTHART:  Predictable and transparent also in terms of understandable, it must make sense and that sort of flows into my next question, it must be empirically derived.

DR. CLEARY:  I am not sure what you mean by that.

MS. STOTHART:  Okay.  Let's look at tab 2, which is an excerpt that I am effectively quoting from from the 2009 Board report.  And you can scroll down to the next page of the PDF.  Just under the heading "an empirical foundation".  The Board says there:
"The essential elements of a formulaic approach must be empirically derived - the initial ROE being among those." 

So, do you agree with that statement?

DR. CLEARY:  So limited to the formula, the OEB formula, I would agree that it should be empirically derived, yes.

MS. STOTHART:  Great. And then later down in that same section it says:
"The approach to be used by the Board will be based on economic theory and empirically derived from objective data-based analysis." 

Do you agree with that statement?

DR. CLEARY:  I do.

MS. STOTHART:  So, flowing from that, would you agree with me that it would be incorrect if an objective data-based analysis resulted in a particular outcome, to reverse that outcome or impose some additional subjective layer onto it?

DR. CLEARY:  Well let's qualify that.  Based on economic theory and objective data-based analysis, which requires professional judgment and not just taking the coefficients out of some regression and saying that's the world.  So, I think it's all part of the empirical process, if you will.  I do academic research, I do research for industry papers, and you look at the data, you have analysis, and you determine which variables you want to look at but you also have to apply some judgment if something is going on there that doesn't quite make sense.

MS. STOTHART:  So, you use judgment in determining the variables and the models, but then once you get an outcome from that you don't then change your outcome or look back at that or apply some subjective judgment to your outcome?

DR. CLEARY:  Well, I think on presentation day it was a member of Nexus who said you can't just blindly take the outputs of economic models; you must apply judgment.  Because these models are fraught with uncertainty, as are many of the variables and estimates that we are looking at during these proceedings.  So, if you don't apply professional judgment, which includes historical data, which includes assessing what makes sense at a level, at a market level looking at capital markets, then, yes, you don't just take the results of the model blindly and apply them, that can lead to very bad decisions.

MS. STOTHART:  Here's another principle, and I think you  already said this one so hopefully you will agree; but capital market can change throughout time?

DR. CLEARY:  I agree with that.

MS. STOTHART:  And because capital markets can change over time it's important for the ROE to reflect the current capital market conditions; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And by "current" you're also talking in terms of going forward, what you expect to happen going forward; those capital market conditions?

DR. CLEARY:  Well, that is why we are using these models to forecast the future.  So if we just take the model output and say whatever happened over the last five years that's going to happen over the next five year, that's inappropriate.  That's why I look at long-term historical evidence, apply that to my interpretation of what the models suggest.  So, talk about beta for example.  Well, everyone just says the beta turns up this way using two years of data or five years of data, that's the true beta.  That's not the true beta.  That's the one based on the past five years of estimates, that can change.  What you're trying to estimate is the beta over the next period if you will.  And we are using these models to estimate the long-term cost of equity, which of course has no maturity date.  So, we are trying to figure out how utilities, for example, are going to vary with changes in the market going forward.

MS. STOTHART:  Sure.

DR. CLEARY:  They are forward-looking -- they are forward estimates.

MS. STOTHART:  Thank you.  So, I think that was a long way of getting to what I just heard you say at the end, which was my question.  They are forward estimates?  The goal is to project to forward ROE and a forward expectation?

DR. CLEARY:  For the long term, yes.

MS. STOTHART:  Okay.  Why don't we turn to my tab 5, which is your resume.  So, you have testified, of course, in cost of capital markets before; right?

DR. CLEARY:  Yes.

MS. STOTHART:  On several occasions?

DR. CLEARY:  Yes.

MS. STOTHART:  And we see them listed on the second page of your resume here if we scroll down.  So, you represented the Industrial Gas Users Association, one of the parties you are representing in this proceeding, in the Enbridge Gas equity ratio case; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And that one dealt with just equity thickness, right, not ROE?

DR. CLEARY:  Correct.

MS. STOTHART:  But you have dealt with ROE in various of these other matters, and I am looking at the next one down.  You put forward evidence on behalf of the Utilities Consumer Advocate in Alberta; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And --


DR. CLEARY:  Several times.

MS. STOTHART:  Several times, yes.  Including its most recent cost of capital proceeding in 2023; right?

DR. CLEARY:  Yes.  That's correct.

MS. STOTHART:  Okay.  And in that decision, the 2023 one, am I right that you proposed an ROE of 6.75 percent?

DR. CLEARY:  Sorry, just looking through my notes here if you bear with me a second.

MS. STOTHART:  What are the notes you are looking through?

DR. CLEARY:  Just confirming that I recommended 6.75 percent.

MS. STOTHART:  So, it's your report and documents you have there?

DR. CLEARY:  It's actually, I just have it written down on a piece of paper, I am kind of old school that way, so if you will just bear with me.

MS. STOTHART:  Not a memory test, I actually include it as well in tab 6, an undertaking response that you gave which has several of these.

DR. CLEARY:  Yes 6.75 percent, I see that.

MS. STOTHART:  Great. Yes, 6.75 percent.

DR. CLEARY:  Correct.

MS. STOTHART:  And then the commission in that proceeding decided on an ROE of 9 percent going forward from 2024; right?

DR. CLEARY:  That was the base, and I would also note that that the experts on the other side, the utility's experts, had recommendation of 10.3, 10.3 and 10.0, so that kind of came in midpoint of the recommendations as it generally has in all of these proceedings on ROE that I have been involved with.

MS. STOTHART:  Sure, thanks.  I wasn't asking about the other experts but I take your point.  You recommended 6.75 percent and the Board went with 9 percent, that is just my simple question.  And it's written here in the undertaking response; right?

DR. CLEARY:  Pardon me?

MS. STOTHART:  I was just confirming:  Those were the numbers; correct?

MR. MONDROW:  Sorry, what undertaking response are we looking at?

MS. STOTHART:  The one at tab 6, we can scroll down on the PDF.

MR. MONDROW:  Thank you.

MS. STOTHART:  So in 2023 the number is there, base ROE 9.  And you also testified in the Alberta Utilities Commission's 2021 proceeding; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  All right.  And that was, again, on behalf of the Utilities Consumer Advocate?

DR. CLEARY:  That's correct.

MS. STOTHART:  And in that proceeding you proposed an ROE of 6 percent; correct?

DR. CLEARY:  I honestly cannot remember.  That was the one that was suspended due to COVID, more or less, because of the disruption in capital markets it caused.  And, you know, I think we were ready to do virtual meetings, but what of course happened then was, again, we saw that monetary policy kicking in with long-term interest rates dropping to very low levels, which would have contributed to my recommendation in the case.  Like government yields were, gosh, I can't remember, 2 percent or something at the time.  A-rated yields were also very low, which suggested a very low cost of capital at the time.  So, again, it was based on market-based evidence at that time.

MS. STOTHART:  Sure, but it doesn't surprise you that your recommendation was 6 percent?

DR. CLEARY:  I will take that subject to check, but it would have been lower because the government yields and the utilities yields which feed into their cost of capital, as they are in the OEB formula, were very low at that time.

MS. STOTHART:  Okay.  And then the Board in that -- or the commission in that proceeding went with an ROE of 8.5 percent; right?

DR. CLEARY:  They just extended from their previous decision.

MS. STOTHART:  Okay, fair.  And then you also represented the Utilities Consumer Advocate in 2018; right?

DR. CLEARY:  Correct.

MS. STOTHART:  And there you proposed an ROE of 6.3 percent?  I think you have to scroll down for that --


DR. CLEARY:  Yeah.  Okay, yeah, 6.3 percent.  And, again, the other utilities were 9 to 10.75 percent, 10 and 9.5.  So it landed in the middle somewhere and it's -- it's, again, not surprising to me that I'm recommending much lower than utilities' experts, because as I've said at the start in my evidence and on presentation day, I believe that allowed ROEs are too high in Canada and in the US.

MS. STOTHART:  You also represented the utilities commission in 2016 and in 2014; right?

DR. CLEARY:  Correct.

MS. STOTHART:  Okay.  And I won't go through all of the numbers, but fair to say that in all of your regulatory proceeding mandates, you've represented consumer interests?

DR. CLEARY:  That's correct.

MS. STOTHART:  Okay.  And you've never provided evidence for a utility; correct?  Or for a regulator?

DR. CLEARY:  No, I have not.

MS. STOTHART:  I realize you shook your head at the first question, but for utility the answer was no; right?

DR. CLEARY:  Correct.

MS. STOTHART:  And you've only ever recommended ROEs that are substantially below the authorized ROE that was ultimately ordered by the regulator; right?

DR. CLEARY:  Just as the utilities' experts have consistently recommended those that are well above the authorized ROEs in all of the proceedings I'm involved in.

MS. STOTHART:  Sure.  So the answer to my question was yes?

DR. CLEARY:  Yes.  Yes.

MS. STOTHART:  Thank you.  I want to turn now to the fair return standard.  And you mentioned earlier that you're aware it governs the Board's decision here in setting the authorized ROE; right?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And it has three components we've discussed extensively already, but the comparable investment standard, the financial integrity standard, and the capital attraction standard; correct?

DR. CLEARY:  That's correct.

MS. STOTHART:  And your understanding is that all three of those must be met?

DR. CLEARY:  Correct.

MS. STOTHART:  And none of them ranks in priority to the others?

DR. CLEARY:  Fair to say, I guess.

MS. STOTHART:  Okay.  Why don't I put up Tab 8, PDF page 36, just so we have the principles in front of us.  Apologies, I guess it's 37.  I must have my page number wrong, but is this Tab 8?  Apologies.

MR. MONDROW:  I think it's page 34 of the PDF.

MS. STOTHART:  Okay, thank you.  Thank you.  So this is just an excerpt from your report, and you quote the LEI report in turn, and say, "They provide the following summary of the well-known fair return standard."  So you agree with the way you've set it out in this paragraph?

DR. CLEARY:  Yes.

MS. STOTHART:  And so the comparable -- I want to focus on the comparable investment standard.  That requires that the return available -- the return is comparable to the return available from the application of invested capital to other enterprises of like risk; right?

DR. CLEARY:  Correct.

MS. STOTHART:  And that standard, it doesn't change based on the ownership of the utility; right?

DR. CLEARY:  It should not, except if there's, if it's backed by a large government that provides additional credit support, if you will, to it, financial strength.

MS. STOTHART:  Okay, so is it your position that it does, the comparable return standard does change based on the ownership of the utility?

DR. CLEARY:  Well, what it would do would be to change the risk of the utility to investors, which would in turn affect its financial integrity and its capital attraction; right?

MS. STOTHART:  One sec, I just want to find the reference to your report I'm looking at.

DR. CLEARY:  But, you know, at a high level, if you -- and, again, we need to be comparing similar risk utilities.  So that means that if we assess this utility is at a certain level of risk due to its ownership structure, that would -- then it would be comparable to other companies with similar risk.

MS. STOTHART:  Right.  But you have --


DR. CLEARY:  So.  Maybe indirectly I'm agreeing with you, but as long as that would be one of the factors taken into in determining the risk profile of that utility.

MS. STOTHART:  But you haven't suggested any departure from the standalone principle in your report; right?

DR. CLEARY:  No.

MS. STOTHART:  Right.  And in fact at Tab 9, PDF page I hope 39, or I have the wrong references, but.  It is not.  37, okay, I'll note my -- I have to be off by two.  If you can just scroll down, sorry, towards the bottom -- or I guess the mid point of the page here.  But you say:
"The OEB's current policy is that ownership structure should not be a relevant consideration in determining a utilities cost of capital parameters." 

And you agreed with LEI's conclusion to that point, that -- of the standalone principle; right?

DR. CLEARY:  Correct, that that's the way the OEB should be dealing with this situation.

MS. STOTHART:  Okay.

DR. CLEARY:  I was referring to what outsiders may think, providers of capital; right?

MS. STOTHART:  Sure.

DR. CLEARY:  But that should be reflected in their business and financial risk assessment of the utility.

MS. STOTHART:  Okay.  And the goal of the OEB in this proceeding and of all of the methodologies, are to determine the risk determination based on the utility's business and investment activities, not on its ownership --


DR. CLEARY:  Correct.

MS. STOTHART:  Okay, thank you.

DR. CLEARY:  We finally got there.

MS. STOTHART:  Yes, thank you.  And you agree that the approach to calculating the ROE that was set by the Board in 2009 was in accordance with the fair return standard; right?

DR. CLEARY:  It met the -- I believe it met the fair return standard.

MS. STOTHART:  Okay, thank you.  So the ROE you are proposing is 7.05 percent; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And you haven't really sought in your report to compare this proposal with any comparable jurisdictions; correct?

DR. CLEARY:  Again, as opposed to just looking at what happened in other jurisdictions, I've looked at comparable companies, market data, and determined what would be an adequate ROE for companies with a beta of 0.45, for companies with low growth opportunities, for companies with low business risk and high regulatory support that can pass on legitimate costs to customers operating in virtual monopolies in many cases, and that's what it's based on.  So looking at the record in jurisdictions in the US, where the utilities are different risks than the Ontario utilities, was not something that I relied my recommendations on.

MS. STOTHART:  Okay.  But you are aware that in British Columbia, in BC, in Canada, they set an ROE in their most recent proceeding of 9.65 percent; right?

DR. CLEARY:  Yeah, and if you look at the record there, there was no expert representing the consumer groups in that proceeding for the first time in sometime.  And so that decision seems totally in line with their previous decisions, when they had a balanced evidentiary providing from both the utilities side and the consumer's side.  And the Alberta decision was about the same time, and it was a more balanced decision, although, as you know, my opinion is that it was still a little bit too high.

MS. STOTHART:  But 9.65 percent is the current ROE in BC, and that is at a -- well, there are two parties, I suppose, that that decision applies, to but it's a higher equity thickness than we have in Ontario; right?

DR. CLEARY:  Yes.

MS. STOTHART:  And you're familiar; we have discussed this concept of re-leveraging, but, with a higher equity thickness, the ROE can be a little bit lower, right, in terms of risk and the return that investors require?

DR. CLEARY:  Conceptually, yes.

MS. STOTHART:  So, conceptually, the BC ROE if we were to sort of transplant it to Ontario would also increase by some amount, to reflect the fact that it has a higher equity thickness in BC than it does in Ontario?

DR. CLEARY:  I don't know that I would necessarily agree with that.  I think that the way that -- to be honest, I have never testified in BC.  I understand they operate similar to Ontario and Alberta.  But it would be my understanding, from Alberta and here, that you set the base ROE and then adjust equity ratio accordingly to that base ROE.  So, as to what transpired in BC, for them to adjust both the equity ratio and the ROE to go up, again, I think it's a function that you only had one group of experts recommending from the utilities side and nobody representing the consumer group to balance out those arguments.

So I can't really say for sure that that's the case.  I don't know how they made their decision.  I haven't read it in detail, just the highlights, because, you know, I come into this world periodically and then I have a full-time job in the mainstream finance world.

MS. STOTHART:  Fair enough.  The Alberta ROE is -- we looked at it earlier, but it's 9 percent, is the base ROE; right?

DR. CLEARY:  That was what they said in their formula, yes.

MS. STOTHART:  And then I have in one of your undertaking responses, at Tab 11, that, for 2024, it's 9.28 percent; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  Okay.

DR. CLEARY:  Because they set the base equivalent of LC BF, if you will, the -- was 3.10, and the base utility yield spread was 1.58, and then, by the time the fall came around, when they actually had the data, as of September 30th, the government yields were or their estimate based on three-quarters forecast and one-quarter the other was 3.69, and the yield spreads had decreased a bit, so it came up with 3.28.

And, actually, just thinking about it last night, that now it would be around 9 percent because both the government yields have increased -- decreased rather significantly, and the spread is down around 1.38 as a long-term average, so it would be around 9 percent today for 2025.

MS. STOTHART:  Somewhere between 9 percent and 9.28 percent is where Alberta is right now.

DR. CLEARY:  Well, they are 9.28, but I would say, September 30th having passed, that, within the next month or so, you will probably hear that it will be around 9.

MS. STOTHART:  You have mentioned earlier, but US jurisdictions are as a general statement even higher than both of those ROEs; right?

DR. CLEARY:  Yes.

MS. STOTHART:  So fair to say that your proposal, 7.05, is -- we will go with the lower end of the BC number because you weren't comfortable with the equity thickness adjustment, but it's at minimum, your proposal, 260 basis points off of BC; right?

DR. CLEARY:  Yes, and I actually have to add -- we are talking about comparable investments, and what I compare the investments to is to the market return.  And my estimate of the expected return of the market is 7.5 percent, so 7 percent for regulated, operating utility seems like a pretty good investment; 10 percent seems like excess economic rent, which is reflected in the price-to-book ratios.

MS. STOTHART:  It was just a very simple question:  260 basis points off; right?

DR. CLEARY:  260 basis points off what?

MS. STOTHART:  Between your recommendation and what an investor can get in the BC market.

MR. MONDROW:  Sorry, I don't think Dr. Cleary made a recommendation in the BC market.  Are you talking about his recommendation in Ontario versus the BCUC's decision about BC?

MS. STOTHART:  Correct.

MR. MONDROW:  Okay.

MS. STOTHART:  I am talking about the proposed ROE he has proposed here and what an investor could access by virtue of BC's decision.

MR. MONDROW:  In BC?

MS. STOTHART:  In BC, yes.

MR. MONDROW:  Okay.  Thank you.

DR. CLEARY:  But that is not a market return.  That is an allowed ROE for BC utilities, so that is not necessarily what an investor can earn in BC by investing in one of utilities; right?  There's a distinction between the two.

And, in the US, since you brought it up, I provided evidence and seen evidence that on average they don't earn their allowed ROE, so I don't know what that tells you.  It tells you that they are riskier than Canadian utilities on average.

MS. STOTHART:  So you think, if a utility does not earn its allowed ROE, that's an indication that it's riskier?

DR. CLEARY:  Yes.

MS. STOTHART:  So it's your position, just to be clear, that both Alberta and BC, their authorized ROEs are too high; right?

DR. CLEARY:  Yes.

MS. STOTHART:  So you're not saying that your proposed ROE of 7.05 percent is comparable to the authorized ROEs available in Alberta or BC?

DR. CLEARY:  Could you rephrase that?  I don't quite understand the question, sorry.

MS. STOTHART:  Oh.  I am asking you:  Is it your position that your proposed ROE is comparable to the authorized ROEs available in British Columbia and Alberta?

DR. CLEARY:  Okay, just to take a back step here -- and this is why I keep referring to market returns -- the base ROE that we are estimating and the reason we are all using these CAPM and DCF models is to estimate the required return on equity according to market data for these businesses, which happen to be utilities.  And then, if we set that estimate of the required cost of equity equal to the ROE, then there should be no excess economic profits, there should be an adequate ability to track capital, maintain financial integrity.  That includes reinvesting in the business.

So that's what I am pegging my 7.05 on, not the fact that -- if I keep playing that circular game of comparing them to allowed ROEs elsewhere, then we will never get the correct ROE.  So I am comparing them to comparable investments in the stock market, for example, where, if you can by a stock with a beta of 0.5 or 0.45 or whatever, you know, we can argue about, and get a 7 percent return on it, you are pretty happy with that, especially when a lot of it comes in dividend yields versus investing in an ETF in the market and only getting 7.5 percent with greater beta and greater volatility.

So there's that part of the comparable investment standard that of course the utilities experts always ignore, and they just point to the US-allowed ROEs being higher.

MS. STOTHART:  Right, but you agree there are various reasons a firm might not earn its authorized ROE, that it might under-earn that ROE; right?

DR. CLEARY:  That's correct, and that's not the only reason that I believe US utilities are riskier.

MS. STOTHART:  Right.

DR. CLEARY:  There are other ones, and I have heard a lot of reading-in in the transcripts and whatnot of evidence of some US utilities and the particular samples that face a lot greater risks than Ontario utilities.

MS. STOTHART:  Right, and conceptually what the other regulators in Canada are doing is trying to model what the cost of capital is, what the return on equity is required to be in those jurisdictions; right?

DR. CLEARY:  That's my understanding of, again, my experience in Alberta and Newfoundland directly, but --


MS. STOTHART:  Yes.

DR. CLEARY:  -- I do know indirectly, like in Québec and BC, that that is their objective, as it is in Ontario.

MS. STOTHART:  Right, so, when you're comparing to those jurisdictions and what the regulators set as the authorized ROE, which is attempting to model and replicate what the cost of capital should be or is, I should say, your proposed number is not comparable to that but it's comparable to what you say it should be in those jurisdictions?

DR. CLEARY:  Well, I don't use it as a starting point and say, to satisfy the comparable investment component of the fair return standard, we just have to set them in line with everyone else.  I look at it objectively and look at the data and say, if I was new to this world, which I was over a decade ago, what would my estimate of the cost of equity be for these types of businesses, just as I have done for other types of companies in my work and academia, academic work as well, so that's the basis that I come with this.  And unfortunately, and I think I had the discussion with somebody from that study from Haas Energy Institute, and they come with the same conclusion, and so did a couple of the other studies, Sikes, and I can't remember the name of the other people.  That if you look at capital market conditions the allowed ROEs in the US -- they are looking at the US, I look at Canada -- are too high relative to other investments in capital markets.  

So, I don't, I don't totally disregard those allowed ROEs, but I am just -- my job is to provide what I think is the correct ROE, required return on equity for utilities, and those are the required return on equity that I think they would be able, be financially, maintain financial integrity, ability to attract capital at reasonable rates which there is strong evidence they do in the debt markets, it's always hard -- so you can't really estimate it in the equity markets, but there are also frequent issues, and that they are able to do so because they are comparable investments.  Nobody is going to pay, you know, what is it now, it's about 4.51 now is the A-rated spread and Hydro One is 4.6.  So, if they think that they are not a comparable investment why would they buy their bonds at the going market rate?  Why wouldn't they demand a higher rate of return on it?  So the two are related as is the integrity, so the three prongs are all important but they are always all related.

MS. STOTHART:  I agree with you on that last statement there.  So, I just want to be very clear about your position.  Your position is not that this Board -- your position is that this Board should not be seeking to be comparable to the authorized ROEs in any other jurisdiction?

DR. CLEARY:  That should not be the ultimate objective.

MS. STOTHART:  Okay.  And your position, by extension, is that these ROEs authorized in every other jurisdiction are too high?

DR. CLEARY:  That's correct.  Well, sorry.  I don't know about every other jurisdiction, but the ones that I am aware of.

MS. STOTHART:  You are not aware of a jurisdiction in Canada with an authorized ROE below 8 percent?

DR. CLEARY:  No, I think in Québec it's below 9 percent, though.

MS. STOTHART:  Let's switch gears to transaction costs. You confirm in your report that the practice of adding .5 percent to cost of capital is reasonable to compensate the utility.  And we can look at tab 13 in my compendium.  Yes, if you just scroll down to the second page of the tab.  And you write here, it's reasonable -- I am looking at lines 21:
"It seems reasonable since it embeds the actual cost of equity finance related to new equity issues into the cost of equity, as they should be." 

Right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And when you say "as they should be," what you mean by that is that flotation costs or transaction costs are part of the cost of equity to an issuing company; right?

DR. CLEARY:  And the cost of debt as well.

MS. STOTHART:  Sure.  I am just focusing on the equity cost but, yes, I take your point.

DR. CLEARY:  Sure.

MS. STOTHART:  So, in your view it wouldn't make sense to divorce them from the cost of capital assessment itself and deal with them as operating costs in the manner that LEI has proposed?

DR. CLEARY:  No, I think because -- for a few factors, and I think I responded to this in an IR response, that I think it -- the 0.5 percent I guess is a reasonable compromise reflecting that debt issuance costs, you know, maybe 2 percent or something, you know, may be lower, equity issuance costs about 5 percent but they tend to happen very infrequently and certainly at large scale.  The equity issuances and the debt issuances, you know, usually not more than two or three a year I think we have heard in these proceedings for even the big players.  So, I think it's a reasonable compromise given that the cost of equity that we are trying to estimate is supposed to be a long-term estimate of the cost of equity, the models we use are assuming to infinity.

MS. STOTHART:  Right.  You have a textbook; right?  You wrote a finance textbook "The Introduction to Corporate Finance"?

DR. CLEARY:  Yes, co-authored with Laurence Booth and Ian Rakita.

