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I. Introduction and Summary

Q. Please state your names, employment and professions.

A