MS. STOTHART:  So, I just have an excerpt at tab 14 of a section of your textbook talking about flotation costs.  And, you know, what you say in this excerpt is largely similar to what you just said now, that the cost of issuing new securities will be higher than the return required by investors since the net proceeds of the firm from any security issue will be lower than that security's market price.  I am looking sort of in that middle paragraph starting one [audio dropout]; you agree with that statement, obviously?

DR. CLEARY:  Yes, I would preface it that this is not one of the chapters that I prepared from the ground up.  We kind of divided them, but I agree with that general premise when you gave credit to me, but I agree with it.

MS. STOTHART:  Fair.  Credit for the whole book of course, so.

DR. CLEARY:  Yes, exactly.

MS. STOTHART:  And just if we scroll down to the next page, you have a table where you reference the average issuing costs and there, next to equity for large issuers, you have the 5 percent figure you referenced a moment ago but it looks like it could even be higher for smaller issuers; right?

DR. CLEARY:  Yes.  And I would note that these issuing costs -- I didn't provide these, but these are fairly dated but I don't think they have changed too much.

MS. STOTHART:  Still seem to be an accurate representation of what --


DR. CLEARY:  Fairly, close, I would suggest.  But without committing to these exact numbers, but that's my understanding.

MS. STOTHART:  Then you have a paragraph, or to your point perhaps one of your co-authors but you were involved, just below that table saying:
"These issuing costs represent a financing wedge between what the investor pays and what the firm receives, the difference being the money that is lost to these issue costs." 

So, can you just expand on what you mean by "financing wedge"?

DR. CLEARY:  Yes.  So, basically that's how the underwriters make their money is the shares are -- let's say shares, since you said you wanted to focus on equity, if it's a bought deal for example, which is a method, so the underwriter, you know, one of the RBCs, or the big banks, or big US, or European banks would buy the issues at $19 -- sorry, yes.  $19 a share when they are trading at 20, and maybe sell them at 20, they make the dollar, the dollar doesn't go to the investor, and it comes from the company, right?  So that's that cost, right?

MS. STOTHART:  Right.  So, that's what we were talking about earlier, the cost to the firm itself.  The issuer --


DR. CLEARY:  Yes, so that would be reflected in these issuing cost too, yes.  I mean, sometimes it's not that way, like on a best-efforts basis and then they pay a certain, a fee per share like maybe $0.50 a share or something like that, you know, that's another way of issuing equity.

MS. STOTHART:  Right.  But that's part of the rationale those types of cost that the cost of capital we are deciding and  working through in this proceeding needs to compensate for that additional delta of costs, even though in the case of many of these issuers it might be not in the exact same circumstance you are describing?

DR. CLEARY:  Yes.  And actually, just to follow-up very briefly, that that would mean that if the investor was buying at a required rate of return of 7 percent, for example, but the cost to the issuing company of that equity might actually be 7.2 percent or 7.5 percent, the difference going to the financial institution.

MS. STOTHART:  But, again, for the purpose of this proceeding the point is we need to be making sure that we are properly compensating the issuer itself for the cost of the equity to them?

DR. CLEARY:  Yes, I think that's fair.

MS. STOTHART:  Okay.  Let me just turn for a few minutes before we take a break to the energy transition and a paper that my friend took you to earlier.  I have it at my Tab 15.  You are, of course, familiar with this paper we looked at it earlier and you are one of the lead authors you said?

DR. CLEARY:  Sorry, all I see is the logo now.  Oh yes.  Yes.

MS. STOTHART:  And you co-authored this in 2021; right?

DR. CLEARY:  Correct.

MS. STOTHART:  If we scroll down to the executive summary, I believe it's at page -- well, you're almost there at this point.  Yes, there we go.  And so, you say what you are doing here and I think you sort of said it earlier, but just to confirm; you are updating the recommendations of this Canadian expert panel on sustainable finance from 2018.  And the recommendations, what they were tailored towards, was how the private sector and government can contribute to achieving Canada's climate objectives; fair?

DR. CLEARY:  Fair.

MS. STOTHART:  And it says here the need to address these has grown in urgency?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And then if we scroll back up to the foreword, which you looked at with my friend Mr. Daube.  I believe it's page 54?  Yeah.  And we looked at that first paragraph, the "We are reaching an inflection point" paragraph, but I want to focus on the third sentence, which reads:
"Trillions of dollars of investment capital will be required in aligning industry sectors with viable pathways to net-zero by 2050." 

And you agreed with that statement?

DR. CLEARY:  Correct.

MS. STOTHART:  So when you say, "Trillions of dollars of investment capital will be required", that means -- you know, among other things I realize -- but among other things, electricity companies will need to build the infrastructure that's necessary to support viable pathways to net zero; right?

DR. CLEARY:  Yes, but just to qualify that trillions of dollars, it doesn't mean those trillions of dollars would not have been invested elsewhere, it just means that trillions of dollars have to be redistributed and reallocated towards the transition.  So it's not like all of a sudden it's an extra trillion, they go away from investments in the old far from net zero economy, if you will, towards the net zero economy; right?  So a lot of this would be capital that would be being employed anyways; right?

MS. STOTHART:  Right.

DR. CLEARY:  Because capital is, you know, employed where its best uses are and best returns are.

MS. STOTHART:  But you're saying two things, you're saying on the one hand there's a need, there's a need to finance this, this development?

DR. CLEARY:  Yes, for sure.  Yeah.

MS. STOTHART:  And then on the other hand there's investment capital that we need to make sure finds its way to that need; right?

DR. CLEARY:  Yeah, and back to my previous discussion earlier this morning, that's one of the benefits of a properly designed taxonomy, is it would help gear those investments towards those expenditures that will promote this transition, which will -- you know, if you read Andy, and if you've never listened to him talk, will provide a great opportunity for us and also minimize the risk of the things we're seeing already from climate change, right, in terms of --


MS. STOTHART:  And you have a diagram, if we can go to page 59 of the PDF.  And I believe this is a summary of the 15 recommendations that you were updating on; right?

DR. CLEARY:  Correct.

MS. STOTHART:  And so I'm looking at Number 15, the small red triangle.  And that one says, "Engage institutional investors in financing Canada's future energy" -- "electricity grid", excuse me.  Do you see that?

DR. CLEARY:  Yes, I do.

MS. STOTHART:  So this one, my interpretation of it, is of course there is investment needed in order to build Canada's future electricity grid; right?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And the progress towards that has been lacking.  If we scroll down, there's a -- there is a legend which says -- the red appropriately indicates a more urgent item, or an item that minimal progress has been made on?

DR. CLEARY:  That was in 2021, which is now over three years ago.  And I would also note at the time what we were assessing here is any policy measures put into place that would do so, such as developing a taxonomy, for example.

My conversations with institutional investors -- and I had a lot of them with pensions, and portfolio managers, and banks in particular -- was that they had the money ready to allocate, along with their sustainable finance objectives, which is, again, why the big five banks invested 6 million in the institute for sustainable finance.  But they needed more opportunities and they needed more guidance on how those were going to progress.  And I cannot comment on how far that's progressed in the last three years, to be quite honest, since I'm not in that role anymore.  And --


But my impression, all the conversations -- I'm not sure if it made its way into the report or not, to be quite honest -- was that's why we need to build -- one of the things holding it back was taxonomy, another thing was proper disclosures, because they have fiduciary duty, so they can't really be investing in things without having information on it.  And when it comes to -- we get accounting statements that are verified, but one of the problems -- and that's why I spend a lot of time in disclosures -- is there wasn't consistent disclosures regarding the impacts of climate change, the opportunities from climate change, along with how well companies were doing on other ESG measures; right?

MS. STOTHART:  I appreciate all that, but I just want to focus mainly on, you know, electricity distribution, and the, you know, actually building the infrastructure for that.  So what you're saying in this item, and I think what you're saying here, is new capital is required for that -- not new, your point is redistributed capital is required for that.  But there is a need for capital to finance that expansion; right?

DR. CLEARY:  Correct.  And I believe that that capital is ready to go towards those.  But as we know, that regulatory and government policies have a big influence on electrification in Canada in particular, and probably everywhere; right?  But that's a big -- a big issue in terms of trying to solve this problem; right?

MS. STOTHART:  But as you just said, sort of since 2021, you see the trend moving in the direction of regulatory and government policy, is supporting that transition and that sort of expansion of clean energy sector; right?  That's the goal at least?

DR. CLEARY:  Slowly.

MS. STOTHART:  Well, slowly, but I mean you did describe the need as urgent; right?

DR. CLEARY:  Yes, and the need as urgent was identified from industry; right?  We have, you know, governments -- some governments are very supportive of the transition and some are totally against it.  So, you know, it's kind of hard when you're doing two steps forward, three steps backwards, and whatnot.  And one of the other things in the Canadian expert panel report that you'll see is regulatory clarity was one of the key keys to unlocking all of this untapped capital, and regulatory clarity and consistency, and we haven't seen that consistently enough, if you will.

MS. STOTHART:  Sure.  You accept, of course -- I think we've already said this -- but that with the energy transition, and with this urgent need for, you know, policy to address climate change, there will be a need for more electricity; right?

DR. CLEARY:  Yes.

MS. STOTHART:  And more electricity means more distribution infrastructure; right?

DR. CLEARY:  And more -- or more revenues as well, yes.

MS. STOTHART:  But my question was just it means more distribution infrastructure; right?

DR. CLEARY:  Yes, but it also means more revenue.

MS. STOTHART:  Well, it means capital expenditure to build that infrastructure?

DR. CLEARY:  And with an allowed ROE, and where you can expense some, it should mean more profits too.

MS. STOTHART:  Do you have a sense of how much more?

DR. CLEARY:  In terms of how much more electricity?

MS. STOTHART:  No, how -- well, yeah, how much more distribution infrastructure will be required?

DR. CLEARY:  Not necessarily, but I know that we're going to need significantly more electricity, which would require more infrastructure, which, again, requires -- entails more sales and profits when you -- when you're -- have an allowed ROE where you're able to pass legitimate expenses on to your consumers.

MS. STOTHART:  And that need is a near-term need; right?

DR. CLEARY:  In what sense?

MS. STOTHART:  Well, in the sense -- we're all talking about, you know, this transition that's coming, and this urgent need to finance the electricity grid expansion.  And in order to do that, you realize that utility companies can't just start building, for example in five years, when that demand arrives, right, they have to start building sooner than that, it's a fairly urgent requirement?

DR. CLEARY:  I think we're talking -- it is definitely urgent, from the nature of this report, that we start doing that.  As to is it urgent that Ontario utilities have to go out tomorrow and raise a lot of capital for this?  I would say that depends, I don't see that.  I think it will roll in over the next few years, depending on how they move towards this is transition.  I don't think it's urgent in the sense that they're going to be out there raising buckets of extra money over the next year.  I think it will happen quite consistently over the next three years.  And maybe there will be a tipping point, where they need a whole -- a whole bunch at once, but I don't think we're at that tipping point just yet.  We're at the point where they have to start planning for it and are dealing -- you know, potentially need more capital.

MS. STOTHART:  But you realize that the lead time to actually do the construction, it's not immediate, right, there has to be several years in between the need and the actual beginning of construction; right?

DR. CLEARY:  Well, I do recognize that, but first you have to have the commitment to it before you are going to raise financing for it, right, and the plans in place.  And I don't see, you know, I don't see that happening in the next month, that there's going to be this onslaught to capital markets.

And I would also say that the capital markets, it's all forward looking.  So when I say that Ontario Hydro is borrowing at 4.6 today, the A-rated utility yield in Canada, the debt market in particular is quite efficient and forward-looking, and they are factoring in those growth plans.  It's not like you come to...

And most of the investors in bonds in particular are institutional investors.  They are the life insurance companies, the pension companies, and mutual funds to a certain extent, so I would be surprised if they are not asking those types of questions and requiring that type of information:  What do you need the funding for -- what is your long-term plan; what is your intermediate-term plan -- before they are giving them 30-year debt at 4.6 percent.

As a former commercial lender, I know, if I was giving out loans and not asking those questions of my clients, my boss would have rapped me over the head for it.  And they are a lot smarter than I am.  So that's just what my experience tells me, is that it's all forward-looking capital.

MS. STOTHART:  Right.  Why don't we look at tab 17, PDF page, I believe, 125.  I am just looking at that second section, under "Rising capital expenditure requirements," and, just to be clear, this is a Morningstar DBRS report.  And what they say is:
"The industries'", Meaning utility industries, "ongoing allocation of substantial capital towards initiatives such as climate adaptation, modernization, and energy transition, has reached unprecedented levels, with many utilities rolling out capital expenditures programs that are 10 percent to 20 percent greater compared with previous cycles." 

Do you have any reason to disagree with that?

DR. CLEARY:  Sorry, what report is this from?  I have no idea.

MS. STOTHART:  Sorry.  We will go to the top of the report.  It's from Morningstar DBRS.  That's one of the credit-rating agencies; right?

DR. CLEARY:  Um-hmm.

MS. STOTHART:  Okay.

DR. CLEARY:  But I haven't had time to -- this is the first I am seeing this report.

MS. STOTHART:  No problem.  Would you like to take a moment to review it?  We can also -- actually, it is a good moment, maybe, for the morning break.

DR. CLEARY:  Yes, I am not going to review it and give an opinion on it in five minutes, under the gun, so I will provide an undertaking to comment on it after I have had proper time to read it and digest it.

MS. STOTHART:  Okay.  Well, why don't we take a break now, if that works for the Commission.  You can take a look at this report.  It's three pages long.  But I don't need you to agree with the entire report.

DR. CLEARY:  I don't have it in front of me, and I am not going to get the court reporter to scroll through it with me, with my bad eyes.  I am sorry.  It is just on the spot.  I have a lot of things to do, and I don't think's it is a reasonable request for me to read something and comment on it.  That's just not the way I operate.

MS. STOTHART:  Yes.  We will just take the break now, and then we can consider whether we need an undertaking.  Thank you.

MR. JANIGAN:  Okay.  We will take a break to 11:20.  Are you pretty much on target, Ms. Stothart?

MS. STOTHART:  I think so.

MR. JANIGAN:  Okay.  Thanks very much.  And possibly batteries can be put in the clock in the break.  Thanks.
--- Recess taken at 11:05 a.m.
--- On resuming at 11:19 a.m.

MS. STOTHART:  Dr. Cleary, you read the other experts' reports in these proceedings; right?

DR. CLEARY:  Yes, I did.

MS. STOTHART:  Concentric's report?

DR. CLEARY:  Yes.

MS. STOTHART:  And did you note there was a quote from this DBRS Morningstar report in the Concentric report?

DR. CLEARY:  It has been quite some time since I read the original report but maybe, yes.

MS. STOTHART:  So, it's not the first time you are seeing this, and in fact the quoted portion, I believe, is this portion I am taking you to.  But I don't necessarily need you to agree with the numbers, but do you agree with this quoted section that begins "the industry's ongoing allocation," that it's reflecting the fact there is an increased current expenditure on capital, capital development?

DR. CLEARY:  Well, it says they are rolling out programs now.  Which has a loose interpretation in terms of timing; right?

MS. STOTHART:  Fine.  You said a few moments ago that there will be increased revenues and I think the implication, the increased revenues associated with increased electricity distribution the implication being that should satisfy the utilities in terms of their capital needs; right?

DR. CLEARY:  No, I don't think that's the implication.  Certainly some of the capital expenditures can be financed by reinvested profits, but I would assume that some would be financed by accessing external capital markets for debt and equity, but the point of the extra sales and the extra profits is that that would make them attractive destinations for capital as they are now, as they are perceived in the market now according to all indications by their A ratings and by their ability to raise financing.

MS. STOTHART:  Right.

DR. CLEARY:  So, I think that there's two parts to that.  That the extra profits I think any investor would view as positive, unless there was an issue that they couldn't attract capital with there seems to be no indications of today.  And, again, I hate to harp on it but as mentioned before capital is very forward looking.  So, if they are allocating it today, they are taking these factors of future planning into consideration, today.

MS. STOTHART:  All right.  And you recognize that most Ontario electricity customers are residential and therefore have fixed distribution charges; right?

DR. CLEARY:  I don't know what you mean by "most."

MS. STOTHART:  I think the majority, I believe it's about 90 percent of electricity customers of Ontario are residential customers and therefore have fixed distribution charges.

DR. CLEARY:  Sorry, what do you mean by fixed distribution charges?

MS. STOTHART:  I mean the cost for the distribution aspect of their rate is fixed, it doesn't vary based on the amount of increased distribution the utilities have to construct.

DR. CLEARY:  Well, the rates that the consumers would pay would be based on the allowed ROE and all of the parameters that we are looking at here, which would back out to the prices they  are charged; right?

MS. STOTHART:  The distribution component of it is fixed.  The volume may change based on the amount of electricity, but in order to pay for that distribution infrastructure that aspect is fixed?

DR. CLEARY:  I am not quite sure what a residential customer cares about a distribution allocation, I am not quite seeing the connection there, I apologize.  But as a customer I just care about how much I use and how much I pay, I don't really think about the distribution requirements of Hydro One or whoever I receive it from; right?

MS. STOTHART:  Okay.  Let's look at Tab 18 of the compendium.  This is an excerpt from the Emera 2023 annual report, and Emera was one of your five Canadian comparables; right?  Sorry, you nodded but can you just say yes for the record.

DR. CLEARY:  Yes.  Yes, they are one of my five comparables.

MS. STOTHART:  Thank you.  And if we flip over to page 130 of the PDF.  They have a section discussing the clean energy transition, and they say in that section:
"There are significant and competing pressures that must be addressed and carefully balanced in order to deliver a successful energy transition.  A clean energy future must be achieved in a way that's balanced with affordability for customers and without sacrificing reliability -- all within a system that was built at a time of lower energy demand  and with different goals in mind." 

Do you see that statement?

DR. CLEARY:  I see that's what Emera is saying in this report that I have never seen before, yes.

MS. STOTHART:  Emera is one of your comparable companies; right?

DR. CLEARY:  Yes, but I haven't read all the annual reports for all of the comparables.

MS. STOTHART:  I appreciate that, I am not suggesting you have.  But you say they are comparable to an Ontario utility?

DR. CLEARY:  They are a reasonable comparator given the issues involved in finding an adequate Canadian sample, yes.

MS. STOTHART:  Sure.  And so, would you accept my interpretation of this statement as Emera is disclosing that it's facing a challenge in its ability to meet the energy transition with systems that were not built to accommodate it?

DR. CLEARY:  That's what they are saying, I don't know that it applies to Ontario utilities.  Emera operates in different jurisdictions, including some in the US and Nova Scotia, my home province, and they are on there.  So, it would be inappropriate to just blindly compare this statement to those facing Ontario utilities, which is in a specific jurisdiction with specific goals for transition and also a significantly different energy mix; right?

MS. STOTHART:  So you don't think Ontario utilities face the risk that Emera is disclosing here?

DR. CLEARY:  I'm not saying they don't.  I don't know that that statement from their report applies word for word to Ontario utilities.

MS. STOTHART:  Okay.  And if we look at the next paragraph, Emera discloses:
"As energy policy and objectives continue to evolve the demand for cleaner reliable energy increases and the challenges to customer affordability intensify, each of these critical forces directly impacts the other.  Affordability is challenged by the need to invest in cleaner energy and reliability.  While renewable energy is becoming increasingly cost effective our systems were not built to support their intermittency, which means we must invest in backup energy and a grid modernization to support reliability.  All of this requires increased capital investment in an environment where the cost of capital is much higher inevitably impacting affordability."

Do you see that?

DR. CLEARY:  And, again, that statement applies to Emera and the jurisdictions they operate in and there's no indication that those are the case for Ontario utilities in terms of attracting capital or that they face these challenges to the same degree as Emera does.  So, you know, I don't, I don't really understand, I don't think, again, this is directly applicable.  It's interesting, but I don't think it's directly applicable to Ontario utilities.

MS. STOTHART:  Okay.  So, in this respect you don't think Emera is a comparable utility to -- or company to Ontario utilities?

DR. CLEARY:  I don't think that statement, you can't take every statement out of the utilities and apply it to Ontario utilities.  I think for capital market statistics Emera, it has Canadian operations, some non-Canadian operations, but it is mainly traded in the Canadian markets and borrows in the Canadian markets is reasonable comparable for capital market comparison purposes.  Although not as good as some of the other ones that are primarily Canadian operating companies, but to now get into the specifics on business risk, what I would typically do is look more at operating companies with similar business risks to Ontario utilities, which is what I did in the Enbridge Gas proceedings a year ago, if you will.

MS. STOTHART:  Okay.  Let's turn to Tab 19, PDF page 133.  Sorry, let me pause actually with that one just so you can see what this document is, but it's the Fortis fourth quarter and annual 2023 report results.  And Fortis is another one of your comparable company; right?

DR. CLEARY:  Mm-hmm.

MS. STOTHART:  Okay.  So, if we scroll down to the next PDF page and towards the bottom, there is a section titled "Climate-Related Transition Risk."  And I will focus just in terms of time on these last two paragraphs, but they disclose here, "As new technologies become widely available", looking at the second last paragraph, second-last sentence:
"As new technologies become widely available, infrastructure design risks and time delays may emerge.  Utility energy delivery system will require technological changes and updates in order to effectively deliver increasing amounts of renewable energy to customers.  The availability of regulatory mechanisms or the ability of the corporations' utilities to pass related costs on to consumers remains uncertain.  Regulatory lag in relation to the adoption of climate change initiatives and/or the availability of regulatory recovery mechanisms in certain jurisdictions could contribute to financial harm to Fortis and its utilities." 

Do you see that?

DR. CLEARY:  I see that that's in this report from Fortis.

MS. STOTHART:  Any reason to disagree that Fortis is facing that risk as it discloses in its annual report?

DR. CLEARY:  Well, again, I'm not quite sure how this applies to Ontario operating utilities, because Fortis, again, is a holding company, as was Emera, that has operating companies operating in various jurisdictions, some Canadian and some non-Canadian, that face different levels of risk.

So Fortis, for example, has Newfoundland Power, that Concentric has argued is a risky utility in the past, as pointed out in my evidence -- or in IR.  So that's just one example.  And then of course they have Fortis Alberta and FortisBC, but then they also have US.

So, again, the fact that -- it's not indicative that Ontario utilities are facing the same challenges to the same degree.  What it does indicate to me is that holding companies, even these Canadian ones -- and the US samples are primarily almost all holding companies -- are riskier than operating companies, because they have operating companies operating in various jurisdictions that face all of those business risks, not just the transition risk, but regulatory risk, and so on and so forth, that are different than Ontario utilities, not to mention economic risk is -- Ontario is a very sound economy.

MS. STOTHART:  Okay, so I guess in this respect, again, you don't think that Fortis is particularly comparable to Ontario utilities, in its disclosure of its climate-related transition risks?

DR. CLEARY:  I wouldn't -- I can't say that they're not directly comparable, I just say without doing a deep dive on Fortis, it's very difficult to assess if this statement applies to Ontario utilities.  And then, again, just as I said for Emera, on the other hand, given the lack of Canadian utilities that are publicly listed, and when I'm looking for publicly available data, in terms of their borrowing, in terms of their debt ratings, and their -- you know, I need to look at their stock trading performance; they're better than taking US companies, which will also be holding companies, but in more jurisdictions, with different risks, with different regulatory risks, and operating in the US capital market as opposed to the Canadian capital market.

MS. STOTHART:  Okay, let's look at PDF page 136.  Actually, why don't we go to 135, sorry, the first page of it.  This is the Canadian Utilities annual report.  Canadian Utilities is one of your comparable companies?

DR. CLEARY:  Mm-hmm.

MS. STOTHART:  If we scroll down the page, they disclose under "Financial Risks" -- sorry, continue scrolling, please.  Thanks.  So the paragraph beginning, "The company is subject to normal risks associated with major capital projects, including cancellations, delays, and cost increases."  But then they say:
"As it relates to the company's energy transition investments, the company faces additional risks, including policy uncertainty, the pace of energy transition, commodity and environmental attribute price risk, and climate-related risks." 

Do you see that?

DR. CLEARY:  Yes.

MS. STOTHART:  Any reason to disagree with that disclosure from Canadian Utilities?

DR. CLEARY:  If they're saying it, I assume it's correct.  From their perspective, I should say.

MS. STOTHART:  If we scroll down to PDF page 139.  This is later on in the same report.  And they have a section at the bottom titled "Climate Change".  And here they say:
"The potential of aggressive shifts in government decarbonization policies with limited transitional periods could create risks as well as concerns over the energy transition being completed in an effective, reliable and affordable manner.  Reliability of energy systems has also become a concern for system regulators and operators." 

Do you see that?

DR. CLEARY:  Yes, I see the statement.

MS. STOTHART:  Okay.  So fair to say that three of your comparable companies, Emera, Fortis, and Canadian Utilities, are all disclosing risks relating to energy transition and their ability to face it and deal with the increased demand in a satisfactory manner?

DR. CLEARY:  Again, back to my previous point, without trying to -- you know, yes, they are allocating it, but they are different than Ontario utilities.  And this is a risk that faces all utilities, to different levels.  And, again, you know, the bottom line assessment is what the capital markets think in terms of providing this capital, and there's no indication that Ontario utilities, or at least the ones we've discussed, the main ones, are having a difficult time attracting capital.

MS. STOTHART:  Um-hmm.  Okay, I want to shift topics to some of the models you use in your analysis.

DR. CLEARY:  Um-hmm.

MS. STOTHART:  So your proposed ROE of 7.05, that's derived from averaging the results of three models; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  Okay.  And these models, they are used to help a regulator empirically determine the cost of capital with reference to objective data, as we discussed earlier?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And the three models you use are the CAPM model, a DCF model, and you have sort of two prongs to that, and then a bond yield plus risk premium model?

DR. CLEARY:  That's correct.

MS. STOTHART:  And you equally weight the three of your models in your proposal, because you say it in one of your interrogatory responses and also in your report, most analysts use more than one approach to estimating cost of capital, and they each provide a different perspective on cost of capital; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  Just briefly, you have a point in your report.  I'm looking at tab -- tab 23, PDF page 146.  And you just cite a couple of surveys, in terms of which models are relied upon by how many Canadian CFOs; do you see that?

DR. CLEARY:  Yes, I do.

MS. STOTHART:  And one of these surveys -- this is if you look down at the footnote, the Baker and Saadi survey.  I have that one excerpted at --


DR. CLEARY:  Right.

MS. STOTHART:  And that survey, we can look at its cover, you include it as an attachment to your report, it's at tab 25.  And this is looking at the practices of Canadian companies in terms of estimating their own -- right?

DR. CLEARY:  Yes, by surveying the CFOs, who would use that information to estimate their weighted average cost of capital for capital expenditure purposes, among other things.

MS. STOTHART:  Right.  And you sort of use the survey and make the point that the risk premium model that you use is -- should be relied upon, and the CAPM model should be relied upon, more than the DCF model; right?

DR. CLEARY:  I don't know that that was my intended purpose, but I'm just providing the facts that these are widely used in practice, because the bond yield plus risk premium model, very intuitive, risk-based, based on a market risk premium that's embedded in the cost of debt.  And the CAPM, again, has the variables related to -- in the OEB formula.  There would be a reason for the DCF models being used less frequently, because a lot of companies just don't pay dividends.  So if your CFO is not an option for you, or if your dividends aren't a significant payout, or the earnings are not stable, the dividend discount model, or the "DCF" as we refer to it here; doesn't work too well.  But for utility companies it should work quite well because they have high payout ratios and relatively stable earnings, because they have allowed ROEs, so it tends to work quite well.

MS. STOTHART:  Okay.  And I just noted sort of the table across the page, we can scroll down, which is from that survey.  The only method this notes, that CFOs use more than the other ones you list, is judgment, that's their top method; right?

DR. CLEARY:  Yeah, so that would be like, "This has been our cost of capital."  And, you know, I think that makes sense, that they would do so.  And they also have an input as to what they're borrowing at today, or what they could borrow at, even if they didn't.  And, yeah, so I think they would look at the models and then apply judgment to it.  So I don't know if it should be a separate category, but that's the way the author has structured it.

MS. STOTHART:  But perhaps not a methodology that this Board should be using, in terms of assessing and setting the ROE?

DR. CLEARY:  Well, look, it shows you that it's very wildly used; right?  And I would suggest to you -- and, again, I haven't read this study in depth in some time, but that that -- the really -- that they would be applying judgment, they would obtain the other estimates using the models that they use, and then they would apply judgment to that, which would be based on past experiences, and anecdotal evidence they note in their day-to-day activities and in the markets.

MS. STOTHART:  Well, let's turn to your DCF methodology.  You just told me, which is consistent with something you say in your report, that the DCF model works well for mature companies with stable earnings and high payout ratios, like utility companies.

DR. CLEARY:  That's correct.

MS. STOTHART:  Just in terms of the sort of principle of the DCF methodology, it's based on -- and correct me if I am wrong, but -- the premise that today's stock price represents investors' expectations regarding future cash flows from holding that stock; right?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And yet, despite that focus on sort of investor expectations, you criticize the use of investment analysts' forecasts; right?

DR. CLEARY:  I criticize the use of sell-side analysts' forecasts because those are inflated.  They are trying to sell products.  They have -- like, their recommendations on stocks are about 65 percent buys, 30 percent holds, and 5 percent sells, so that kind of tells you their inclination to sell the stocks.

Unfortunately, we don't have available the buy-side analysts, and the buy-side means the portfolio managers, the pension funds, and the other big asset managers, because that's proprietary information.  And I can tell you that they don't use the sell-side analysts; they develop them themselves or, if anything, they temper them.  So we are talking two different things here.

The price, itself, is not based on those analysts' growth forecasts; it's based on the assessment of professional investors as to what they think the growth assessment is.

MS. STOTHART:  Okay, so -- because you do consider finance professionals' opinions elsewhere in your report.  I am looking at -- I have an excerpt at Tab 27, PDF page 158, and you say there, "I would argue that the beliefs of professionals" -- I will let you scroll down.  It's towards the bottom of the page 26, line 26.

"I would argue that the beliefs of professionals who participate in the markets and influence market activities are far more relevant than market expectations determined using unrealistic growth assumptions." 

And so are you drawing a distinction there between professionals who participate in the markets and influence market activity and sell-side analysts?

DR. CLEARY:  Definitely.  The sell-side analysts do not manage money; they try to attract money.  When you look at that survey, I have BlackRock that's over 10 trillion, I have Vanguard, I have State Street.  Like, in that Horizon survey, they survey 44 large institutional investors and advisors, Morgan Stanley, Goldman Sachs, all of those.  Those are the ones that manage the money.

The sell-side analysts are trying to get some of that money allocated to them, so they are very different beasts.  I think the people who are managing close to 100 trillion in assets have a fiduciary duty to earn the best risk-adjusted reward for their clients.  Those, they're views are critically important.

Sell-side analysts are trying to generate business, not saying anything -- I know some, but, you know, it's kind of well known that they are trying to generate business --


MS. STOTHART:  But the sell-side analysts work --


DR. CLEARY:  -- so then those would be inflated.

MS. STOTHART:  Sorry.  The sell-side analysts work for JP Morgan, too.  They work for Morgan Stanley, too.  They are working for reputable organizations; right?

DR. CLEARY:  A lot do, but then the interesting thing is the buy-side of those banks don't pay attention to those analysts' estimates.  I have looked at -- I have had enough analysts' estimates in front of me, but, of course, they are proprietary, to know that they are not using 9 and 10 percent growth for the long run in their -- well, they wouldn't use a dividend discount model; they would use a free cash-flow model, which is basically the same, replace free cash-flow for dividends.  But they don't use the ones from their retail side.

MS. STOTHART:  But we don't have that evidence before this Board today.  We don't have the evidence of what the buy-side analysts do.

DR. CLEARY:  No, we don't.

MS. STOTHART:  So we don't actually know that it's different from what the sell-side analysts are doing.

DR. CLEARY:  Well, we kind of do because, if you look at the forecasts of the professionals that I am talking about in 6.1 and 7.1 percent, if those are their estimates of the future market returns, then they are not using 9 percent growth rates in their models, with a dividend yield, to determine 6 percent or 7 percent.  It's just impossible.

So it's one thing -- these are just words.  What they are doing is actions, and what they base their beliefs in terms of their investments are based on are these kind of discount rates as opposed to those that would be put together by assuming that companies can grow at three times the rate of GDP growth to infinity, which, you know, is a mathematical impossibility.

MS. STOTHART:  So one of the or I think you cite at page, PDF page, 163, you have a cite for this optimism bias you say is suffered -- 163, sorry.  Your cite for this optimism bias that sell-side analysts you say they have, it comes from this Easton and Sommers paper; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  And that's from 2007, so it's a little dated now; right?

DR. CLEARY:  That's correct.

MS. STOTHART:  Are you aware that, subsequent to this 2007, I think in 2015, FINRA in the US enacted a comprehensive rule governing analyst recommendations?

DR. CLEARY:  I can't dispute it.  I seem to recall that there was some, and I don't know that 2007 is the date, but I do know that there was some regulation, but -- and I have been asked that question before.  But it doesn't really preclude them from coming up with these high-growth estimates that continue to persist because all I have to do is look at the evidence when you use these analysts' estimates, and, I mean, common sense tells you that regulated operating utilities in defined territories should not grow at five times or four times the rate of GDP growth, the rate of growth of the other companies in the market.

MS. STOTHART:  Okay.  Let's just look at the rule.  It's at tab 29.  And I appreciate, you know, you say you're not necessarily aware of the details of the rule, but this is Rule 2241 from FINRA.  And, if we scroll down to the second page of it -- sorry.  Actually, it's page 168 of the compendium.  168, excuse me.  I will enunciate better.  Scroll down to number C, or letter C, so "content and disclosure on research reports."  It says:
"A member must establish, maintain, and enforce written policies and procedures reasonably designed to ensure that purported facts in its research reports are based on reliable information".


And then (b):
"Any recommendation, rating, or price target has a reasonable basis and is accompanied by a clear explanation of any valuation method used and a fair presentation of the risks."

So would you agree with me that this rule would help mitigate the impact of any sell-side analyst that's not properly justifying their recommendation based on a reasonable basis and a clear explanation of the valuation methods used?

DR. CLEARY:  Sorry, could you repeat that quote you just gave me?

MS. STOTHART:  I don't know if I can precisely, but my question was --


DR. CLEARY:  Where is it on this --


MS. STOTHART:  Right, it's (b).

DR. CLEARY:  So (b), any recommendation has a reasonable basis and is accompanied by a clear explanation.  One would think so in theory, but, again, I think I put it in response to one of my IRs:  Why are we still seeing 65 percent buys, 30 percent holds, and 5 percent sells by them?  Like, it just doesn't correspond.

It sounds good, but it seems like it's not being implemented.  But, again, how do you judge that they are trying to do this intentionally?  And, who knows?  They probably, maybe, some of them are not.  But the fact of the matter is, if you look after the fact, that their growth rates are excessive.  Their growth rate forecasts, I should say, are excessive.

MS. STOTHART:  Based on the common-sense review --


DR. CLEARY:  Well --


MS. STOTHART:  -- of how it should be?

DR. CLEARY:  -- you know, in Alberta, where I have testified before, the AUC or the Alberta Utilities Commission has not allowed growth estimates in excess of nominal GDP growth estimates in the single-stage DCF models.  So that I believe employs good common sense, that companies could -- and the thing that everyone -- well, I wouldn't say everyone, but I think the thing that gets missed from time to time is that dividend discount model is from here to infinity.  When you plug in a single stage, you are assuming that growth doesn't just last for the next two years; mathematically we have rearranged that formula where the growth is to infinity.  So, it's one thing for a company to have 9 percent growth for the next year or two, but to say that that is going to continue to infinity it's a mathematical inconsistency.  Okay.  We thought maybe Microsoft might do that forever and maybe Apple, but guess what, competitive pressures even those companies they lasted longer than most; right?  

But to say that operating utilities -- like where is that growth going to come from?  You know, are we going to have a population explosion?  Okay, energy transition we are going to need -- it just, it doesn't -- it's not realistic to assume they can grow at that rate.  Holding companies can do that from time to time, but it's what we call inorganic growth, by acquiring other operating companies; right?  But organic growth, which is what we are focusing on in these models, is -- should not occur at that rate for long-term periods.

MS. STOTHART:  All right.  But growth might increase, I mean you just said it right there with the energy transition; right?  There might be a huge boon of growth and demand associated with that such that it wouldn't be unreasonable to expect high growth rates?

DR. CLEARY:  It's difficult to forecast how it could be 10 percent to infinity; right?

MS. STOTHART:  But perhaps 10 percent for a lower period of time; you're willing to accept that?

DR. CLEARY:  It would depend on the utility.  But if I am taking -- back to the original part of our discussion, if I am looking at analysts' forecasts for that -- sorry, sell-side analysts' forecasts for that, I am not willing to take their word on it.  And also, I would add that if you use 10 percent for the next five years and then gradually declines to long-term GDP growth rate of 5 percent over the next five years as Concentric does, you are essentially assuming greater than GDP growth to infinity because you're saying 10, down to 5 or 4 I guess, and then 4 forever so, you know, I can do the math but I don't need to, its if it's 10 then gradually to 4, then 4 to infinity, overall the average is going to work out to more than 4; right?

MS. STOTHART:  Yes, you are reflecting something in the perhaps shorter term that is leading to growth being expected to be more significant than GDP because there's something in that industry particularly warranting it?

DR. CLEARY:  But then why are you assuming they are going to grow at GDP growth in the long-term when they are a low-risk, you know, operating monopoly in a well-defined territory?  Why should they grow at the same rate as the average company in the industry which takes on more risk to generate that growth; right?  And pay more for their capital to finance those opportunities that entail more risk.

MS. STOTHART:  So, on your logic growing at a shorter -- at a lesser rate than GDP into infinity, you're positing that the energy sector is just going to become -- or the utility sector is just going to become smaller and smaller over time, effectively, relative to the economy?

DR. CLEARY:  Not necessarily.  They are going to be smaller?  I say that they will grow slower than the economy, maybe as a proportion, I guess you could say that.  But the fact is they would continue to grow, just not as -- like, if you look at the market today, and a lot has been talked about the US stock market, and you look at that, those great returns over the last few years, a lot of that has been financed through -- sorry, has been due to the high performance of the high tech industry; right?  And if we looked at the market 30 years ago, that was a small part, well maybe 30 years isn't right but before the boom in 2002.  But the bottom line is that industry composition changes and new industries grow.

MS. STOTHART:  Okay.  I just want to do one more point on this FINRA rule, if we scroll up to PDF page 167.  At the very top of the page, there is a section that discusses mechanisms to avoid conflicts of interest and issues relating to sell-side analysts' forecasts or recommendations.  And at section F here it says, you know, that these analysts' compensation will be required to be reviewed and approved at least annually by a committee and that review and approval will consider a number of items which are listed in those (i), (ii), and (iii), including the individual performance of their research, and the correlation between their recommendations and the performance of the recommended securities.

So, again, I am asking you, you know, do you think that this FINRA rule might assist in mitigating this sell-side analyst optimism bias that you're concerned with?

DR. CLEARY:  In theory.  But in practice, if you're the one saying sell and everyone else is saying buy, you may have bigger problems than worrying about your annual bonus, so.

MS. STOTHART:  Okay.  And you're --


DR. CLEARY:  Because I haven't seen that, because these analysts growth -- I mean, like, I looked at some of the ones that was used by Concentric, for example, in forecasting the MRP and they had growth rates in there as high as 180 percent and some as low as minus 20 percent, I don't know what those mean.  Like, what -- how are those growth to -- they might be growth rates for next year or two, but to use them as the sustainable one is incorrect.  So, maybe we can talk about this.  Maybe their one-year growth rates might be better, but I still think they are super inflated.  But to use those short-period growth rate, which is the other thing I neglected to mention, those are not necessarily growth rates to infinity, the -- they are being used in the DCF model as if they are to infinity, which is not correct, they are trying to forecast over the next year or two.

MS. STOTHART:  Okay.  So, you project nominal GDP growth in your report as 3.9 percent; right?

DR. CLEARY:  That sounds correct, it's around 4 percent or something like that.

MS. STOTHART:  Yes.  But your proposed growth rate to infinity for the single-stage model is 1.77 percent; right?

DR. CLEARY:  Sorry, I will have to --


MS. STOTHART:  Yes, we can look at it.  I will have to get the reference.  Anyways, I mean does that sound generally correct to you?  Your proposed growth rate is about half of your nominal GDP growth rate, or less than half?

DR. CLEARY:  It's around 1.8 percent was what I used in the dividend discount model, correct.

MS. STOTHART:  Right.  And you also note in your report that the nominal growth rate incorporates inflation of 2 percent; right?

DR. CLEARY:  Correct.

MS. STOTHART:  Okay.  So, would you agree with me that using your growth rate, that's less than inflation and therefore it would constitute negative real growth?

DR. CLEARY:  It's about zero percent growth.

MS. STOTHART:  Well, it's a bit below zero --


DR. CLEARY:  Yes.

MS. STOTHART:  -- it's negative.  And the Alberta Utilities Commission made that comment about your evidence; right?  That negative real growth would not be accepted by investors?

DR. CLEARY:  I am not sure.  Do you have the reference to that?

MS. STOTHART:  I do, yes, not a test.  We can look at page -- tab 37.  And paragraph 439.  About halfway through the -- well, I will read the whole paragraph because there the overall average long-term growth rate across your 12 scenarios was 1.89 percent.  Quite similar:
"And the Commission notes that this growth rate is within the Bank of Canada's targeted range of 1 to 3 percent for inflation.  If long-term inflation exceeds Dr. Cleary's 1.89 percent long-term growth rate, this results in negative real growth.  The commission considers that over the long term investors would not accept the risks of equity ownership if the expected long-term outlook for real growth was at or near negative levels.  Consequently, the Commission will not accept the single stage DCF model results in submitted by Dr. Cleary." 

Right?

DR. CLEARY: Yes, that's what they concluded, but that does not necessarily make it fact.  Because, in fact, some of those buy-side analyst reports that I did have access to, and actually I managed to be able to submit it in one of the Alberta hearings, they were using around 2 percent growth, which makes sense if 4 percent is the target for GDP, so very similar.  I can provide that if you want me to.

MS. STOTHART:  You think it's realistic to expect that growth will be negative?

DR. CLEARY:  Well, you're talking a few basis points negative, but around zero, maintain, not ideal but that's what the sustainable growth rate is implying in the model, which is suggesting that if it's greater than that they will need to raise external capital.

MS. STOTHART:  Okay.  And so, your analysis, you use something called the sustainable growth rate, you just referenced it?

DR. CLEARY:  Mm-hmm.

MS. STOTHART:  And that's calculated by multiplying the company's cash remaining after dividend payout by ROE, right?

DR. CLEARY:  That's correct.

MS. STOTHART:  Is it actual ROE or authorized ROE?

DR. CLEARY:  Actual.

MS. STOTHART:  But actual is influenced by authorized ROE; right?

DR. CLEARY:  Well, actual for holding companies is influenced by a number of authorized ROEs as well as some other things too; right?  So.  But used actual, which is the way it would be applied to other companies.  And I actually note that Nexus uses the sustainable growth rate model in estimating their forward-looking MRP.

MS. STOTHART:  Not in its DCF results, right?  That's not what Nexus did?

DR. CLEARY:  Well, that's how they estimated their MRP, was they used a DCF model for the S&P -- I think it was the S&P 500, it was definitely US index.

MS. STOTHART:  Yeah.

DR. CLEARY:  And they estimate all these growth rates, and then they went backwards from there and came up with something like 11 percent growth rates and -- oh, actually, they used -- yeah, in that one they didn't have as high a growth rate, it was Concentric that had the analyst ones that came up with the high growth rates.  But then they estimated that as the expected return -- or, sorry, the return in the market, expected return in the market, and they subtracted their estimate of the risk-free rate from it to come up with their MRP.  But the only reason I make the point is they were using the model that's widely used in finance, it's in the CFA curriculums, in virtually every academic text I've ever seen, in terms of intro finance or -- or valuation.  So it's a widely used approach, yeah.

MS. STOTHART:  Right.  And I just want to clarify one point, because you say in your report -- I'm looking at PDF page 165 -- that the model -- it's about mid-way through the page, line 16, "It should work quite well for utility firms that pay a significant proportion of their earnings" -- oh, I'm sorry, PDF page 163.  Yeah, sorry.  Line 16 of this:
"The model should work quite well for utility firms that pay a significant proportion of their earnings out as dividends, and that possess relatively stable ROE figures that are generally close to allowed ROEs, which do not usually fluctuate by large amounts."

So is the inverse of that true, that the model wouldn't work very well for firms whose ROEs are not close to allowed ROEs?

DR. CLEARY:  I think I was focusing more on the relatively stable ROE figures.  So, as I said with a holding company, it's very difficult to even determine what the allowed ROEs are.  So the focus of that passage, I guess, is -- and if I ignore utility firms, it works good for companies with fairly stable ROEs, fairly solid growing earning.  So it works really well for banks, for example, because they're mature companies. So, I think the point there was that because the allowed ROEs do not change dramatically year over year, that by nature operating utilities will have fairly stable ROEs.  Okay.

MS. STOTHART:  Okay.

DR. CLEARY:  So it should work well for companies whose ROE is predetermined to a certain extent; right?

MS. STOTHART:  Because the model is premised on the expectation that the firm will be able to earn that ROE --


DR. CLEARY:  Not really, no, it's premised on the fact that the ROEs will be stable.  That's why it can apply to other companies; right?  That's why it works well for financials, they have no allowed ROE, they earn what they earn, but the ROE tends to be fairly consistent.  So the fact that utility -- operating utilities do have prescribed allowed ROEs is informative, because it suggests that the earned ROEs should be stable.

MS. STOTHART:  Right, but it's the ROE that would be expected by the market in the future, and therefore you're saying because it's stable that's what the ROE would be in the future?

DR. CLEARY:  It's more to do with the stability of the ROE than the fact that they have an allowed ROE or that they earn it.

MS. STOTHART:  Okay.  Are you familiar with Roger Morin, Dr. Roger Morin?

DR. CLEARY:  Yes.

MS. STOTHART:  He wrote a textbook called "New Regulatory Finance"?

DR. CLEARY:  Yes, I've heard of it before.

MS. STOTHART:  Okay.  I just want to look at that, at Tab 40.  And I'm looking at PDF page three -- or, no, what am I looking at?  PDF page two -- okay, here we go.  So if you just scroll two pages in.  The next page, please.  Or, no, I apologize, you scrolled well.  The one above.  And at the top of this page, it says:
"In implementing the method, both B and R should be the rate that the market expects to prevail in the future."

I think that sort of summarizes what we were talking about:  It's stable, and therefore the ROE reflects what the market expects to prevail in the future?

DR. CLEARY:  Sorry, B means what in this circumstance?  What does B and what does R mean?

MS. STOTHART:  B is the retained dividends and R --


DR. CLEARY:  Retention ratio?

MS. STOTHART:  Yes.

DR. CLEARY:  Okay.

MS. STOTHART:  And then R is the expected ROE.

MR. MONDROW:  Sorry, could we go to the previous page where the formula is set out and the definitions are there --


DR. CLEARY:  Yeah, I wouldn't mind seeing it.

MR. MONDROW:  -- so Dr. Cleary can read it?  Thank you.

DR. CLEARY:  Thank you.  Okay, got it.  Thanks very much.

MS. STOTHART:  If we go back to that passage that we were looking at, the R, the ROE, should be the rate that the market expects to prevail in the future?

DR. CLEARY:  Again, you're going to have to go back to see what --


MS. STOTHART:  Okay, if you could scroll back up.

DR. CLEARY:  -- Dr. Morin says.

MS. STOTHART:  You also -- I provided a copy of the actual physical compendium.

DR. CLEARY:  The formulas can change and the devil can be in the details sometimes, so I don't want to --


MS. STOTHART:  Sure.  Please, take your time.

DR. CLEARY:  -- I don't want to say something that doesn't apply.  Okay, that's the way it's formulated.  In practice it's generally implemented by using the ROE, the most recent ROE, or some average over a period --


MS. STOTHART:  But --


DR. CLEARY:  -- as a forecast for expected ROE.

MS. STOTHART:  Right.  So the theory is that the ROE in the model is what is expected to be the return generated.  Okay. So aren't you suggesting -- you're proposing an ROE of 7.05 percent, but then you're using a different ROE in your model; right?

DR. CLEARY:  I'm using the actual earned ROE in the model here, yes.

MS. STOTHART:  Right.  But isn't there an inconsistency between you saying the ROE should be 7.05 percent, that's what investors should expect to receive, but then also using an 8.5, or whatever it is that you take from the actual ROEs?

DR. CLEARY:  No, there's not an inconsistency there because 7.05 has not been implemented yet.  If it was implemented and we looked at the information next year, then the ROE would be 7.05 percent, which would change -- right?

MS. STOTHART:  But when you're proposing 7.05 percent, you're saying that's what investors expect and need to be their return in order to invest in these utilities?

DR. CLEARY:  That's what I'm saying would be an adequate return on equity for the investors.

MS. STOTHART:  Right, but then it will --


DR. CLEARY:  That doesn't mean that that's the number that goes into here, because we're using this -- that would be a circular argument to put that in there; right?  So what we're doing is we're looking at what they're observing now, using that as an estimate of what they expect to earn on the ROE in the future.

MS. STOTHART:  So you're using --


DR. CLEARY:  And we're -- just the same as we're using the existing payout ratio, or the average over a period -- to forecast what their future payout ratio will be, which clearly can change through time as well.

MS. STOTHART:  Right.  But so you're using one ROE in your model as representing investor expectations of what the return will be in order to generate another ROE that you're proposing to this Board as representing investor expectations; and they are different?

DR. CLEARY:  Could you repeat that again?

MS. STOTHART:  Yeah, you're using one ROE --


DR. CLEARY:  Right.

MS. STOTHART:  -- in the model, in the DCF model?

DR. CLEARY:  Right.

MS. STOTHART:  That you say represents investor going-forward expectations.  And then when you get a result, you then take that and propose a different -- lower ROE that you also say represents investor expectations?

DR. CLEARY:  Which is based on this model, CAPM and bond yield, and which is exactly what is done by LEI, Nexus, and Concentric, in using their DCF models.  They use the actual ROEs and the payout ratios in the model; right?

MS. STOTHART:  Okay, let's look at page -- scrolling down to page 306 of this book.  I believe it's two pages down. Thank you.  Yeah, this one.  And then at the bottom of this page Dr. Morin says:
"There is a potential element of circularity in estimating growth by a forecast of B and ROE" -- B being the dividend payout ratio -- "for the utility being regulated since ROE is determined in large part by regulation.  To estimate what ROE resides in the minds of investors is equivalent to estimating the market's assessment of the outcome of regulatory hearings."

So do you agree with that concern of circularity that Dr. Morin expresses?

DR. CLEARY:  No, I do not.  And I would note that Dr. Morin has testified on behalf of utilities in over 150 cases, so looking at his textbook is basically looking at it through the eyes of a utilities expert.  And I find issues with several of his conclusions that I have seen cited at various times by utilities experts in these proceedings.

MS. STOTHART:  So you don't think Dr. Morin is a neutral expert that can be relied upon?

DR. CLEARY:  I am not saying that, but all I know is that I disagree with a lot of the things that he says in here, that are things that are advocated by utilities experts, which tend to inflate the estimate of the required equity return.

MS. STOTHART:  Dr. Morin has published other treatises on utility cost of capital; right?  He has written, I believe, three of them, a well-known expert in the field?

DR. CLEARY:  On utility cost of capital, not something you see in an introductory textbook training people to go into the field of finance.

MS. STOTHART:  Let's shift to your risk-premium analysis, which you call a bond-yield plus risk-premium approach.

DR. CLEARY:  Um-hmm.

MS. STOTHART:  And, quite literally there, you are taking an average corporate bond yield and then you are adding a risk premium on top of that; right?

DR. CLEARY:  Taking an average corporate yield, yes, as reflective of the best estimate of their costs of debt for a typical utility, correct, and then adding risk premium, correct.

MS. STOTHART:  And you say at your report, at page 107, which I think I have at Tab 30, PDF page 175, at the bottom, you say:
"We now need to determine the appropriate risk premium to add to this.  As mentioned, the useful range is 2 to 5 percent, with 3.5 percent being commonly used for average-risk companies and lower values for less risky companies." 

And then you go on to say that your estimate, given the low-risk nature of utilities, is going to be 2.5 percent.  That's at the top of the next page.  Do you see that?

DR. CLEARY:  Yes, that's correct.

MS. STOTHART:  And what you cite for that is at the bottom of the page, Footnote 66.  You say it's:
"an example of implementing the risk-premium approach for IBM, from the CFA curriculum, where a risk premium of 2.75 percent is added to the cost of IBM's debt.  Clearly, IBM is riskier than a regulated A-rated utility, so 2.5 percent is very reasonable by comparison."  

Right?

DR. CLEARY:  That's the example I cited in my evidence but in response to -- I forget who this is from.  Well, actually, it's one of your interrogatories.  I provided about six or seven other examples from textbooks or CFA curriculum, where the range was 2 to 5 percent, 1 to 3 percent, 3 to 5 percent, so targeting around there.  And I don't know the name of that interrogatory, but it was M4-IGUA/AMPCO-4.

MS. STOTHART:  Yes.  My colleague is saying he thinks it EDA-5.  But I did look at that interrogatory, and, to your point, you have a bunch of ranges in there that are reasonable, but you don't actually have a number, like a specific number, and so that's why I am focusing in on this one.  And you do cite this one, right, 2.75 percent as the cost of IBM's debt and then using that as sort of a benchmark to say it's reasonable by comparison to use 2.5 percent for utilities; right?

DR. CLEARY:  Well, that was but one example.  Because this practice -- and, again going back to that survey, it's widely used in practice by CFOs and by -- actually, if you went to the CFA survey from investors, it also showed it was widely used by those investors, too.  And so I have seen so many examples where it's 2 to 5 percent.  One of the ones in here is 1 to 3 and maybe 3 to 5, but usually about 3, 3.5 percent is what is used.

The other thing is, yes, that part is somewhat subjective, but it also points to evidence that that is indicative of what they have earned above it.  And I think, in that response that I mentioned, that that's the historical.

The important part about this model, though, is that the bond yield, itself, already has a market-determined risk premium embedded in it.  And that's something we are struggling to do for equities when we are looking at the CAPM, but the bond market, because you have a price and because it has a mature date, you actually can look at what that risk premium is.  And it varies through time; right?  During riskier times, it gets bigger.  And, as I mentioned, since last fall, it has shrunk from about 1.5 to about 1.4 or 1.55.  So that's one of the nice features of this, is that it already has risk premium embedded in it.

MS. STOTHART:  Yes, okay.  I want to stay focused on this cite here and this IBM comparison, and I just want to confirm what you're saying here.  And it's in your last sentence of your footnote:
"Clearly, IBM is riskier than a regulated A-rated utility, so 2.5 percent is very reasonable by comparison."  

So what you are saying is, compared to that 2.75 percent being used for IBM, 2.5 percent seems like a reasonable risk premium?

And it's within the 2 to 5 percent you have quoted for a general range, so that's why you think it's reasonable?

DR. CLEARY:  Yes.  And, again, Footnote 66 says "for example," so I could have put all seven of these examples in the footnote, but I felt that would be cumbersome in terms of the report, and I have -- you know, I had them readily at hand, anticipating I might get an information request on it.  But I just felt it would really slow up the process of the exposition of my report.

MS. STOTHART:  Yes, but it's an example you used.

DR. CLEARY:  It says "for example," as one example.

MS. STOTHART:  Sure, one example.

DR. CLEARY:  I could have picked any of the other ones out and done it.

MS. STOTHART:  Okay.  And let's just look at that attachment AH that you cite.  It's at tab 32.  If you scroll down, you can see here is the example that you cite, and, as you have said in the footnote, it's from a CFA curriculum and so it's positioned here as an example.  You are valuing the stock of IBM.  The bonds you note -- et cetera, et cetera.  I am looking more at the, I guess, third sentence in that paragraph:  As a matter of judgment, you have decided as a consequence of the beta decreasing to use a risk premium of 2.75 percent in the bond-yield plus risk-premium approach.

I didn't read the prior sentence, but it says:  In prior evaluations, you have used risk premium of 3 percent, and so now you're deciding, as a matter of judgment, to decrease it.

So would you agree with me that this is an example that's being suggested to students?

It's not being put forward as a risk premium of 2.75 percent for IBM for all time.

DR. CLEARY:  Sorry, could you repeat that?  I am kind of lost --


MS. STOTHART:  Yes.  I apologize.  It was a long question.

DR. CLEARY:  Now I feel like my students must feel sometimes because I am trying to follow --


MS. STOTHART:  There you go.  Would you agree with me that what this textbook is saying is not that IBM's risk premium is 2.75 percent for all time; what it is saying is:  Here is an example of what you did before, and here is how you should modify it based on our example?

DR. CLEARY:  I don't think that's what it's saying.  I am not -- I don't quite understand the question, to be honest.  But I think that the point of it is you use 2.75 percent in the bond-yield plus risk-premium model, and then they are talking about DCF valuation CAPM models, which could have different estimates and come up with different costs of equity estimates.

It just says:  Mine differed in these proceedings.

Ironically, they have mentioned the three approaches I used there, the CAPM, the DCF, and the bond-yield plus risk-premium.  And that's coming back to the previous question you had.  That's why it's important to look at it from different angles.  I think that's the purpose of the question, but, to be honest, I am getting a little tired here, and I can't quite see where they are going with it because it doesn't seem to be a particularly well-worded question.

MS. STOTHART:  I don't know if that's from my question.

DR. CLEARY:  No, no, no.  You just read their question --


MS. STOTHART:  Yes, exactly.

DR. CLEARY:  -- but I have read it twice now, and I still am not quite clear on the point.  The point is, using the bond yield risk-premium approach, they used 2.75 percent.

MS. STOTHART:  Right, but you are not clear on the point, but you cite this as the example for why --


DR. CLEARY:  As the bond-yield plus risk-premium approach.  I don't see their CAPM approach and all that in there.

MS. STOTHART:  I am not talking about CAPM and all that.  We are talking just about bond yields.

DR. CLEARY:  Right, so they add 4.43, and they add the 2.75, and they say 7.18 percent is their estimate of the cost of equity to IBM at that time.  That part, I am clear on.

MS. STOTHART:  I am just focusing on the risk premium.  So, the risk premium they used, do you accept that this 2.75 percent is an example, or do you say that the 2.75 percent is what was IBM's risk premium at this time?

DR. CLEARY:  Well, that's what they estimated it was.  Whoever prepared this question, which would be a CFA professional, right --


MS. STOTHART:  Right.

DR. CLEARY:  -- would have said 2.75 seems like an appropriate risk premium at the time.

MS. STOTHART:  And that's what you're basing your opinion on?

DR. CLEARY:  Yes, I can't say that's exactly what it was, we can never say that with the cost of equity; right?

MS. STOTHART:  Right.  But you used this as your benchmark for your 2.5 percent?

DR. CLEARY:  Well, I am saying other professionals -- you know, I have written material for the CFA curriculum, goes through a significant vetting process of dozens of -- more than dozens of professionals going through the stuff.  So, it wouldn't be in the CFA curriculum if the CFA Institute didn't believe it was a reasonable example, because they would have had second and third readers on this.

MS. STOTHART:  Well, or it's just being used to give students a hypothetical to work with?

DR. CLEARY:  Well, they would use -- then they could have put 15 percent in there.

MS. STOTHART:  They could have.

DR. CLEARY:  Right.  But then if you look at the other quotes that are in here, it says this is this page, but other places in there it says that you should be using 1 to 3, 3 to 5, 3 to 5, and so on and so forth.  So, that's what done in practice.  And if you actually look at the examples of CAPM, usually they are going to market risk premiums in the 4, 5, and 6 percent range because they are preparing people that are already working in the industry or people that want to work in the industry.

MS. STOTHART:  Fine.  Do you know what date this example was from or this textbook was from?

DR. CLEARY:  I can't remember.

MS. STOTHART:  So that wasn't important?

DR. CLEARY:  I used to get them every year when I used to teach the curriculum, but I haven't in years so it would be a few years old.  But it's still in the curriculum because if I google it I find it there.

MS. STOTHART:  But you didn't actually assess whether this risk premium or beta was reasonable for IBM at that time?  You didn't look into that separately?

DR. CLEARY:  I thought it was reasonable based on judgment, right.  That's consistent with -- I have seen this method in applied in so many examples through the time and I am, like, 2.75 seems right.  It seems reasonable.

MS. STOTHART:  So, to my question, you didn't separately assess what the IBM beta is?  It's a simple answer, just no you didn't; right?

DR. CLEARY:  No, I didn't.

MS. STOTHART:  And I just -- I found another version of this textbook, I suppose, and maybe an earlier version which I have at tab 33.  And if we scroll down it's the same example and you're trying to model the IBM risk premium and, again, you have used a premium -- a risk premium of 3 percent in prior valuations, but in this case as a matter of judgment you have decided as a consequence of an -- sorry, an increase in beta in this case to use a risk premium of 3.5 percent in your bond yield plus risk premium approach.  So, here is another example from the same textbook.  Would you agree with me that this is, again, modifying the example slightly for students to do a hypothetical analysis?

DR. CLEARY:  I appreciate you giving me credit for all these textbooks, but I didn't do this; right?

MS. STOTHART:  I --


DR. CLEARY:  This is, I forget, Tom Robinson and Stowe, I believe.  But they, not me, but they decided in this version to use 3.5 percent.  So -- and it looks like it was a different period in time and I am not quite sure, I wish I had seen the date for the other one, it may be in there somewhere but I can't...

MS. STOTHART:  I don't have -- it was from your report, but I don't have the date.

DR. CLEARY:  Yes.  So, it looks like at this time and clearly the bond yield is different here, too.  Because 4 point something the one before, it's 5.6 here; right?

MS. STOTHART:  It's different, yes.

DR. CLEARY:  So, it's clearly a different period in time and they did a different risk assessment and put in 3.5 in this case.  So, maybe by that time they felt that IBM was about average risk, which is 3.5, whereas --


MS. STOTHART:  But, again, you didn't actually undertake any analysis of what IBM's risk was at this period of time?

DR. CLEARY:  Well, I didn't see this until just this moment, so, I could not have, no.

MS. STOTHART:  Yes, okay.  So, just to take it back to your report and the example you cite.  Would you agree with me that that 2.5 percent, relative to 2.75 percent for IBM, was not relative to any actual risk data, it was relative to an example?

DR. CLEARY:  As mentioned, it was relative to several examples, I used that one example, and it's more based on, if you look at the passage above in my evidence instead of focusing on the footnote only which, again, says "as an example," I said 2 to 5 percent is the typical.  Which is clearly consistent with that IR response that, you know, I am happy to put that all back on record again, You know, it's based on those.  To be honest, nobody would ever ask you that, like, except for in here, justify your 3 percent.  You say, well, I think it's about average risk; right?  Like, if I am doing with a group of finance people.  Here is some examples illustrating that this is typical practice, because I think we would all just understand that it's between 2 and 5 percent.  Someone might say 2.5 is too low, someone might say it's too high, all that.  But it's in a pretty tight range there, and with 3 to 3.5 percent being the norm for average risk companies, I believe it's very reasonable.

MS. STOTHART:  Okay.  So, the example you put in your report is not tethered to a specific data point that you assessed at a certain point in time for IBM, you were just using your judgment and the range that you thought was appropriate based on several authorities that talk about a range; right?

DR. CLEARY:  It's not necessarily the authorities, it's just the experience in applying the model.  And, again, the point is that -- sorry, the bond yield itself adjusts for the risk premium through time.  So, using a consistent adder to that makes sense because if I keep the 2.5 percent consistent, my cost of equity still changes, because the -- as the bond market gets riskier or the cost of debt becomes more expensive it goes up, and that includes the government yield plus the risk premium.  So, I already have an adjustment for market conditions, which is the bond yield plus the risk premium which are, in fact, two of the components in the OEB formula; right?  It's automatically adjusting, and I think I mentioned that when I talk about the OEB formula and the appropriateness of it.  It's very similar the bond yield plus the risk premium model.

MS. STOTHART:  Okay.  And, again, you have performed very similar analysis to this one in other cases you have appeared in; right?

DR. CLEARY:  Yes.

MS. STOTHART:  Okay.  And the Alberta Utilities Commission commented on your approach in 2023, and I have that at Tab 34.  And if you scroll down to the next page they said here at the top of paragraph 168:
"Dr. Cleary's recommended risk premium of 2.5 percent is subjective, not supported by any analysis, and does not take into account the changing market environment." 

Do you see that?

DR. CLEARY:  Yes, I see that.

MS. STOTHART:  Okay.

DR. CLEARY:  Now, in previous -- in previous decisions they mention the good insight by looking at the bond market risk premium.  But, of course, that was kind of when they were rejecting the risk premium models from the other side, but...

MS. STOTHART:  Okay.  In its most recent decision they say here it's subjective, not supported by any analysis, and does not take into account the changing market environment.  And just to be clear, that risk premium is the same one you are using here, 2.5 percent, and it's the same model; right?  The bond yield plus risk premium model that you proposed in that case?

DR. CLEARY:  Yes, and I disagree with that.  Because clearly it does take account the changing market environment and the 2.35 percent, while it may appear subjective, it's consistent with common practice in how this model is applied.

MS. STOTHART:  Those are all my questions, Dr. Cleary.  Thank you very much.

DR. CLEARY:  Thank you.

MS. STOTHART:  Thank you to the panel.

MR. JANIGAN:  Thank you very much, Ms. Stothart.  Would you like to begin, Mr. Smith?

MR. SMITH:  I actually think, in deference to Dr. Cleary's comment that he was getting a bit tired, I should defer.  But I'm in your hands.  I could start, but I want to be fair to the witness.

MR. JANIGAN:  Okay.  Why don't we take our lunch break now and come back at 1:30.

MR. SMITH:  Very good, thank you.  
--- Luncheon recess taken at 12:29 p.m.
--- On resuming at 1:30 p.m.

MR. JANIGAN:  Mr. Smith, are you prepared to proceed?

MR. SMITH:  I am, thank you.  Thank you very much.  I provided a compendium yesterday and I expect that's where I will be spending most of my time.  So if I could have that pulled up?  There it is.  And if we could have it marked as an exhibit, that would be great.

MR. RICHLER:  K6.3.
EXHIBIT K6.3:  OEA COMPENDIUM FOR PANEL 4

Cross-Examination by Mr. Smith


MR. SMITH:  Dr. Cleary, my name is Crawford Smith, I'm one of the lawyers on behalf of the OEA.  You'll be pleased to know that we are getting to the end of this proceeding, and you'll be pleased to know that I listened closely to my colleagues' questions and should be a little bit shorter than my estimate, I hope.

So just a few questions to start us off, sir.  Other than your testimony last year in Enbridge's equity thickness case, you have never testified in Ontario in relation to the return on equity before?

DR. CLEARY:  No, I have not.

MR. SMITH:  And you've never testified in relation to the equity thickness of any Ontario electric utility prior to this proceeding?

DR. CLEARY:  That's correct.

MR. SMITH:  And as I understand it, sir, you have never testified in British Columbia?

DR. CLEARY:  That's correct.

MR. SMITH:  And you've never testified in the United States before?

DR. CLEARY:  No.

MR. SMITH:  I think you fairly acknowledged at presentation day that you are certainly no -- you have no expertise in relation to US regulatory --


THE REPORTER:  Sorry, Mr. Smith, your microphone is cutting out a little bit, it's as you move your head.  So the question I have is, "I think you fairly acknowledged at presentation day that you have no expertise", and then your voice cut out.

MR. SMITH:  You have no particular expertise in relation to the US regulatory environment?

DR. CLEARY:  I wouldn't say "no expertise", but I have not been involved there, and I haven't done a deep dive on US regulatory decisions or utilities in that respect.

MR. SMITH:  And you understand that Concentric has testified many times in the United States?

DR. CLEARY:  Yes.

MR. SMITH:  And you would acknowledge that as it relates to the United States, they have more experience and expertise than you do?

DR. CLEARY:  With respect to knowledge of US utilities, as with specific hearings, and whatnot, and certainly they have great knowledge of the allowed ROEs and ERs across there, as they cite it very regularly.

MR. SMITH:  Sir, you're familiar with the Board's 2009 cost of capital report?

DR. CLEARY:  Yes.

MR. SMITH:  Yeah.  And you are not -- we have that at tab 1, if we can just go to that document.  And if we turn to page 45 of the compendium.  There we go.  I'll have to adjust by a couple of pages every time.  And that's on me.  So you see here at Table 1, the Board has set out a summary of participant recommendations; do you see that?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  And you're aware, from having reviewed this report, that the Board arrived ultimately at its equity risk premium of 5.5 percent by averaging the equity risk premiums from the various experts who had testified in that proceeding; correct?

DR. CLEARY:  It's been quite some time since I read that 2009 decision, but I'm not sure it's an average, but certainly by consideration of all the submissions of the parties is where they arrived at that number.

MR. SMITH:  Fair enough.  And if you take a moment to look at it, you'll see that principally the analytical models used by the various experts were the capital asset pricing model, the DCF and the ERP?  Take a moment to look at it, if you'd like.

DR. CLEARY:  Sorry, again, not having had time to review the cross-aid submission last night, I am trying to figure out what exactly is this equity risk premium.  I want to make sure that I'm commenting on the exact -- correct thing here.

MR. SMITH:  I'm happy to go -- or spend as much time as you'd like looking through this report.  I don't think it matters for this cross-examination.  But you're certainly not suggesting, sir, that this is the first time you've seen this report?

DR. CLEARY:  Nor am I.  I'm just trying to clarify if the equity risk premium above the government yield, or is it above the A-rated utility yield?

MR. SMITH:  I honestly can't remember myself, I'd have to take a look.  But the main point I simply wanted was that the Board engaged in an averaging of the recommendations by the various participants who testified in that proceeding; fair?

DR. CLEARY:  And again, I think consideration of it was what I said, and I can't -- I can't confirm that it was actually an actual average that they used, but certainly consideration of the various inputs.

MR. SMITH:  And you certainly, in your own approach, did take an average of your various recommendations?

DR. CLEARY:  An average of my various --


MR. SMITH:  The recommendations arising from the methodology that you used in arriving at your ROE recommendations?

DR. CLEARY:  The three approaches I used to  estimate --


MR. SMITH:  And that is the approach that you use, and have used, in each proceeding in which you've testified, I believe?

DR. CLEARY:  Yes, that's correct.

MR. SMITH:  Okay.  Now, one of the experts who testified in that proceeding was Dr. Booth, just by way of passing interest.  I take it you obviously know Dr. Booth?

DR. CLEARY:  Yes.

MR. SMITH:  And I believe he is a mentor of yours; is that fair?

DR. CLEARY:  Yes, he was my supervisor in my PhD.  And we're co-authors on some research papers and also the textbook --


MR. SMITH:  And I think he's one of your references on your CV.

DR. CLEARY:  I would assume so.

MR. SMITH:  Now, sir, I take it you accept that there is professional judgment that goes into providing an ROE recommendation?

DR. CLEARY:  That's correct.

MR. SMITH:  And professionals can and do disagree?

DR. CLEARY:  Yes.

MR. SMITH:  And professionals can and do disagree acting in good faith?

DR. CLEARY:  Yes.

MR. SMITH:  And I take it, sir, you don't question, for example, LEI's qualifications to provide a recommendation to this Board?

DR. CLEARY:  No, I do not.

MR. SMITH:  And you don't question Concentric's qualifications to provide a recommendation to this Board?

DR. CLEARY:  No.

MR. SMITH:  And the same is true of Nexus; you don't question their qualifications to provide an opinion to this Board?

DR. CLEARY:  No.

MR. SMITH:  And you certainly aren't suggesting that anybody, in making their recommendation, is not acting in good faith?

DR. CLEARY:  No.

MR. SMITH:  Now, if we could turn to -- let me make sure I get this page right, page 366 of the compendium.  Well, now I am way off.  What I would like is page 366 in the upper right, so I think you need to go forward 15, so 381.  Okay, and let me just make sure I have got -- back two pages, please.

So this is your Table 9, and this is where you set out your CAPM estimate; correct?

DR. CLEARY:  Yes.

MR. SMITH:  And that's the product of your Canadian proxy group?

DR. CLEARY:  The beta would be with respect to the Canadian utilities group or, more broadly, Canadian utilities through time.  The market-risk premium, as the name implies, would be with respect to the Canadian market, which is based on historical observations, surveys, and forecasts.  And the --


MR. SMITH:  But my --


DR. CLEARY:  -- risk-free rate is based on the long-term Canadian yield.  So the beta is related to the group, and the other two are related to Canadian capital markets.

MR. SMITH:  For now, I am just focused on the beta.  My apologies for the imprecision.  So the beta is the product of your Canadian proxy group; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  And the 0.45 we see there is not the beta that has been calculated; that's your judgment of a beta.  Correct?

DR. CLEARY:  It's my estimate of the beta, based on a process where I consider the long-term average beta for Canadian utilities of 0.35, my current estimate of that Canadian utility sample of 0.60, and assess that 0.45 was a reasonable estimate of beta going forward.

MR. SMITH:  So the answer to my question is:  Yes, that's the exercise of your judgment; there's not a mathematical calculation that gets at 0.45, is there?

DR. CLEARY:  The 0.35 is a mathematical calculation based on historical evidence, and the 0.6 was a mathematical calculation based on estimates that were provided.

MR. SMITH:  So the answer to my question is:  Yes, the 0.45 is your judgment; there is not a mathematical calculation I will see in your report where the output is 0.45.  Correct?

DR. CLEARY:  Is it professional judgment based on two inputs, so it's not subjective judgment.

MR. SMITH:  I am not suggesting, sir, that you have done something wrong, in my question.  We don't need to have an argument about it.  I am just asking you a straightforward question:  0.45 is not the product of a mathematical calculation, is it?

DR. CLEARY:  It's the product of two mathematical calculations and judgment.

MR. SMITH:  Okay.  So you do have a US proxy group in your report, but I take it you didn't use that proxy group in your determination of beta?

DR. CLEARY:  Not the one, not the beta that I used.  For the reasons discussed in my evidence, I did not consider the US utilities appropriate --


MR. SMITH:  We will come to that, but the answer is:  You did not use the US proxy group in your determination of the beta I see at Table 9; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  Now, your proxy group is set out at Table 8, and that's -- if we go three pages up, we will see them.  Keep going to 361, please.  So this is your Canadian sample, Algonquin, Canadian Utilities, Emera, Fortis, and Hydro One; correct?

DR. CLEARY:  Correct.

MR. SMITH:  And your US sample is set out immediately below?

DR. CLEARY:  Correct.

MR. SMITH:  And then you've included in the table the weekly betas as at -- sorry, we don't need to move it.  You have included the weekly betas as at December 31, 2023 and an average beta over the seven-year period from 2016 to 2023; correct?

DR. CLEARY:  Yes.

MR. SMITH:  And then, if we go up slightly so that we see the Canadian results, you have set out the averages for the Canadian proxy group in the row labelled "Average" under the Canadian sample; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Okay.  Now, we will come to this, but, as you said to my friend, you have not used the US sample because, in your judgment, the Canadian -- US utilities are riskier; correct?

DR. CLEARY:  Based on the evidence provided in appendix -- well, actually, in my Enbridge Gas evidence that I repeated here, the --


MR. SMITH:  Well, there's actually --


DR. CLEARY:  -- US utilities have higher business risk and also have higher betas reflecting that risk.

MR. SMITH:  Right, and there are four reasons that you give, as I understand your report.  I want to be fair to you, so, if we go back to page 297 -- sorry, I am going to get -- well, let's go to 297.  I am going to have to adjust it.  It's page 29 of your report.  So let's go to 297.  I am sorry.  Can we please go to page 297 of the compendium, PDF page 312.  So if we go down the page, sir -- stop there.  In the middle of the page, you say: 
"I have argued during several previous cost-of-capital proceedings, including during the Enbridge Gas rebasing application in 2023, that US utilities are", all caps, "not reasonable comparators for Canadian utilities."

And I give you full marks for consistency on this.  This is a position you have advocated on a number of occasions.

DR. CLEARY:  That's correct.

MR. SMITH:  And it is not a position that has been accepted by any regulator thus far?

DR. CLEARY:  Alberta considers US utility samples, but they also recognize that there are differences in the risk profiles of Canadian and US utilities, which they take into account.

MR. SMITH:  All right.  So, if we can't on, you say:  This is true because they have significantly higher business risk --"

And then you say -- and here is the explanation: 
…"partly due to their holding company structure and business holdings."

So that's number one reason; correct?

DR. CLEARY:  Correct.

MR. SMITH: "partly due to operating in the US"; that's number 2?

DR. CLEARY:  Um-hmm.

MR. SMITH: "partly due to the nature of their operations, which entail more risk."  So that's -- you're saying they do different things.

DR. CLEARY:  Yes, in some places.

MR. SMITH:  Okay.  And then you say:
"Appendix B reproduces the analysis included in sections 4.1 and 4.2 of my 2023 Enbridge Gas rebasing application."

And I have read that appendix.  But can we agree that the main point you make there is that, on average, US utilities do not earn their allowed ROE?

DR. CLEARY:  That would be part of it, but, actually, it focuses on that there is greater volatility in the ROE that they earn as well as not earning it --


MR. SMITH:  And then --


DR. CLEARY:  -- which displays greater risk --


MR. SMITH:  And then --


DR. CLEARY:  -- creates greater risk, I should say.

MR. SMITH:  Yes, that's fine, sir.  And then the fourth justification you provide is you say that:
"Appendix C shows that, over a long period of time, US beta estimate historical averages are", and then you bold this, "much, much higher than almost double the comparable Canadian beta estimates."

And so that's your fourth justification as I read your report.

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  Now, I take it, sir, you are aware of the geographic areas in which your Canadian proxy groups operate?

DR. CLEARY:  Broadly.

MR. SMITH:  Okay.  So, that's -- information is not actually set out in your report, but you were asked an interrogatory about it.  If we can go to Tab 15 of the compendium, please.  And if we can go down to part D, and, sorry, just keep going down.  All the way to page 3 of 3 -- sorry, you just went past it, thank you.  You'll see your Canadian proxy group laid out there, Algonquin, Canadian utilities, Emera, Fortis, Hydro One, their various ratings.  And then the question you were asked was about their operations and you say, parts 4 and parts 5:
"Dr. Cleary does not have the most recent data available to respond to these requests.  However, please see response M4-2-OEA-11 part (c) for the data that Dr. Cleary can report."

And that interrogatory is then set out at -- let me just make sure I have got it right -- Tab 17.  And if we go to page 2 of 11, and this in part C is actually not your evidence, but it's evidence that you pulled from an Alberta proceeding you were a part of; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  And what that shows us is that for Algonquin, as at 2018, its Canadian operations account for just 4-and-a-quarter percent of its revenue; correct?

DR. CLEARY:  Correct.

MR. SMITH:  And nearly 96 percent of its operations came from international operations?

DR. CLEARY:  That's correct.

MR. SMITH:  And then for Canadian utilities it was sort of flipped around; do you see that?

DR. CLEARY:  Yes.

MR. SMITH:  Emera is under a quarter Canadian; correct?

DR. CLEARY:  Yes.

MR. SMITH:  And Fortis is majority international; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  And then we see down below -- we see down below the split between regulated and unregulated revenue as well.

DR. CLEARY:  That's correct.

MR. SMITH:  And for Algonquin and Emera depending on how you judge these things, they have some significant part of unregulated revenue; correct?

DR. CLEARY:  Yes, that's correct.

MR. SMITH:  Okay.  Now, I did a bit more digging into what that all involves, as you might expect I would do.  Can I ask to turn to Tab 7.  This is a -- let's just let the witness see the top page.  This is a fact sheet from Algonquin's website prepared as at July 30th, 2022.  And if you look down the left-hand side, they tell us a little bit about Algonquin.  So, just looking down on the left:
"The company has over $17 billion of assets across North American and internationally, we acquire and operate green and clean energy assets including hydroelectric, wind, and solar power facilities, as well as sustainable utility distribution businesses."

And those utility distribution businesses are water, wastewater treatment, electricity, and natural gas.  And I take it you were aware of that?

DR. CLEARY:  Not the specifics of this quote but aware in general, yes.

MR. SMITH:  Okay. And it says:
"Through our operating subsidiary Liberty -- "

And I take it you were aware that Algonquin operates through a holding company structure?

DR. CLEARY:  Correct.

MR. SMITH:  And its operating business is Liberty?

DR. CLEARY:  As I understand it, yes.

MR. SMITH:  Okay.  And if we turn over the page, this continues with the company overview.  They very helpfully set out a map for us, and it shows us where they have their generation facilities, their renewable generation development cites, distribution, rate based power generation, rate based power generation project development, and obviously we can see that those are all over North America, and on the right-hand side we'll see Bermuda and on the left-hand side we see Chili; do you see that?

DR. CLEARY:  Yes.

MR. SMITH:  Okay.  And then we have the split of their renewable energy group, and their regulated services group, and the revenues they derived from each.  And you'll see that their electricity, if we go down regulated services group electric is 72 percent and 13 percent of it is water treatment; correct?

DR. CLEARY:  That's what the chart says.

MR. SMITH:  Right.  And you're not disputing the chart?

DR. CLEARY:  Well, I haven't read this report before, I got it last evening.  And I can see what I can see, and it says water 13 percent, so no reason to dispute it.

MR. SMITH:  Okay.  Well, let's just -- I will be as fair to you as I can and if you have a problem with it you will let me know.  Let's turn down a couple of more pages.  So, this is the 2023 Algonquin Power Utility Corp. annual report. And I take it, sir, given that Algonquin is in your proxy group, you took the time to look at their annual report?

DR. CLEARY:  I did not.

MR. SMITH:  Okay.  You are aware that entities that trade on securities exchanges are required to make full, true and plain disclosure in their disclosure documents?

DR. CLEARY:  Yes, but reading through the annual reports of all 43 companies in the utility, a large part of my decision to include Algonquin was based on this process we went through in Alberta where it was deemed that these were the five most appropriate Canadian utilities.

MR. SMITH:  Right.  So --


DR. CLEARY:  So I went on that basis recognizing there's limitation to the various choices.

MR. SMITH:  I haven't asked you about the 43 other companies.  I am only asking you about the companies in your proxy group.

DR. CLEARY:  And, again, I haven't had time to go through the annual reports for the companies in my proxy group.

MR. SMITH:  Okay, all right.  So you haven't looked at the annual reports --


DR. CLEARY:  But I went through an exercise in Alberta where we went through looking at each of them, had some sort of a formal proceeding like this, and at the time it was deemed that they would be appropriate.

MR. SMITH:  Right.  So, just so that we're perfectly clear about that.  What you did to get your Canadian proxy group is you took the proxy group from the Alberta proceeding; correct?

DR. CLEARY:  Yes.

MR. SMITH:  Right.  There's no screening mechanism that you went through to select those utilities for this proceeding; is there?

DR. CLEARY:  The screening mechanism that we went through then selected these five utilities, so I did not repeat the process for these things.

MR. SMITH:  Right.  When I looked through your report -- just so it's perfectly clear -- when I looked through your reports and you will know this having looked at the other experts reports, there are places where they will set out here are our screening criteria.  70 percent, you know, regulated revenues, whatever.  You're aware that they have various screening mechanisms and they did the same thing in Alberta; correct?

DR. CLEARY:  Correct.  And that's what was done in Alberta, was to screen the percentage of regulated revenue, of T&D, and debt ratings was a key consideration.

MR. SMITH:  And these utilities, the Canadian proxy group, that's the proxy group that was in Alberta, and you've pulled it into this proceeding?

DR. CLEARY:  Because it met those criteria that were deemed desirable, yes.

MR. SMITH:  And they were deemed by the Alberta Utilities Commission to be appropriate for determining a proxy group; correct?

DR. CLEARY:  In conjunction with the other experts involved in those proceedings, yes.

MR. SMITH:  And, ultimately, the Alberta Utilities Commission, when it received the product, the work product from the various experts, was satisfied that those proxy groups, US and Canadian, were appropriate for the use in its determination of the appropriate ROE; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  All right, so let's just take a look some more at the Algonquin annual report, just so that we know what passed muster with the Alberta Utilities Commission.  So if we turn over the page.  So this is where they set out a summary structure of their business.  And if we just go down, we'll see a nice little organization chart.  And we have Algonquin at the top, and then the regulated services group, and the renewable energy group.  So this reflects their holding company structure; correct?

DR. CLEARY:  That's what it looks like, yes.

MR. SMITH:  Okay, and if we go down the page, we have -- the regulated services group is described.  So it starts with a diversified portfolio of regulated utility systems located in the United States, Canada, Bermuda, and Chile.  And next paragraph, the regulated services group regulated electrical distribution utility systems, and related generation assets are located -- and then it lists a number of states:  Arkansas, California, Kansas, Missouri, Nevada, New Hampshire, and Oklahoma.  Pausing there, you haven't testified in any of those jurisdictions before?

DR. CLEARY:  No.

MR. SMITH:  Okay.  Bermuda, and then next sentence:
"The group also owns and operates generating assets with gross capacity of approximately 2" --I assume that's "gigawatts."

Next paragraph:
"The regulated services groups regulated water distribution, and waste water collection utility systems are located…" 

And then it lists a variety of states, as well as Chile, and then it lists the 572,000 customers that are connected.  I take it no reason to disagree with that statement by Algonquin as to its operations?

DR. CLEARY:  I have no reason to disagree with it.

MR. SMITH:  Okay.

DR. CLEARY:  It's in the report.

MR. SMITH:  And then it talks about the regulated services group's natural gas distribution system, and where it operates, including the province of New Brunswick.

And if we go down, they very helpfully provide a chart for us.  And we'll see there, sir, that -- and you'll recall that from your answer to undertaking, the significant percentage of the regulated revenue that's earned outside of Canada.  So let's look at that.  So we have 83 percent of it is earned in the United States; correct?

DR. CLEARY:  That's what the chart says, yes.

MR. SMITH:  And then the next highest is Bermuda, and then Chile, and Canada is the smallest at three -- okay, no reason to disagree?

DR. CLEARY:  No reason to disagree.

MR. SMITH:  Okay.  And then the renewable energy group.  And then if we go down a page, the renewable generation group, similarly -- sorry, I'm sorry, we just have to go down.  I mean there's a description, we can all read it, of the various generation activities, the renewable activities it engages in.  And we'll see 75 percent of the renewable generation is in the United States.  We just have to go down the page a bit.  Thank you.  15 percent is international, and 10 percent is Canadian. No reason to disagree with that?

DR. CLEARY:  No.

MR. SMITH:  And then if we go forward a number of pages, to page 246, I think.  No, not that far.  It's 232 in the -- sorry, two -- what did I say?  247?  For some reason here we -- let's just go forward, what, four -- six pages -- eight pages.  Yeah, PDF 240.  So here we set out -- here we set out -- or "they" set out in their financial statements, just so that we have it, their, effectively, rate base -- or their electricity, natural gas, and water, and wastewater.  And you'll see that they have nearly $1.7 billion in rate base associated with water and wastewater.  And, again, no reason to disagree with that?

DR. CLEARY:  No, I don't.

MR. SMITH:  And none of this is surprising to you?

DR. CLEARY:  No.

MR. SMITH:  Okay.  Now, if we go over the page, over the tab to Tab 8.  And this is Emera's annual report.  You were shown parts of this earlier today.  But if we could just go through -- forward a couple of pages.  And I take it same answer, sir, you didn't look at Emera's annual report when you put together your report in this proceeding?

DR. CLEARY:  No, I did not.

MR. SMITH:  Okay.  No reason to disagree with it, however?

DR. CLEARY:  No, I don't.

MR. SMITH:  Okay.  So let's just go down one more page. And here we have an overview of Emera.  And they helpfully set out a chart for us as where they derive their net income.  And you'll see that nearly two-thirds of it comes from Florida; just over a quarter in Canada; and then smaller percentages in New Mexico and the Caribbean.  Again, no reason to disagree with that?

DR. CLEARY:  No, that looks about right.

MR. SMITH:  Okay.  And then if we go forward two more pages -- I'm sorry, we should probably -- let's just go back up a page, just so that we close it off.  So here we have there a list of Emera's rate regulated subsidiary or equity investment subsidiaries, and then the various jurisdictions or the various regulators that regulate these subsidiaries.  And just so that I'm clear, you have not testified in or before any of them; is that correct?

DR. CLEARY:  Sorry, what are we looking at here?

MR. SMITH:  Under the -- on the right-hand side, 
"Accounting policies approved/examined by Florida Public Service Commission and the Federal Energy Regulatory Commission."

DR. CLEARY:  Not in the top part, no.  Bottom part, "equity investments" --


MR. SMITH:  I'm sorry, you're quite right, Newfoundland and Labrador Board of Commissioners of Public Utilities.

DR. CLEARY:  Yes --


MR. SMITH:  Okay.  And so that would be the only exception to that?

DR. CLEARY:  Yes.

MR. SMITH:  Okay.  And did you -- so if we look over on the left-hand side under "Emera Rate Regulated Subsidiary or Equity Investment Subsidiary", it lists a number of operating businesses; do you see those?

DR. CLEARY:  Yes.

MR. SMITH:  And I take it this tells us that Emera, like Algonquin, operates pursuant to a holding company structure?

DR. CLEARY:  Yes.

MR. SMITH:  Right.  And, if we go over the page, what we see set out is the bottom, "Business overview and outlook."  Pause there.  And the first is "Florida electrical utility," and it says that the Florida electric utility consists of TEC, a vertically integrated, regulated electric utility engaged in the generation, transmission, and distribution of electricity, serving customers in west central Florida.

And then it lists, if we continue on, that it -- sorry, please don't move -- the 6,433 megawatts of generating capacity, of which nearly three quarters is natural-gas-fired generating capacity.  You're aware -- you see that?

DR. CLEARY:  Yes, I see that.

MR. SMITH:  Okay.  And that is then followed by solar and then 7 percent coal.  So they have, I think it's fair to say, significant generating assets that they operate?

DR. CLEARY:  Yes.

MR. SMITH:  All right.  And then it sets out their approved regulated ROE, which is in a range of 9.25 to 11.25 percent, and an allowed equity capital structure of 54 percent.  And that's 54 percent equity, 46 percent debt; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Okay.  And then, if we turn over the page, under "the Canadian electric utilities," they set out the Canadian electric utilities, and we don't need to belabour the point, but Nova Scotia Power is also vertically integrated and also engages in generation; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Okay.  And then that's spelled out in a bit more detail, including their 2,422 megawatts of generating capacity.

And then, if we go forward again a couple more pages, they lay out here the gas utilities and infrastructure and then their other electric utilities on the next page, which are in the Caribbean.  Of course all of this, I take it, was known to you or at least not a surprise?

DR. CLEARY:  At the high level, not the specific numbers.

MR. SMITH:  Okay.

DR. CLEARY:  And I would add:  All of these are issues, like with Algonquin and Emera, that were discussed at the Alberta proceedings, that were agreed upon by most of the experts, including Concentric, to include these, recognizing there is a give and take with the Canadian operating or, sorry, the Canadian proxy group, that there is a low number of availability, so you're not going to be able to get perfect proxies.

MR. SMITH:  I could not be in more violent agreement with  you, sir.  All right.  So let's go to the next tab, Tab 9.  And here we have an excerpt from Fortis' annual report.  I take it you didn't read this either, but no reason to disagree with it?

DR. CLEARY:  No.

MR. SMITH:  Okay.  And, if we turn over -- go down two more pages, at the bottom of the MDNA, so just "about Fortis," pause there, please.  So Fortis is a regulated electric and gas utility business, also holding company structure; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Dual listed in Toronto and New York?

DR. CLEARY:  Yes.

MR. SMITH:  And you'll see there that nearly -- I guess second paragraph, as at December 31, 2023, 64 percent of the corporation's assets were located in the United States, so nearly two-thirds of their assets are in the US.

DR. CLEARY:  That's correct.

MR. SMITH:  And then they operate -- on the bottom of that page, they describe where they operate.  And they have electric transmission in a variety of states, and then they list UNS Energy.  And that's integrated electric and natural gas distribution.  I take it "integrated electric" is short form for -- includes generation?  Are you aware of that?

DR. CLEARY:  I can't see the reference.

MR. SMITH:  It is the very, very, very last line, "UNS Energy integrated electric."  I took "integrated electric" to be generation, transmission, and distribution.

DR. CLEARY:  Without reading it, I can't confirm that, but that would be my general impression, as well.

MR. SMITH:  Okay.  All right, so we have now gone through Algonquin, Emera, and Fortis.  If we could then turn to -- well, before we go there, have you been listening to this proceeding throughout?

DR. CLEARY:  I have been reading the transcripts.

MR. SMITH:  Good enough.

DR. CLEARY:  Yes.

MR. SMITH:  And you would have heard my friend to my right, on behalf of the School Energy Coalition, go through a similar exercise that I have just done with you, with Concentric; do you recall that?

DR. CLEARY:  Going through utility by utility?

MR. SMITH:  And looking at the fact that some of them have generating assets, some of them might do things other than transmission and distribution; do you recall reading that?

DR. CLEARY:  Yes, I mean they are long transcripts --


MR. SMITH:  Yes.

DR. CLEARY:  -- and I do recall that also operating in various jurisdictions with different climate risks and different regulatory bodies and whatnot.

MR. SMITH:  Yes.  My friend spent considerable time on that, and it ultimately resulted in an undertaking first from him and then, I believe, from Mr. Richler.  So can we turn to Tab 24, please.  And you'll see that there was an undertaking from the School Energy Coalition:  To exclude companies that own any material amounts of regulated generation.  Do you see that?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  Then, if we go over a couple of pages, you'll see that -- it wasn't Mr. Richler.  My apologies.  It was Consumers Council of Canada asked:  To exclude companies in the peer group that owned materials amounts of regulated generation and/or derive 10 percent or more of their operating income from unregulated operations.

Do you see that?

DR. CLEARY:  Yes.

MR. SMITH:  And then, if we look at the bottom, you'll see the three -- you'll see on the bottom left "Canadian," and then it has "as-filed results, 9.7," "number of comps, 6"?

DR. CLEARY:  Yes.

MR. SMITH:  And then it has J4.2, "results," "number of comps, 2"?

DR. CLEARY:  Okay.

MR. SMITH:  And you understand that the number of companies left in the proxy group after applying these undertakings is now down to two companies?

DR. CLEARY:  That's what the response says, the undertaking.

MR. SMITH:  And I take it, sir, that the result for your proxy group, would be the same; it would be two?  We would be left with the Canadian utilities, and Hydro One?

DR. CLEARY:  I can't confirm that but it's probably two or three, I would say.

MR. SMITH:  Well, I believe it's two.

DR. CLEARY:  Okay.

MR. SMITH:  If you want to give me an undertaking to confirm that, I am happy to take it.

DR. CLEARY:  Sure.

MR. SMITH:  Okay.

MR. RICHLER:  Let's just record that as undertaking J6.1.
UNDERTAKING J6.1:  TO CONFIRM THE NUMBER OF COMPANIES IN THE PROXY GROUP, FOLLOWING APPLICATION OF UNDERTAKINGS


MR. SMITH:  Sir, are you aware of any Canadian regulator that has relied on a proxy group of just two companies to determine beta?

DR. CLEARY:  I am not.

MR. SMITH:  Okay.  And are you aware of guidance from the US regulators as to the minimum number of companies in a proxy group?

DR. CLEARY:  I am not.

MR. SMITH:  Okay.  And I take it, sir, it would not surprise you that, if there were guidance, it would be more than two?

DR. CLEARY:  That would make sense.  But just to qualify that, in the past I know some Canadian jurisdictions did not accept US utilities as comparators and, as mentioned before, including them in the group and giving them full weighting and not adjusting for the additional risk are two different things.  You can always include them in the group for certain information, but recognize that they have differences.  And if you look at the Canadian proxy group of five, and as discussed previously before lunch, that one of the things, one of the important things of having a Canadian sample is that it reflects Canadian capital market conditions, which are distinct from the US, albeit related.

MR. SMITH:  Right.  Sir, so the answer to my question is you wouldn't be surprised if there was guidance from FERC that there needed to be a minimum number of companies in a proxy group, that it had to be more than two; that wouldn't surprise you?

DR. CLEARY:  And FERC has a lot more utilities to choose from, so I would expect, yes, it would be greater than two.

MR. SMITH:  Okay.  And we have talked around this issue a number of times now, but if you turn to Tab 5 of the compendium so, this is the AUC decision.  And if we turn down to page -- let me just turn over the page.  And we have a section here, "comparability of representative utilities," paragraph 102.

DR. CLEARY:  And, sorry, what is this document again?

MR. SMITH:  This is the proceeding you most recently testified in in Alberta, "The determination of the cost of capital parameters in 2024 and beyond".

DR. CLEARY:  Yes, okay.  I see, but how would I know that from just looking at the paragraph there?

MR. SMITH:  Okay.

DR. CLEARY:  Thank you.

MR. SMITH:  We can look at the top of the page, I just --


DR. CLEARY:  Now, you have identified it that's fine.  That was my question so that I know what document I am looking at.

MR. SMITH:  Okay.  And I take it you have read the decision before?

DR. CLEARY:  Not recently, but yes, I read it when it came out, thank you.

MR. SMITH:  Okay.  So, at the bottom of the page, paragraph 102, the commission says -- and just so that we are clear on this, they went through the process, they established the US proxy group and the Canadian proxy group, and then parties argued about whether or not to rely on the US proxy group at all; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  So, it was up for debate in the decision whether or not to use US utilities in the proxy group; correct?

DR. CLEARY:  I don't know that it was on original question posed.  We were asked to find a comparable group and during the discussions the question did come up whether to include US utilities or not.

MR. SMITH:  Right.  Not quite my question which I am sure was a bad question.   What I meant by that is I know there was a process that the experts went through, and there wasn't unanimity, you obviously had your view, and there was still argument in front of the AUC at the end of the day about whether to use a US proxy group; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  So, paragraph 102, that's where the commission wrestles with that argument:
"The commission is not persuaded by the argument that certain of the representative utilities in the comparator group lack comparability due to the involvement of their parent corporations in generation, retail or other unregulated business sectors." 

So, two points there.  So, they're making the point about holding companies when they're making the reference to "parent"; correct?

DR. CLEARY:  Correct.

MR. SMITH:  And then it goes on and it talks about generation.  So, they're not persuaded by the argument in relation to generation, nor for this matter in relation to other unregulated businesses; correct?

DR. CLEARY:  But just to qualify, it may not say that there, but if you went back through the records of the decision, there was consideration of the amount of generation and the amount of unregulated businesses.

MR. SMITH:  We will get to that, we will get to that in the very next sentence.  This is not a trick.

DR. CLEARY:  Okay.

MR. SMITH:  "Concerns of this nature were addressed"  -- sorry, if we just go over the page.

"Concerns of this nature were addressed by the screening criterion, which excluded utilities from the comparator group if less than 80 percent of their assets are tied to rate-regulated activities." 

So, that's the reference to the screening mechanism; correct?

DR. CLEARY:  That's a reference to one of the screening mechanisms.

MR. SMITH:  Right.  So, if it was a rate-regulated activity, or 80 percent or more were rate-regulated, then it got in whether or not they had generation or other unregulated activities; correct?

DR. CLEARY:  That was -- I can't recall exactly, but that was one of the criteria.  I can't remember two years ago in my mind exactly.  But certainly that was one of the criteria, debt rating was one of the criteria, and the amount of generation was something else that was considered by all parties.

MR. SMITH:  And then in paragraph 103, I believe this is the point we discussed earlier:
"While the commission finds that the US companies have higher business risk than the Alberta utilities, for the purpose of establishing the comparator group, the commission accepts the utilities' evidence that it is appropriate to include US utility holding companies.  The reasons of this are (1) the relatively limited number of publicly traded Canadian utility companies." 

Pausing there.  The number of publicly traded Canadian utility companies that they were considering was five; right?

DR. CLEARY:  Yes.

MR. SMITH:  And that -- they are just saying that the proxy group in that case of five was limited and argued for including US utilities; correct?

DR. CLEARY:  Well, actually let me back step. There were seven Canadian publicly listed utilities that were originally under consideration, including AltaGas, and Enbridge Inc., and they were both rejected.  AltaGas was rejected, I think, by all of the parties, including Concentric although it's in their sample now.  And Enbridge was rejected by all the parties except Concentric, who voted against it, but they were ultimately excluded.  So, there was originally seven, they narrowed it down to five.

MR. SMITH:  I think you are just reinforcing my point, that there were five at the end of the day in that proceeding, they determined that that number was, their words, relatively limited, and that that relatively limited sample size augured for including US utilities; correct?

DR. CLEARY:  That's what they determined, and as I mentioned before, my -- and I think it was last week, I'm starting to lose track now, but I'd prefer to have good comparators instead of a large sample where some of them are not comparable.  But that was what they decided.

MR. SMITH:  I understand that, sir.  That is what I am putting to you.  I know your preferences.  Your preferences were articulated, and have been articulated, in your report.  And now we're seeing what the Alberta Utilities Commission decided to do.  And we know that the relatively limited number of publicly traded Canadian utility companies, five, is identical to your Canadian proxy group, because you just lifted one -- from one proceeding to the next; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  And then we go on to the next:
"The prevalence of US business operations among many publicly traded Canadian utilities."

And that is the US business operations that we spent some time going through at the start of this cross-examination; correct?

DR. CLEARY:  Correct.

MR. SMITH:  All right.  Number 3:
"Investors tendency to consider utility investment opportunities in both the US and Canada."

And that was their conclusion as to investors' tendencies; correct?

DR. CLEARY:  That was their conclusion.

MR. SMITH:  Okay.  And then it went on:
"Further, the commission remains of the view that it is reasonable to consider the US market return data given the globalization of the world economy and integration of North American capital markets."

Again, that was their conclusion as to the integration of North America's capital markets?

DR. CLEARY:  And, again, that was their conclusion, it's not my conclusion.  So now we're just looking at decisions in other jurisdictions.

MR. SMITH:  You're not suggesting, sir, you didn't have a fair opportunity to put forward your views, and answer interrogatories, and answer questions in cross-examination in that proceeding?  You were given all of those opportunities; correct?

DR. CLEARY:  I never suggested I did, but it doesn't mean that I have to agree with the decision, per se.  Then the process was run fairly, as best to -- to the best of my knowledge.

MR. SMITH:  Right.  It was a full airing of positions and competing evidence, just as in this case; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Okay.  And then it goes on to say:
"Notwithstanding these findings, none of the Alberta utilities raises capital directly in the equity market or operates outside of Alberta, unlike a number of companies in the comparator group, which are holding companies and can operate anywhere."

So that's an interesting observation.  So we've heard -- you will have read the transcripts in this proceeding.  In a number of instances my friends have asked interrogatories or put questions to the various experts who have testified, about how prevalent it is for utilities in Ontario to raise money directly in the equity market; you've obviously read that evidence?

DR. CLEARY:  I guess it would be interesting to note that the formula that Alberta ultimately put into play uses Canadian government bond yields, and Canadian A-rated utility spreads, as is done by the OEB. So while they acknowledge that there is some integration of capital markets, their main formula is based on Canadian capital market statistics.

MR. SMITH:  Okay, was that -- was that my question?

DR. CLEARY:  It's related to what you just said, about them integrating the North American market and looking at the statistics from the US.  They clearly didn't do that in the biggest part of their decision, which was the base ROE and the formula itself.

MR. SMITH:  That wasn't what I asked you.  I asked you:  Were you aware, from reading the transcripts in this proceeding, that a number of parties have raised the issue in their questions about how prevalent it is for Ontario utilities to raise money directly in the equity market?  That was my question, you're aware of that?

DR. CLEARY:  I've seen the question, and they were asked to provide evidence that they're raising a lot of money in the US, and I didn't see any examples in the responses to the interrogatories or on the stands, in terms of specifics.

MR. SMITH:  And -- okay.  I suppose what that does is reinforce the point that I'm making, which is it appears to have been the case in Alberta that none of the Alberta utilities raised capital directly in the equity market.  That was the evidence in that proceeding; wasn't it?

DR. CLEARY:  Yes.

MR. SMITH:  And it was also the evidence in that proceeding, that the Alberta utilities operate in Alberta and not outside; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Right.  And in that sense, to the extent parties suggest that Ontario utilities do not compete for equity directly, or operate outside of Ontario, that would put them in exactly the same place as the Alberta utilities; correct?

DR. CLEARY:  But what the -- what the quotation says is that they consider US market return.  They clearly didn't integrate it into their allowed ROE model.

MR. SMITH:  Sir, sorry, I understand you'd like to make an argument.  My question was simpler than that.  If the Canadian -- if the Ontario utilities don't raise capital directly in the equity market, or operate outside of Ontario, that puts them in exactly the same position as the Alberta utilities considered in this proceeding; correct?

DR. CLEARY:  But, again, you're presupposing that the Alberta Utility Commission's decision to incorporate -- or "consider" is what the word says, US data, also means that, here, the recommendation from the experts has been to totally focus on US data, with the weightings, and their samples, and also in Nexus' case, in the use of the risk-free rate.

So I'm finding it a hard time to agree with something that presupposes that the Alberta Utility Commission, how they use -- how they did this -- it said "considered", how they considered it, or that it was in fact the correct decision.

MR. SMITH:  Sir, my question doesn't presuppose anything.  All I am doing is reading the last sentence of paragraph 103, where the commission says and recognizes that the Alberta utilities do not raise money directly in the equity market, and they do not operate outside of Alberta.  That statement is true; isn't it?

DR. CLEARY:  That last sentence is true.

MR. SMITH:  Okay.  And to the extent parties argue in this proceeding that Ontario utilities do not raise money directly in the equity market, or operate outside of Ontario, they would be in exactly the same position as the Alberta utilities, as articulated in the sentence we just read?

DR. CLEARY:  What does that sentence even mean on its own?  "Notwithstanding -- none of the -- Alberta raises directly -- or operates outside."  So the "notwithstanding" part is the problem.  None of the -- I'll agree with the part that none of the utilities, but the fact that they consider US despite the fact of this, I'm having a hard time confirming that.

MR. SMITH:  Confirming what?

DR. CLEARY:  Confirming that -- the "notwithstanding" part of that sentence.

MR. SMITH:  Okay, this is not that tricky a paragraph, Dr. Cleary. In paragraph 103 -- I'll just put it to you, and you can tell me whether you agree or disagree.  Paragraph 103, the Alberta Utilities Commission is determining that they will not exclude the US proxy group.  It gives a number of reasons for doing that.  And then it says: 
"We hold that view, even though Alberta utilities don't raise money directly in the equity markets, and even though they don't operate outside of Alberta."  

That is what they are saying in paragraph 103; fair?

DR. CLEARY:  Fair.

MR. SMITH:  Okay.  Can we turn to -- I think we looked at this before -- Table 9 of your -- sorry.  Just before we do that, when I was listening to your cross-examination by my friend Ms. Stothart, you had an exchange about a utility's ability to earn its ROE and whether that indicates higher risk or not; do you recall that?

DR. CLEARY:  Yes.

MR. SMITH:  And you indicated that an inability to earn its ROE indicated a higher risk; do you recall that evidence?

DR. CLEARY:  Sorry, could you repeat that last part?

MR. SMITH:  That the inability to earn its ROE reflected or was evidence of higher risk; do you recall that?

DR. CLEARY:  It would -- yes, if it was consistently the case.

MR. SMITH:  Okay.  Now, have you set out anywhere in your report an analysis of Ontario utilities' ability to earn their allowed ROE?

DR. CLEARY:  I have not, but I have seen -- I believe LEI's evidence had some reference to it.

MR. SMITH:  If we turn to --


DR. CLEARY:  I did -- sorry, just to add to that.  I did -- in the EGI proceedings last year, I looked at their ability, and, also during these proceedings, I looked at Hydro One Inc.'s ability.

MR. SMITH:  Yes, I know you looked at those two.  I just wondered --


DR. CLEARY:  Yes.

MR. SMITH:  -- whether or not your explanation went beyond that.  And, if we look at tab 12, you might remember that Staff was of the view that it would be helpful, for these proceedings, to have the earned and allowed return for the last couple of years.  And, if we could, just turn over the page.  Have you seen this document before, sir?

DR. CLEARY:  Yes.

MR. SMITH:  But it's not -- I don't believe it's referred to in your report; that's correct?

DR. CLEARY:  No, it's not.

MR. SMITH:  Okay, so let -- I am just going to take a look at a couple of the utilities that are of interest to me.  So the deemed ROE on the right-hand side is the ROE deemed by the Ontario Energy Board; you're aware of that?

DR. CLEARY:  Yes.

MR. SMITH:  And then you have the regulated ROE.  So, if we take Alectra Utilities Corporation, you're familiar with Alectra?

DR. CLEARY:  Yes.

MR. SMITH:  A large distribution utility surrounding Toronto?

DR. CLEARY:  Yes.

MR. SMITH:  Okay.  The last two years, it's under-earned by over 200 basis points in one year and over 100 or 140 in another year; correct?

DR. CLEARY:  That's what the table suggests, yes.

MR. SMITH:  No reason to doubt the accuracy of the table?

DR. CLEARY:  No.

MR. SMITH:  Okay.  Then, if we go down towards the bottom of the page, another relatively large utility, Elexicon Energy, and you will see that, in 2022, it under-earned by over 400 basis points; do you see that?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  And then, the following year, again 400 basis points under-earning; do you see that?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  And then, if we go down over the next page, we will see, the middle of the page, Hydro Ottawa under-earned as well by over 100 basis points in 2022 and over 200 basis points in 2023?

Then, your local distribution company, in Kingston, significantly under-earned in 2022 and 2023; do you see that?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  And then, if we go down to Toronto Hydro, another very large distribution company, and they also under-earned in 2022 and 2023?

DR. CLEARY:  Yes, I can see that.

MR. SMITH:  And I take it you are aware that Enbridge or are you aware that Enbridge under-earned in 2023?

DR. CLEARY:  No, I was not.

MR. SMITH:  Okay.  We would see that if we went down to the next page.  Keep going down.  Keep going, and then we will see Enbridge there.  And there are obviously utilities that over-earned.  I don't mean to suggest that there weren't.  But there were a number of utilities, large utilities, that significant under-earned over the last two years; fair?

DR. CLEARY:  Fair.

MR. SMITH:  Okay.  And that's not discussed or described in your report anywhere; is it?

DR. CLEARY:  No.  As mentioned, I looked at Hydro One in this report and EGI the last time, who had out-performed I think about 15 years in a row and Hydro One over the last five years, which accounts for clearly most of the transmission in the province and over a third of the distribution.  But I did not go through this detail for all the rest of the utilities.

MR. SMITH:  Right, and of course you understand, sir, that we are sitting here today and have been for the last 

-- well, not the last five days but the five days we have been here, and we are looking at an ROE that would apply to all of the utilities, including the very many electric distribution utilities that this Board regulates; correct?

DR. CLEARY:  Correct.

MR. SMITH:  Okay.  So let's go to page 95 of your report, which is page -- I don't know anymore -- 300 and -- what am I off, Ian, how many pages?  Let's start with 370, see where that lands us, 362.  Three-seven-zero.  What page are we at if we go to the top there?  Oh, yes, I need to go down seven pages, sorry, 377.  Okay.  So back up the page we have -- let me just make sure I have got this right.  Now let's flip over two more pages, to 364.

So this is your -- we looked at this before.  This is your CAPM estimate, and that is the 6.05 on the right-hand side?

DR. CLEARY:  Correct.

MR. SMITH:  Do we call that "key," "K-E"?  What's it called?

DR. CLEARY:  That's -- "KE" is short for "cost of equity."

MR. SMITH:  Okay.

DR. CLEARY:  "Required return on equity" technically, sorry.

MR. SMITH:  So that's 6.05, and that includes the 50 basis points of financial flexibility; correct?

DR. CLEARY:  Correct.

MR. SMITH:  So your number is 5.55 without that?

DR. CLEARY:  Correct.

MR. SMITH:  If we go forward 12 pages, so 391 -- my own page has got all screwed up.  No, let's just keep going.  Keep going.  Back one page, please, and down at the bottom of the page.

This is your data with respect to the long-term utility bond yield for Canadian companies; correct?

DR. CLEARY:  Yes.

MR. SMITH:  And this is where you set out your midpoint in the bottom right-hand side of 4.7825; do you see that?

DR. CLEARY:  That's correct.

MR. SMITH:  And the CAPM result, without financial flexibility, your CAPM result of 5.55, is less than a 100-basis point spread over the long-term debt rate that you have reflected in this table; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  And so, if the OEB were to adopt LEI's recommendation and just use the CAPM, your recommended CAPM would provide virtually no equity risk premium.

DR. CLEARY:  But that's not my final recommendation.  That's combined with the other two approaches including the bond yield plus risk premium involved.

MR. SMITH:  That's why I said if the Board were to adopt LEI's recommendation of using only the capital asset pricing model.  You're aware that that's LEI's recommendation?

DR. CLEARY:  Yes, so if they were to adopt their approach of just looking at CAPM, yes, that's correct.

MR. SMITH:  So, if they used their approach and your CAPM model the result would be virtually no equity risk premium.

DR. CLEARY:  Right, which is not my recommendation.

MR. SMITH:  Okay.  Can we take -- I am just turning to a new topic can we take ten minutes or whatever the afternoon break is?

MR. JANIGAN:  Well.

MR. SMITH:  I am happy to keep going, I just wanted to be --


MR. JANIGAN:  Well, I was thinking of taking a break at three.

MR. SMITH:  Okay.  Well, let's keep going, that's fine.  All right.

So, if I go, sir, to page 44 of your evidence.  So, I think we should be at page 320 -- what am I, 327.  Three-two-seven.  I am sorry, page 327.  And if we look, maybe just in fairness to you, if we go up back one page, stop.  You're talking about utility bond spreads, and just if we could go to the bottom of the page.  And you say in the last sentence:
"In particular, something could have happened during the most recent months (or months) that could either ease (or elevate) bond investors' risk assessments, which would be reflected in lower or higher yield spreads and hence spreads existing before this unexpected event (or events) would not be representative as the prevailing spreads at the end of the month." 

And then, bold, the next page, you bold:
"Which reflect the most recent capital market conditions." 

Just pausing there.  And I take it you bolded this, sir, because in your opinion, you, generally speaking, advocate for reflecting the most recent capital market conditions in your estimate of the ROE; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  And if go back, and I apologize we bounced back and forth, we need to go forward to page 93 of your evidence, which I think is going to be page 376.  Oh my gosh, I got it right.  Miracles, wonders never cease.  And here we have Table 8 and this is where we show your weekly betas and your average betas; correct?

DR. CLEARY:  Correct.

MR. SMITH:  And those show the weekly betas an average of .668, and .582 for the monthly as at December 31, 2023.  And then for the average .658 and .513; do you see that?

DR. CLEARY:  Yes.

MR. SMITH:  And then if we go down the page, and this was the discussion -- keep going down the next page.  So, we have these numbers and these are your calculated betas; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Right.  And then if we go down the page please, and this is where you, at the bottom:
"As I argued above, I will not consider the US beta estimates, since I believe they are too risky to be legitimate comparators." 

We don't need to relitigate that. And then you go at the bottom of the page:
"It is obvious that a reasonable estimate of beta for a typical Ontario utility should lie within the 0.30 to 0.60 range." 

And then you say -- you pick .45 as your point estimate; correct?

DR. CLEARY:  Yes.

MR. SMITH:  And that is the point estimate that you have used, as I understand it, in each of the Alberta cost of capital proceedings that you have listed there; is that right?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  So, you have used .45 in each of 2013, 2016, '18, '21 and '23?

DR. CLEARY:  That's correct.  And, as discussed this morning, that is based on looking at --


MR. SMITH:  Sir, I haven't asked you why you did that.  My question -- you have already explained that, and you have a 200 page report with appendices that presumably sets out your justification.  I just want answers to my question.  You used .45 in each of those Alberta proceedings; correct?

DR. CLEARY:  Yes, based on historical averages and current estimate.

MR. SMITH:  Okay.  And if we use your .45 and we compare it situation that has prevailed over the last seven years, we would  know that your estimate has significantly undershot the beta over that time period; correct?

DR. CLEARY:  That's incorrect.  Because if you look at the estimates I did in Alberta in 2023, using the same utilities, I got an average estimate of 0.35 which confirms my opinion that beta estimates are unreliable, they change through time.  Apples and oranges to looking at interest rates where it's not the long term you are looking over a test period for one year.  The betas we are applying in a model to estimate the cost of equity that goes to infinity, so we are assuming they prevail over the upcoming long term period, apples and oranges.

MR. SMITH:  Sir, just so that we are clear, the beta that you have calculated over the past seven years is in the range of .513 and .658; correct?

DR. CLEARY:  This year, but doing the same thing last -- so to say that over the last seven years it's been wrong, has been too low, is incorrect because if I had done this process last year, which is in the last seven years, I would have come up with the opposite conclusion that using .45 is too high.

MR. SMITH:  And directionally, sir, a lower beta results in a lower ROE; correct?

DR. CLEARY:  That's correct.

MR. SMITH:  Okay.  Sir, would you agree -- oh, now we should stop because this is going to be -- thank you.  15 minutes?

MR. JANIGAN:  Okay.  We will take 15 minutes and be back at quarter after 3:00.

MR. SMITH:  Thank you.  
--- Recess taken at 3:01 p.m.
--- On resuming at 3:15 p.m.

MR. JANIGAN:  How are you doing, Mr. Smith?  Are we --


MR. SMITH:  Could not be better.

MR. JANIGAN:  Are we close to the finale?

MR. SMITH:  I do not know what to draw from that statement.  So, yes, we are, we are right at the end, because I went back over my notes and considered what's been asked before.

Just a couple of final questions, sir.  Paragraph -- Tab 11 of my compendium.  Okay, and you recognize this as a document that was put to you by Pollution Probe; correct?

DR. CLEARY:  Yes, I remember being cross-examined on it last week.  Yes, thank you.

MR. SMITH:  Okay, just so that we're clear, this document was not cited or referred to in your report; was it?

DR. CLEARY:  No, it was not.

MR. SMITH:  And did you know that it was in Pollution Probe's compendium for Concentric, but for some reason they weren't asked about it; were you aware of that?

DR. CLEARY:  No, I wasn't aware of what was in Concentric's compendium.

MR. SMITH:  Okay.  I take it, sir, to your knowledge, this article has not been published in any peer-reviewed journal?

DR. CLEARY:  I'm not aware.  It looks like it would be a paper that would be published at the Energy Institute at UC Berkeley.  And it's either in the preliminary stages or they haven't submitted it for publication yet.  Or, as we oft did with the ISF, it's never intended to be submitted to an academic journal.

MR. SMITH:  Right, so the answer to my question is at least to the best of your knowledge never --


DR. CLEARY:  Not to the best of my knowledge.

MR. SMITH:  Okay.

DR. CLEARY:  It's hard to keep track of these things.

MR. SMITH:  And do you know the authors of this report?

DR. CLEARY:  No, I do not know them.

MR. SMITH:  Okay.  So you don't know whether or not they've ever testified in any regulatory proceeding?

DR. CLEARY:  No, I would have no way of knowing that.

MR. SMITH:  And you don't know whether this article itself has been the subject of any consideration in any regulatory proceeding either?

DR. CLEARY:  No, my understanding of it is it's a paper by these authors who are academics, and takes an academic perspective on allowed ROEs in the US through time, and then how they've differed from -- how they haven't come down in line with changes in government yields and utility yields.

MR. SMITH:  Sir, just the answer to my question is you're not aware of this paper ever having been considered in any regulatory proceeding; are you?

DR. CLEARY:  No.

MR. SMITH:  Okay, thank you.  Those are my questions.  Thank you very much for your time, Dr. Cleary.

MR. JANIGAN:  Thank you very much, Mr. Smith.  We now have questions by Staff.

MR. RICHLER:  Thank you, Mr. Chair.  And good afternoon, Dr. Cleary.  Staff did circulate a compendium for today, which I will mark as Exhibit K6.4.  And everything in here is already on the record.  
EXHIBIT K6.4:  OEB STAFF COMPENDIUM FOR PANEL 4

Cross-Examination by Mr. Richler


Dr. Cleary, I wanted to start off by asking a quick follow-up to something I heard just before the break in your discussion with Mr. Smith.

Mr. Smith was asking you a number of questions about how you selected your proxy group, and I heard you say something to the effect of -- this is not verbatim -- that you can include a company in your proxy group even if it's not perfectly comparable, as long as you make adjustments for risk.

And I just wanted to make sure I heard you and understood you correctly.  What do you mean exactly?  What types of adjustments are you -- do you have in mind?

DR. CLEARY:  And, again, I'm not sure of my exact wording, but I know what you have in mind.  So I think I was referring to the US utility proxy samples, in particular, where in Alberta, for example, they considered the results from that proxy group, if you will; but at the same time, recognized that the US utilities have differences to the Canadian utilities and might be risky -- riskier, so they could adjust that accordingly, in terms of their interpretation of the data provided to them.

MR. RICHLER:  And I guess I'm just wondering if you have any specific ideas about when and how that adjustment is made?  I mean, for instance, do you run the model, and then after it spits out a number you apply professional judgment to adjust it upward or downwards, based on your assessment of the risk of the comparables?  Or how does it work?

DR. CLEARY:  Yeah, and I don't know exactly the process that AUC, for example, followed in interpreting that data, but they do -- they have recognized that the US utilities on average have higher business risk than the Alberta operating utilities, for example.

And also with respect to any of the holding companies where we need -- the reason we have to use holding companies is that there's not many operating companies that are publicly listed; right?  So when we want to use something like the CAPM or the dividend discount model, we have to find some market data, which requires that the company stocks are traded.

So I would see that -- that they could probably adjust for the facts that some of the variables in the US are higher than in Canada.  Like the risk-free rate, for example, A-rated utility rate, take that into consideration.  Account for the fact that the betas in the US are -- for US utilities, for the reasons I discussed, tend to be higher.  And then, say, maybe that's the upper bound for the beta, for example; right?  And then the Canadian ones are -- you know, the Canadian betas are closer to the truth or around the average.  So that's one way of doing it.

Another way -- another way that I've seen them do it in the past is when you look at the business risk of the utilities, they'll often try to find -- there, it's not as essential to have market data, in terms of applying these approaches, so they'll tend to look for things like debt ratings for operating utilities that might not be in those proxy groups; right?  And if you look at the lists that Mr. Smith had previously, where it had like the bond yields, for example, those were operating companies, right, like Fortis Alberta, and whatnot.  And those are probably more representative of the actual costs of debt to operating Canadian utilities.

So those are a couple of examples, hopefully provide a little bit of insight on how you might do that.

MR. RICHLER:  Okay, thank you.  This morning in your discussion with Ms. Stothart you reiterated a point you've made earlier, that approved ROEs in both Canada and the US are generally higher than they need to be.  And that relates to an another point you've made in this proceeding, including at the presentation day, that this creates a problem of, in your words, "circularity", when regulators look to the approved ROE in other jurisdictions when setting their own ROE.

And I wonder if we could just, to refresh our memories, if we could pull up page 34 of our compendium.  This is an excerpt from the transcript of the presentation day.  Page 34, please -- no, page 34 of the Staff compendium, please.  And if we scroll down to the bottom, please.  Starting on line 20, you said at the presentation day:
"If we just go to these hearings, and we refer to allowed ROEs in other jurisdictions, then it becomes a circular argument, because if they haven't had a hearing, and we are having one, they haven't lowered their ROE first.  So, I recognize it's difficult to be the first to start to lower it, but the bottom line is that kind of resistance -- you know, what do you call it, 'inertia', if you will -- has led to the fact that they just gradually, through time, these costs -- these inputs into the cost of equity have declined, but the allowed ROEs have not declined in step."

So the question is:  I see your point about circularity, but what's the regulator supposed to do about it?

Aren't we sort of caught in a prisoner's dilemma where, even if we wanted to lower the ROE, we can't because we can't be sure that other regulators are going to do the same?

DR. CLEARY:  Yes, and that's, I guess, part of that circularity argument that I am talking about, that -- and also the paper that I was just discussing with Mr. Smith references the same thing, where the ROEs tend to go up in response to increases in utility yields and government yields faster than they go down because the hearings have taken place.

If you're going to base your recommendation to a large extent on the ROEs in other jurisdictions, then that will be the case.  So, actually, it's -- maybe looking at Alberta actually is an interesting example today, where it was set at, the base was set at, 9 percent early in 2023.  By the time October 2023 came along and that September data was available, the government yields had gone up, spreads had actually gone down but not much, so they ended up setting 9.28 for 2024.

And, as I mentioned earlier this morning, if I look at those same variables based to the base rate, it will be down around 9 percent next year.  So the formula to some extent takes care of that if it's operating properly.  But most formulas use that 50 percent adjustment, which means they are going to adjust with a bit of a lag to changing capital market conditions.

But what to do to solve this prisoner's dilemma?  I don't know because it's difficult when you look around and you see allowed ROEs that were made in the past, when capital market conditions were different, and move from that if that's a starting point for your base rate.

MR. RICHLER:  Right.  And so, even if we were to accept for the sake of argument that there's a principled case for an ROE of around 7, the fact is that's well below the approved ROE in other North American jurisdictions, so wouldn't investors be included to take their money out of Ontario utilities and move it into utilities somewhere else?

DR. CLEARY:  Not necessarily so.  It would depend on the risk profiles of those utilities, their allowed ROEs, and their allowed equity ratios.  And, again, coming back to that earning, there is a difference between the allowed ROE and earning that ROE; right?

And do you solve the problem that they are not earning their allowed by just increasing the allowed ROE?  And then the number changes; right?  So there is that issue.  If you can find -- but I would suggest that they still would represent attractive investments because of the low-risk profile, and, at that rate, they would be earning an adequate required rate of return.

MR. RICHLER:  So do you think there is any danger in being the first mover, the first to try to break the circularity?

DR. CLEARY:  Well, there, I can see that can be an issue, and the one example I would push, point out, in 2013 Alberta did decline their -- decreased their allowed ROE significantly.  I think it was 8.5 or 8.3, I believe it was, which was considerably below the average.  And the Alberta utilities continued to borrow at the similar rates to other Canadian utilities, and their debt ratings remained solid, and their credit metrics also remained solid.  So it wasn't like a significant, you know, just everybody jumping ship on them.  They recognized, okay, well, this reflects the new parameters, and this is the way it is; right?

MR. RICHLER:  All right.  I want to talk now quickly about the 50-basis-point adder for flotation costs.  In your report, you call this adder a "reasonable compromise," and I think you used that term again this morning.  And, in your discussion with Ms. Stothart this morning, I understood you to say that you disagreed with LEI's proposal to get rid of the adder and allow utilities instead to claim their actual flotation costs in a rate application.  But I just wanted to make sure I understand your position because, at the presentation day, I got the impression that you were open to LEI's approach.

And, maybe if we go to page 37 of the compendium -- this is from the presentation day transcript.  We can see that, in the middle of the page, starting on line 13, you said:
"So 50 basis points maybe is a reasonable compromise, and maybe also reflecting that you're maybe paying a little bit, maybe 20-basis points on debt issues during the year, too.  So that was my thinking on that, although I appreciate LEI's approach, as well." 

And it is that last bit that I just wanted to make sure I understand.  When you said you "appreciate LEI's approach, as well," did you mean that you would be fine in principle if the 50-basis-point adder were removed from the ROE?

DR. CLEARY:  Well, that wouldn't be my recommendation, but I guess, when I say "I appreciate their approach," I can see why they might propose such a thing where equity issues are infrequent, debt issues not really that frequent but somewhat more regular.  So I could see why eliminating that 0.5 and then doing it on a case-by-case basis might work out.

But my recommendation is based on, when we are estimating that cost of equity, we are estimating it as if it's to infinity or at least a long time, say five to ten years; right?  And, in that scenario, it makes sense to smooth out the fact that these flotation costs might not be occurring this year but over a 5-year period, and they would be more than 0.5 percent in a particular instance, but, over time, it seems like a reasonable compromise.  It provides compensation to the utilities.  It recognizes the fact that, even though they may not be issuing this year, they will be; in order to maintain their capital requirements, they will issue periodically.

MR. RICHLER:  So, if we stay on this page, and we look at line 4, you said:
"Now, the flotation costs on debt would be lower probably than 50 basis points.  The flotation costs on equity would be higher, right, you know, 1 to 2 percent depending on, you know, the market." 

And I just wanted to clarify this or make sure I understood what you meant at the presentation day because I thought I heard you say this morning in your discussion with Ms. Stothart that the flotation costs on equity are around 5 percent, not 1 to 2 percent.

DR. CLEARY:  Yes, so that would be -- I am trying to recall what I am thinking at that time -- but for debt would be more 50 basis points to 1½ basis points, so 1 -- you know, 0.5 to 1.5 percent; 1 to 2 percent, I think I was thinking again in terms of a cycle where, on average, say they issue equity every three years or something, so 5 percent would be closer to the truth in terms of a particular equity issuance.

And so I think in my -- I honestly can't remember exactly what I was thinking when I said 1 to 2 percent, but it strikes me that I probably was referring to over a cycle of issuing new debt and new equity.

MR. RICHLER:  Sorry.  I just want to make sure I understand that.  So 5 percent of what, the gross proceeds of a particular flotation?

DR. CLEARY:  A particular equity issue, yes, a significant one.

MR. RICHLER:  Right, okay.  So, if you sell $100 worth of new stock, you pay $5 in transaction costs for the underwriters and lawyers?

DR. CLEARY:  Sorry, could you repeat that? $100?  Yes, Yes.  


MR. RICHLER:  Yes.

DR. CLEARY:  $100, about $5 in terms of underwriting fee or, as mentioned this morning, could be $5 per share.  Let's say the shares were trading at $100; right?

MR. RICHLER:  If we were to accept in principle that transaction costs should be built into the ROE as an adder rather than recovered in a rate application, how would we calculate how big the adder should be, like how many basis points?

Is it a straight percentage?  So, if the transaction costs are 5 percent, you inflate the ROE by 5 percent?

Or how do we do that math?

DR. CLEARY:  Well, I think that in the case of equity issuances, which occur infrequently, you wouldn't have to set a prescribed percentage.  You could look at the equity issues to determine the amount they actually paid; right?  That was the way I understood LEI's proposal.  And did I think it would work?  Umm, and sorry, I kind of missed the second part of your question --


MR. RICHLER:  Well, so I mean if we were to bake in the transaction costs into the ROE itself, currently -- we know that currently it's set at 50-basis points that's the amount.

DR. CLEARY:  Right.

MR. RICHLER:  But if we were starting from scratch, how would we determine how big that adder should be, how many basis points to include?

DR. CLEARY:  Well, I think you would kind of go through the process like as we have been discussing about, say, about 5 percent for an equity issue, they occur maybe every three to five years, or major ones, you know, sometimes there is just for paying off executive options and that, but those are small.  And then you'd figure out, okay, so like over a five-year period, maybe they do it once.  So that's, like, 1 percent and the debt issues may be similar; right?  So, you're kind of -- you're averaging it out over a period, over five to 10 years.  So, I guess that's where this 0.5 percent came from.  And, actually, I did want to mention I think I may have mentioned it this morning, but I think it's useful to reflect that that is embedded in their cost of equity today, which is a reflection of the required return on equity by the investors which is what our models are designed to determine, the bond yield plus risk premium, the DCF and the CAPM.  And then we say, okay, that's what the investors are requiring.  Now, in order to give it to them and recognizing that the utilities have to issue new securities from time to time, we say their costs are going to be a little bit higher than the return required in the -- the return provided to the investors, or at least the return they think they are buying them to get; right?

MR. RICHLER:  Okay.  And I just want to make sure I haven't got lost.  Is it -- the math -- is it -- does 5 percent transaction cost translate directly into 50 basis points of ROE?

DR. CLEARY:  No.

MR. RICHLER:  Okay, so --


DR. CLEARY:  It was just an approximation that was used trying to smooth things out over a longer period of time, not only used in Ontario but in other jurisdictions it's fairly frequently used.  It's not a precise mathematical estimate, but as I said, I recognize it's been the norm here for a while and in other places to me it seems I could devise, you know, a complicated mathematical model but I am probably going to come around that number anyways.

MR. RICHLER:  But you haven't done that?

DR. CLEARY:  No, I have not done that.

MR. RICHLER:  What about this concept of financial flexibility that Concentric refers to in their evidence?  You were asked in VECC 20 -- maybe we can pull that up, that's at compendium page 28.  You were asked whether financial flexibility is the same as flotation costs and you answered, this is the last line:
"Yes.  Financial flexibility is equivalent to flotation costs."

So, I take it when you say the current 50-basis point adder is a reasonable compromise, you are not including an extra cushion for financial flexibility above and beyond what actual transaction costs would be?

DR. CLEARY:  No, the term financial flexibility, at least in my evidence, I use the term that Alberta uses to refer to flotation costs.  So, it refers to the exact same thing, in this case it's just a different way, it's just the way they referred to it, so that's why I put it that way.

MR. RICHLER:  Now, you said earlier today that you have been reading the transcripts.  Did you see Concentric's testimony where they cited Rodger Moran about how an extra cushion for flexibility is required in the event the utility has to raise capital during the so-called market break?  Did you see that?

DR. CLEARY:  I can't remember that specific one.  But they must have been referring to the equity ratio at that time, would that be correct?  Because I would think that financial flexibility would be provided by providing them a buffer in terms of additional equity, but I am not sure.  I can't remember exactly.

MR. RICHLER:  That's fine, and I don't need to take you to the transcripts.  Did you read Nexus' testimony about how the adder should compensate the utility for the dilution of its shares?

DR. CLEARY:  Yes, I recall seeing that.

MR. RICHLER:  Do you agree with them on that?

DR. CLEARY:  It's related to the flotation costs, too.  And  some would say that that's embedded in that 5 to 10 -- 5 percent, let's keep going with 5 percent for large cap.  Some would say that's embedded in that 5 percent cost.  The fact if you issue new shares, that they tend to -- they might be issued at a discount, right, to entice investors to buy them, or at least entice the underwriter to buy them, which could have a potential diluting effect on the value of the existing shares. So, I think it's -- talking more or less about the same thing.

MR. RICHLER:  So, you said some would say it's embedded.  Would you say it's embedded?

DR. CLEARY:  Yes.

MR. RICHLER:  Okay.  Now, I -- Ms. Stothart brought up excerpts from your textbook this morning.  I hadn't seen that before.  But I didn't see anything, any reference to this concept of dilution in your textbook where you discussed the need to account for flotation costs.

DR. CLEARY:  Well, I think that the flotation costs do, and actually the dilution effect is, would be included in the price the shares could be offered at; right?  Because the investor would recognize that there's now more shares of the same pie; right?  So, they would then see a price that would reflect this dilution; right?  And that would be part of what I would call flotation costs, although you don't see it as neatly being paid to the underwriter.

MR. RICHLER:  But that you would consider an actual cost to  the utility?

DR. CLEARY:  I would say that that's probably more captured in the price offering, like the price that the consumer, the investor, rather, pays for it; right?

MR. RICHLER:  Right.  So, just to close that off, does that mean we need to offer additional compensation through the ROE for this dilution effect, or it's already reflected in the price?

DR. CLEARY:  That should be reflected in your estimates cost of equity.  So, I would say that the 0.5 percent is more than adequate to compensate for this, the underwriting and issuing fees and whatnot.

MR. RICHLER:  Does it matter if the utility is not publicly listed and never actually issued shares in the market and never actually has to pay the underwriters and the lawyers?  Do they still need this 50-basis point adder?

DR. CLEARY:  Yes.  See, that's a good question that the LEI approach would then, then they wouldn't be expensing this; right?  But the fact of the matter is they were estimating cost of equity to proxy for the allowed ROE; right?  And that would be reflective of, if they did have to go to the market, what would be their cost of equity; right?  And just like we may use the cost of debt on A-rated utility bonds, for example, as if they did go to -- we know they don't go to market all the time, but if they did today what would be the rate they'd have to pay on those bonds.  So, I would say, yes.  The short answer is, yes, it should be reflected because it's reflective of this generic cost of capital.

MR. RICHLER:  All right.  Let's turn to page 16 of the compendium, please.  This is your response to OEA14.  And you say at the bottom of the page, paragraph (f):
"The argument that Ontario and Canadian utilities need to increase their allowed ROEs and ERs to align with US utilities in order to attract capital has been argued consistently by (exclusively US-based) utilities' experts during every Canadian cost of capital proceeding that Dr. Cleary has been involved in.  The fact is that, despite these consistent assertions, none of the experts have provided evidence that Canadian utilities have had any issues attracting capital at reasonable terms through the years or currently.  And in most cases Canadian utilities have done so at lower rates than their riskier US counterparts (e.g. according to bond yield spreads, et cetera.)"

Suppose Ontario utilities were starting to have difficulty attracting capital on reasonable terms, what would be some of the warning signs?  For instance, would we see it show up in credit ratings, or share prices, or yields on bond issuance -- or bond issuances?  What signs would we see?

DR. CLEARY:  Those would all be signs.  You know, if there is debt rating downgrade, if there's indication that probably before them being able to attract debt, they might have to pay a higher spread on the debt, if you will, you know, above the average spread.  So those would be indications if they're having difficulty attracting capital.

If their stock price takes a hit, can't necessarily jump to the conclusion that would be the reason, because there's a lot of things that impact stock prices, including stock market movements on its own.  But it certainly would be something -- you'd want to understand what the reasoning for that was.

So, for example, utilities are yield plays; right?  And "utility stocks", I should say.  So if interest rates decrease -- sorry, "increase", that tends to not be good for a yield play, right, they have to increase their yield.  How do you increase the yield?  Well, the yield is the dividend over the price.  So unless the company increases their dividends, the investors are getting that higher yield by paying less for the stock; right?

So that could be, but there's a lot of different reasons for a stock price decline.  But I'd say if you see the debt ratings going down, and you also see concurrently the spread they're paying on their bonds increasing, those are warning signs.

MR. RICHLER:  And let's flip the question around.  Suppose utilities were earning a return that was higher than necessary to meet the fair return standard, what would be the signs, how could we tell?

DR. CLEARY:  Well, I think, you know, if you look at the price-to-book ratios, that's one indication.  And in my evidence -- and, actually, I was going back through the IRs and I noticed that the recommended -- if I play around with the model, as I did -- I didn't play around with it, I used well-established equations -- but the cost of equity was exactly -- that pops out for those price-to-book ratios, was around 6.9 percent, which is close to my recommendation.  So that suggests why the price-to-book is greater than one.  So that could be -- and I think that is an indication of it.

The fact that they're paying yields -- and I think just the fact that A-rated utility spread yields are lower than A-rated yields tells you something else, that overall investors they kind of -- it almost seems counterintuitive, all A-rated should be the same if that A-rated really is true.  They're similar, but A-rated utilities tend to be a few basis points lower.

So you would tend to see that, because if they felt that they were earning an excessive ROE and/or had excessive equity thickness, which provides them with extra safety, right, and the extra ROE provides them with extra income, then that would be reflected in good credit ratings, but also in lower bond yields, as captured by the spread, if you will.

And also I know in previous hearings -- sorry, I started to say this and then I kind of wandered -- but from what I have heard during previous proceedings, maybe it was on presentation day, that a lot of their issues are oversubscribed; right?  So I think that's a good indication, "Wow, they're getting a good yield, an attractive yield, but also oversubscribed", which means that, you know, they could probably have lowered the yield and been fully subscribed.

MR. RICHLER:  This morning in your discussion with Ms. Stothart, you said, and I paraphrase, that 7 percent seems like a good return for a utility, considering your expected total market return of 7.5 percent; is that a fair summary?

DR. CLEARY:  Yes.

MR. RICHLER:  And, in fact, on page 84 of your report -- maybe we can pull that up, it's page 13 of the compendium, please.  You explain how the ROE should be no higher than what an investor would expect to earn from investing in the market as a whole.  You say, "It is important to recognize" -- this is near the top of the page:
"It is important to recognize that this expected market return of 7.5 percent represents an upper bound for the cost of equity to regulated utilities, before adding 0.50 percent for flotation costs, since they are less risky than the average company in the market."

Your ROE estimate under the DCF approach is 6.9 percent before the 50 basis point adder, which is pretty close to that 7.5 percent upper bound.  And you say -- this is on page 8 of the compendium -- you say near the top of the page:
"So it seems slightly high for well below average risk utilities relative to overall expected market returns."

And then your ROE estimate under the bond yield plus risk premium approach is 7.2 percent before the 50 basis point adder, which is even closer to that 7.5 percent upper bound.

So if we turn the page to page 9 of the compendium, we see that you said in your report -- this is the second paragraph:
"This is on the high side given my long-term expected market return estimate."

Only your CAPM result is significantly below your expected market returns.  So let me pause there.  I just said a lot.  Anything I just said that -- that I misrepresented, or is that fair?

DR. CLEARY:  No, that's correct.  And, actually, the one thing -- and just if I can add to that.  So the DCF, I did do a market DCF estimate for the market itself.  And I believe it came in at 7.4 percent for the market, which is higher than for the utilities, without the 50-basis point adjustment.  Okay, so it was 7.9 with it, so just say close to the 7.5.

If you look at my CAPM market adjustment, it would simply be 3.3 plus 5 is 8.3.  So then you see my CAPM is well below the market, recognizing the lower risk, the lower market risk.

And if I looked at the bond yield plus risk premium, and I took 4.7 -- well, I can't really do that, I'd have to kind of look at the average yield in the market.  But, say, 4, 5, and add 3, it would be about 7.5.  So those are kind of saying 7.5 seems reasonable when combined with the long-term historical MRPs, and also when combined with the views of the professionals that's included in my table, that says 6.1 percent for Canada, 6.5 percent for the US, is what we think is appropriate, including the financial standards planning -- or "Board", rather, in Canada, which says, "This is the way you should be planning for your clients, based on 6.5 percent", or something like that.

So I kind of combined the historical in that.  And my model seemed to come in fairly close with their market estimates to that 7.5 percent.  You know, one below and a couple above.

MR. RICHLER:  So I just wanted to clarify a couple of things.  First, should we be taking from all of this that your overall ROE recommendation of 7.05 percent, which combines the three models, and includes the 50 basis point adder, is on the high side?

DR. CLEARY:  No, I would say given 7.5 percent expected market return, 7.05 percent, I wouldn't say it's on the high side, I said it's below my market estimate, which I look as the ceiling.  And, you know, 45 basis points below seems reasonable to me.  You know, a little lower could be possible as well, but I think seven point -- you know, 7.0, 7.1 is reasonable.

MR. RICHLER:  Secondly, this concept of an upper bound based on expected market returns, do I understand correctly that this was not a formal input into your ROE methodology, but rather just a way to stress test your results?

DR. CLEARY:  I would call it just a general guiding principle.  And, you know, if you recognize -- and I think in these proceedings none of the other experts have objected, that the market -- that utilities, regulated operating utilities in Ontario, are less risky than the average company in the market; ergo, the return for the regulated utilities should be lower than the required return on the market.  Again coming back to this "what are we doing with the ROE," it's we are trying to estimate the cost of equity to the utilities, which I denote is the required return on equity, which is what these models are designed to do.

So if the models, if professionals and forecasts and the history is telling us that it's about 7.5 percent is what would be reasonable expectations for the average stock in the market and utilities are less risky than average, then 7, 7.1 sounds reasonable.

MR. RICHLER:  None of these models start by estimating market returns and then subtracting a risk discount for relatively safe utilities; right?  That is not how they work?

DR. CLEARY:  Well, actually, it's incorporated in the CAPM because, when you estimate the risk-free rate and your market-risk premium, you're essentially estimating the expected return in the market, right there.  Nobody views it as we start that way, and, actually, I don't think I do, either, but it's in the equation.  It's implicit in the equation.

I think I am the only one who does so for the DCF model because I like to look at it as a reasonableness check on my utility DCF estimates, which can fluctuate with growth estimates, and that's what I have done in previous times and gives me confidence in my estimate that I am coming in with my utility cost-of-equity estimate according to the DCF below my market estimate; whereas estimating the growth rates fairly is much more straightforward, and you say, on average, a nominal GDP growth should work in there.

MR. RICHLER:  So, if 7.5 percent was your upper bound, did you have a lower bound?

DR. CLEARY:  No, I never really thought about a lower bound, but it would with be the risk-free rate if you want.

MR. RICHLER:  So the risk-free rate is the absolute floor?

DR. CLEARY:  Yes, you could use that as a lower bound or maybe the cost of -- actually, the cost of debt to the utilities would be also a lower bound you might consider.

MR. RICHLER:  All right.  I would like to talk for a minute about a practical issue that hasn't gotten a lot of attention in the hearing so far.  That is what to do about the fact that banker's acceptance are being phased out.  And you described the issue at page 56 of your report, which is page 11 of our compendium.  You explain how the OEB's approach has been to set the prescribed interest rate for deferral and variance accounts based on the three-month banker's acceptance rate plus a spread.  But, as you say, the use of the -- and here I am quoting:
"The use of the BA rate plus a spread is no longer appropriate since the BA rate will no longer be available and Canadian banks are transitioning and/or have already transitioned to short-term debt products that are based on CORRA."

And I gather that "CORRA" stands for "Canadian Overnight Repo Rate Average."  Are you with me so far?

DR. CLEARY:  Yes.

MR. RICHLER:  And the same issue arises in the context of the deemed short-term debt rate; a new base reference rate needs to be found to replace the banker's acceptances; right?

DR. CLEARY:  Correct.

MR. RICHLER:  In your report, you agreed with LEI, that CORRA should replace the BA rate; right?

DR. CLEARY:  That would be a good option, yes.

MR. RICHLER:  As a starting point, could you please just briefly explain what the CORRA is?

Am I right that, like the BA rate, it is a measure of very short-term lending rates?

DR. CLEARY:  That's correct.  It's a short-term measure of rates, just like the BA rate is and T-bill rates, as well; right?

MR. RICHLER:  And do I understand correctly that CORRA is published every day by the Bank of Canada?

DR. CLEARY:  That's my understanding, yes.

MR. RICHLER:  And that it's a widely used reference rate in the finance community; it's something that people are familiar with?

DR. CLEARY:  It has become one, yes.

MR. RICHLER:  Now, Staff asked you in Staff-58 about using a certain Bloomberg ticker for the deemed short-term debt rate and the prescribed interest rate instead of CORRA.  The ticker is called -- and I apologize in advance to the court reporter -- "BVCAUA3M BVLI index (three month)," and I understand that it tracks Canadian utility yield curves.

And your answer, if we turn to page 19 of the compendium, bottom of the page, please, your answer in paragraph (a) was that:
"Either approach would be acceptable.  Given that this Bloomberg index already has a spread built into it that does not require surveys or estimates, it would be administratively easier to implement, so this approach makes the most sense." 

I just wanted to confirm.  Is this particular Bloomberg ticker something that is widely known in the finance community?

DR. CLEARY:  I can't speak to that, but I am not in Bloomberg on a daily basis.  I don't have access at home.  But, when I was made aware that it was available and I went and checked, it seemed to be an appropriate index.  And it has the advantage that it takes out the burden of estimating the spreads and whatnot, so it seemed like a reasonable approach, as well.

I could live with either approach, but this one seems to probably be easier to implement and also has the advantage of reflecting actual spreads for utility three-month borrowing.

MR. RICHLER:  Were you aware of this Bloomberg index before we asked the question?

DR. CLEARY:  No, I wasn't.

MR. RICHLER:  All right.  And, in another interrogatory, Staff-59 -- maybe we can turn to page 21 of the compendium -- we asked you about using the three-month T-bill rate as another alternative to the banker's acceptances, and, in your answer on page 22, you said:
"Dr. Cleary supports the approach as described above, but, as discussed in his evidence, Dr. Cleary would recommend the use of the T-bill rate and spread-point estimates as of the end of September rather than using averages over the previous month or longer periods, in order to provide the most accurate estimate of future T-bill rates and spreads beyond the end of September." 

And, below that, in part (b), you reiterate that the CORRA or the Bloomberg ticker would also work.  So I just wanted to be clear.  Is it your view that any of the three options, the CORRA, the Bloomberg ticker, or the three-month T-bill, would be suitable alternatives to the BA rate?

DR. CLEARY:  That would be fine.  I should mention that, if you use the T-bill rate and add the spread to it, it should back out to that Bloomberg ticker, right, approximately.  If you use the three-month and add the spread and, just like we figure out this utility yield spread, we take the A-rated utility yields and subtract the government yields.  So my understanding is that this should, if -- basically, it's just another way that should lead to the same or very close answers, depending on the data used.

So, yes, they'd all be acceptable to me, and I think probably using the Bloomberg approach seems to be probably, you know, as accurate and may be less burdensome to do so.

MR. RICHLER:  Thank you.  I am going to end by asking the same general question I asked Concentric and Nexus when they were here.  We have heard over the last couple of weeks about the huge number of methodological judgment calls that have to be made in calculating an ROE that meets the fair return standard.  There are so many choices that need to be made within each model, whether to use the Blume adjustment, what companies to use in your proxy group, and we know that the four experts came to different recommendations on the ROE.

So I wanted to ask you if you have any practical advice for the commissioners on how to sort through the competing expert reports.

DR. CLEARY:  Yes, that's a tough one.  I think it's -- you mentioned numbers of things.  We differ on the samples that we use, differ on the weighting of the samples and so on and so forth.  So, I think it would be -- I would advise the Board that it's helpful to consider that we come at it from different perspectives where I am coming at it from the point of view of what makes sense in terms of a required rate of return on equity for Ontario utilities today in order to operate in Canadian capital markets and attract capital and be financially sound.  

The utilities' experts will use different models, in the case of the risk premium models, that do not rely on market data and also make different adjustments in the DCF and that.  So, I think it's useful to consider the reasons where we disagree which are well documented, if not in the evidence but in IR responses and during the transcripts, and recognize the strengths and limitations of some of the arguments that we have all put forward in coming to a reasoned judgment, as I am sure they will.

MR. RICHLER:  I think I heard you say in your discussion with Ms. Stothart this morning that the AUC and other commissions that you have testified before, tend to settle on the midpoint of the various expert recommendations, is that something that you would endorse?

DR. CLEARY:  I did point it out because I think we were going through an IR response where I actually showed that and I can't remember who it was to.  But I don't think it was ever intentional that it would be at the midpoint.  I think it was just a balancing thing where they are balancing the arguments of this and this side, and that's where they have arrived.  Now, equity ratios is a different thing, we see that actually usually closer to the recommendations of the status quo have prevailed as opposed to recommended equity ratios, but that would be a useful document just, you know not saying choose the midpoint, just saying here is what's happened in other proceedings, you know, and, yes.

MR. RICHLER:  All right, thank you very much, Dr. Cleary, those are all of my questions.

DR. CLEARY:  Thank you.

MR. RICHLER:  Thank you, Mr. Chair.

MR. JANIGAN:  Thank you, Mr. Richler.  I will now ask Commissioner Sardana if he has any questions.
Questions by the Board


MR. SARDANA:  Thank you, Mr. Janigan.  Dr. Cleary, thank you very much for doing yeoman's job today, being all alone on the stand.  I think I have just two questions for you.  The first point is, I don't know if you're aware, but for Ontario electric LDCs there are some significant tax issues that arise if they were to sell off more than 10 percent of their equities.  So, for many of them, particularly the smaller and mid-sized LDC's in Ontario, it's highly unlikely that they would ever tap into public equity markets, you know, the Toronto Hydros of the world, and obviously Hydro One has already done this, obviously could, but the smaller ones, you know, it's highly doubtful that they would ever tap into public equity markets.  Would your view on the flotation cost adder change given that fact?

DR. CLEARY:  Yes, that's a great question.  I think that probably I would still maintain it because it because of, again, this cost of equity that we are trying to estimate is kind of a concept we are trying to figure out what it is.  It's not right in front of us like their cost of debt which is; right?  You pick -- you know, you go to Bloomberg and you see what their yield is or they borrow.  So, I would say that conceptually I think that would be appropriate to consider it and apply consistency.  But it is a question that's very interesting to ponder.

MR. SARDANA:  Thank you.  The second question I have is, you know, earlier in this proceeding we had asked Staff to undertake to provide us with an estimate of the total revenue for the sector as well as the, you know, total assets that we are looking at.  And they have done that by way of undertaking, there is no need to pull up the undertaking, but I looked at those numbers and then if I take a look at your recommended base ROE of 7.05 percent and just run, do some back of the envelope arithmetic on that, the revenue reduction that the sector would face would be around $140 million right off the bat.  I would be quite concerned about the credit rating impacts of making that drastic a change; would you have any comments on that?

DR. CLEARY:  So, I am a little not quite sure why it would affect the revenues.

MR. SARDANA:  Well, okay.  So let me try and clarify this.

DR. CLEARY:  It would affect the profits, there's no doubt.  And you're saying in order to do that reduced rates would reduce revenues and so on and so forth --


MR. SARDANA:  Right.

DR. CLEARY:  -- as it works its way through the system?

MR. SARDANA:  Right.

DR. CLEARY:  Right.  So, that would -- and, sorry, could you just repeat it one more time for me?

MR. SARDANA:  Sure.  So, essentially you are getting there you are getting to the same page I am, then if we were to move to 7.05 percent ROE as the base ROE then the rate impacts that would flow through to utilities' revenue requirements would be a reduction in the equity component of that revenue requirement.  So, they would have a lower ask for the equity side, you know, their entire weighted average cost of capital would come down other things remaining equal, that revenue reduction could have a credit rating chill in the sector; would you agree with that or not?

DR. CLEARY:  It's possible.  And just like a huge increase, if you look at some of the recommended over 11 percent would increase that revenue, of course at the expense of consumers who would be paying higher rates and who knows how that works out to, but it's a possibility, yes.

MR. SARDANA:  Okay.  Thank you.  Mr. Janigan, those are my questions.

MR. JANIGAN:  Thank you very much, Commissioner Sardana. Commissioner Anderson.

MS. ANDERSON:  Thanks.  And I have been fighting this camera all day, it's like we are kind of doing this back and forth.  So, my first question you were kind of going to some of it with Mr. Richler earlier about kind of the monitoring and how do we know when something is happening.  And I note that you were recommending that I think we track the Canadian A-rated utility yield spreads to see that they don't exceed 2 percent, and if they did we would take immediate action.  So, I saw that as the sort of one thing of monitoring that you said.  What we have seen is that LEI is proposing filings by the individual utilities and things like, you know, debt issuances and things like that, so a reporting requirement.  Concentric was basically saying, no, just look at a bunch of macro-economic things, stay monitoring on those macro-economic, that should give you enough you need to know whether anything, you know, there's anything that we need to do.  So, I just wanted you to comment, you know, your proposal, this A-rated utility yield spreads, versus we monitor on the macro-economic indicators as suggested by Concentric, versus we require utilities to file debt issuances and, you know, how they have done those sorts of things; do you have any comments on that?

DR. CLEARY:  Yes, thanks good question.  So, I think as I understand it the annual reports, and certainly when you review you would be looking at some of that macro -- I don't necessarily know macro-economic data, but certainly market data in terms of government yields and yield spreads.  So, that would be something, of course, that has to be done.  Some of that plus some high-level macro data is, as I understand it, in those quarterly reports that are currently being provided.  So, I always think more information is better than less unless it's information overload.  

And the fact is the debt and equity issuances, this is information that the utilities will have readily at hand, they have them in their investor presentations, they have to include them in annual reports and quarterly reports if they prepare them, and I don't see that it's that onerous to provide them to the Board so that they're as informed as can be.  I look at that as complementary to the other market data.  And, if anything, it isolates Ontario utilities within that broader market data.  

Well, and if you think of the things we are looking at, financial integrity and ability to attract capital there's, you know, hands-on proof of it.  And also gives, you know, you an indication of how, how much they're raising capital; right?  You know, I think that's also kind of a secondary thing that's helpful information to have, so.

MS. ANDERSON:  Okay.  Thank you.  And so, on a kind of a similar note, there was, you know, a fair amount of discussion this morning about, you know, the use of judgment versus, you know, now I have drawn a blank on the word.  Numerical results versus judgment and it got me thinking about the current framework that's in place from our 2009 cost of capital report.  And I don't know if it's possible for Staff to call up that report, and the section on updating, which is -- I think it's PDF 67, page 67.

So this is our current methodology.  And while, yes, we have -- "empirical", that's the word I was drawing a blank on, isn't that -- it must be a long day.  We have a formula that we calculate every year, but we don't just mechanistically apply that formula, there's this language here that says:
"If the application of these methods produces numerical results, that, in the view of the Board, raise doubt that the fair return standard is met, the Board may then use its discretion to begin a consultative process to determine whether circumstances warrant an adjustment to the formulaic approach..." 

And what we might do with that.  So what this applies in practice is that we do the calculations, the royal "we", Staff does the calculations.  They show it to us.  Then we look at it and there's an assessment done as to, "Does this seem reasonable in light of the current market conditions?"

So that's the current methodology.  Is there any reason that -- so we're applying judgment every time we do the formula.

DR. CLEARY:  Um-hmm.

MS. ANDERSON:  Any thoughts on whether we should keep this, or should it be, you know, mechanistic, "This is the formula, this is what gets applied"?

DR. CLEARY:  Yeah, no, I think that it's a good thing.  And that's the way that I do my analysis.  I guess I'd call it "empirically informed judgment", if you will.  You look at the numbers, what it's telling you, and if it's not making sense, you have to start asking why or what makes more sense to you, and then you look at other indicators.  So I think that's an appropriate approach.

And I think also that it's consistent with the recommendations.  And this is one of the few things that the various experts agreed on, was that if you saw things getting out of line, that we should have -- you know, think about holding another proceeding such as this, and also that, you know, have these more regular, in the period of three to five years, so that we can review and see how things are going on.  Yeah.

MS. ANDERSON:  Okay, and thank you.  And you'll be happy to know that all of my other questions have been asked by others.  So that's it for me, thanks.

DR. CLEARY:  Thank you.

MR. JANIGAN:  Thank you, Commissioner Anderson.  I just have a question relating to the fair return standard.  And I take it from the evidence that's been presented that Nexus and Concentric have concluded that OEB's current rate of -- rate of return does not meet the fair return standard.

And when I discussed this with Mr. Coyne of Concentric, and went back to the 2009 decision, and we reviewed effectively the -- what -- the return -- the fair return standard had or had not been met, that there had been no difficulty associated with -- over the term of -- from 2009 to now -- in meeting financial integrity by the utilities that have been regulated, or the ability to raise capital.  But there was a difficulty in the third leg, which was comparability.

And effectively, even from 2009, which Mr. Coyne indicated that, yes, the rate of return met the ROE, but the equity thickness did not; it would appear that the fair return standard really has not been met by the OEB's cost of capital since that time.  And I mean there's two things that may have caused this to occur.  One is that in fact the -- at the same time financial integrity and -- or ability to raise capital has not been impugned.

There's two ways to fix this, of course, is to take the recommendations from Concentric and/or from Nexus associated with what we do to increase the ROE and perhaps equity thickness. And the other is possibly that we don't have the comparability, we don't have the comparables right.

And so my question is associated with the issue of comparables.  And I don't know if this is a question, really, to be asked -- to be answered now, or possibly on an undertaking, and it might be something that other parties may wish to address in their final submissions.

But what are the essential characteristics of a utility that make it a comparable for the purpose of the third prong of the fair return standard?  And, secondly, in the event that US comparables are used, what adjustments, if any, must be made to those US utilities to enable it to be a comparable for the purpose of the fair return standard?

You're certainly welcome to answer that now, or if you wish to do it on an undertaking, that would be fine too.

DR. CLEARY:  Well, I'm happy to speak to it now, if that's helpful?

MR. JANIGAN:  That is fine.

DR. CLEARY:  Yeah.  So I think, first of all, that comparable investment standard does not mean that we have to have the same allowed ROEs and equity ratios as they do in the US.  Of course I have argued that the US utilities are riskier.  And each of those jurisdictions has utilities that face different risks than Ontario utilities, and operate in different markets, and so on and so forth.  So that does not satisfy it.

I would say that the fact that you alluded to -- that the financial integrity, and their ability to attract capital, that's a signal that they are comparable investments, and they have been over the period.

And, actually, if you look at it -- and in 2009, the allowed ROE was 4.5 percent above the 30-year bond yield, and now it's closer to 6 percent; that would say relative to something, that not only the OEB, but a lot of jurisdictions that have formulas recognize that government bond yields are a component in that cost of equity; so that's widened by that measure.  It's actually more attractive relative to a risk-free investment, for example.

The spread above A-rated utility spreads has gone from 3.8 percent in 2009 to 4.5 percent now.  So the ROE is actually more attractive relative to comparable debt, if you will.

So I would say that just because the allowed ROEs in the US have not come down very much, and nor in Canada, but at least in Canada they've come down a little bit, does not make them not -- because they're comparable investments because they have different risk levels.

So what you have to do is actually find a series of companies that have this similar risk.  And also you have to recognize that it's useful to look at what's going on in Canadian capital markets, and not just focus on US capital markets, because there is a home bias, and that is -- that is why we have a Canadian risk-free rate and a Canadian bond yield in the formula, reflecting that -- that there is this home bias in terms of raising capital, and there's also this home bias in terms of investing.  You know, I think I've -- you know, 40 percent of Canadian investors -- or, sorry, 40 percent of Canadian equity is held by Canadian equity investors, and over 80 percent of fixed income is Canadian fixed income issuances are held by Canadian investors.  

So that tells you that Canadian capital markets are important.  I'm not saying markets aren't integrated, but I'm saying that the dominant market conditions you need to look at are the Canadian market conditions, which are reflected in the formula.

MR. JANIGAN:  Just following up on that, I mean there is testimony to the effect, that, yes, there are -- Canadian investors are investing, to a great extent, in US utilities.  This hasn't impacted on the ability of Canadian utilities to raise -- to raise appropriate capital.

But isn't it a concern that in the event that we ignore US utilities in that fashion, that we -- there is a danger that something like sticker shock hits the capital investors, then money flows to the US utilities rather than Canada?

DR. CLEARY:  Well, I'm not saying to disregard the US thing, I'm -- US capital markets, and potential investors, which is important.  The cases that I saw -- and I believe it was us that asked -- I can't remember who, this question -- that were given, were actually Canadian utilities buying American utilities.  Which kind of makes sense if you can get the capital cheaper here and invest it there, if you think they're of adequate risk or acceptable risk to you in terms of what you're doing; right?

And also, holding companies, they can have their stable cash-cow operations and then take some of that money from high-equity ratios with low volatility and they can try to improve their ROE by investing in riskier assets; right?  And some of those may be in the US.  I am not saying every investment in the US is risky.  I am just saying there is a broader universe of investments there; right?

MR. JANIGAN:  What kind of adjustments would have to be made to proposed US utilities to allow them to be used as comparable-risk utilities under the third leg of the fair return standard?

DR. CLEARY:  You know, it's very difficult to say that.  The one thing I would say is that the fact that they're financially sound, higher-debt ratings on average than those US samples used by myself and the other utilities in these proceedings suggests that the Canadian utilities are a little bit higher rated.  And I think it's one of the things, just using that blanket approach and saying, "We have more numbers here now; let's just take an average," is not the way to do it.

It's:  Look at utilities, operating utilities in the US that you feel are similar to Ontario utilities, and look at what their allowed ROE is and their allowed equity ratio, too.

And, when I say "similar risk," I mean they have similar regulatory approaches to establishing the allowed ROE and equity ratio, which in my understanding is not always the case in all of the jurisdictions if they don't have regular hearings, or formal, in some of the jurisdictions; right?  So you'd want to find someone that follows a similar approach to Ontario, for example.

MR. JANIGAN:  Okay.  Thank you very much, Dr. Cleary.  Those are all my questions.  Any redirect?

MR. MONDROW:  Yes, sir.  Thank you.
Re-Examination by Mr. Mondrow


Can we pull up, please, the OEA's compendium, and I want to go to PDF page 195.  Now, Dr. Cleary, we received this 470-page compendium after a seven-day break, at 5:00 p.m. yesterday, and that time I know is correct because I looked at the clock on my computer, and you received it at the same time.  And I understand you had personal commitments last night and went to bed to get ready for today and got up early to drive here, so you related earlier you didn't have a chance to look at this.

Now, Mr. Smith was very fair in his examination of you, but I do want to take you back to one particularly interesting exchange you had in respect of US utilities.  You were talking with Mr. Smith about this excerpt from the AUC's most recent cost-of-capital decision, and he took you to paragraph 102.  Sorry, it's PDF page 195.  And he took you to paragraph 102, at the bottom of our page here, and then he took you over to the next page and spent quite a bit of time with you on paragraph 103.

Understanding that you did not really have any time to look at what was in and what wasn't in this compendium, I would like to ask you to look at paragraph 104, and just, if there's anything that you want to add to your testimony in respect of what the AUC has said about US utilities, I would like to give you that opportunity.

DR. CLEARY:  Yes, thank you for that.  Not being able to view it at the time, but I can see that pretty much what I was saying is that the Alberta Utilities Commission suggested it's not an ideal, not a perfect comparator group, and they also acknowledged that the Alberta utilities were at the low end of the risk.  And I think I had a question on that as to:  How would you adjust for that fact?  And we discussed that.  I think I discussed it with Mr. Richler earlier.  So that's that recognition of this particular fact.

MR. MONDROW:  Okay, thank you.  You were having a discussion earlier today with Ms. Stothart, and I would like to go to your report, please, and I would like to go to PDF page 88 of that report.  And, when you were talking to Ms. Stothart, you were talking about -- you had quite a bit of discussion about sell-side analysts and buy-side analysts, and you referred to a table with analysts' forecasts, I think, to paraphrase.  I just want to ask whether this was the table that you were -- you didn't refer to it by name or by table number or by page reference, but I wondered if this was the table that you were referring to.

DR. CLEARY:  This was the table, but these were not analysts' forecasts.  These were forecasts used by investment professionals, the asset managers and the asset owners, the pensions and the asset managers being the BlackRocks and the Goldman Sachs and Morgan Stanleys, so on and so forth.

So there's a distinction between the analysts working for the sell side, who are trying to get the business of those managing the money, which is quite obvious if you ever go to a conference and you see how it works, but anyways, yes.

So, this is different, and these are not forecast growth rate.  They forecast what they think are required returns on equity.

MR. MONDROW:  Thank you.  And, finally, if we could go to an interrogatory response, this was also in discussion with Ms. Stothart, and I am looking at our -- that is, well, my client's and really your responses.  And you mentioned a response to an interrogatory in respect of discussion regarding the IBM example.  You will recall you had quite a bit of discussion about that.  And you referred to an interrogatory response, and I think Ms. Stothart said it was either EDA-4 or EDA-5.  I would like to go to EDA-5, please.  So this would in N-M4-EDA-5.  I just want to ask you -- you have to go up this list.  It was actually an earlier issue.  It was another group of them.  No, maybe not.  

If you go to -- I think there is one consolidated file of interrogatory responses, and, if you go to page 113, PDF page 113, that's where EDA-5 appears.  And it's definitely not blank, so we will just wait for it to catch up.

Dr. Cleary, I simply want to ask you if this was the interrogatory that you were thinking of.  You referred to an interrogatory response where you -- I think your testimony was in respect of examples beyond the IBM example from the textbook, and I just want to ask you if this was the response that you were referring to, because there was some confusion about what number that was.

DR. CLEARY:  Okay.

MR. MONDROW:  So, when we get it up or if you have it in front of you, you could just have a look at it for that purpose.

DR. CLEARY:  I think I have the paper copy of it, and this was in response to EA; correct?

MR. MONDROW:  Yes.

DR. CLEARY:  What I have it as is what it was sent to me at.  This is my own copy before, you know, it was submitted --


MR. MONDROW:  It's on the screen now, as well.

DR. CLEARY:  That looks like it, yes.  So, EDA-5, that's -- okay, it was just labelled differently in mine.  Yes, that's the one.  So, if you go down, you will see all those several references, I think six references in addition to the one that was, that I put in the footnote as an example, so -- oh, seven, there you go.

MR. MONDROW:  Well, I think there are six because there is no number six.  It goes from five to seven.

DR. CLEARY:  Okay.

MR. MONDROW:  But, in any event, the point really whether this was the interrogatory you wanted to refer to.

DR. CLEARY:  That is the interrogatory, yes.  That's the correct one.

MR. MONDROW:  Okay.  Thank you very much.  Thank you, Mr. Chair.  Those are my questions.

MR. JANIGAN:  Thank you very much, Mr. Mondrow.  That will conclude the evidentiary part of this proceeding.  You have the dates for the written submissions and the reply submissions.

I'd like to thank, first, Dr. Cleary for coming here today and navigating the 401 at the hour that you did.  Anyone who does that, I figured, having been there on a number of occasions, now should receive the Croix de Guerre rather than a simple monetary reward.

Also, I would like to thank all of the participants and particularly the parties that have both cross-examined and presented witnesses.  They have been very helpful to the Panel, and it's much appreciated.  I would like to give a particular shout-out to Staff, which have been excellent in supporting the work of the Panel, in particular the Presiding Commissioner, who from time to time cannot operate anything up here, and all of it and the assistance associated with bringing everything to this conclusion.

So, thank you very much, and have a good Thanksgiving weekend, and that's it.

ALL:  Thank you very much.
--- Whereupon the hearing adjourned at 4:36 p.m.
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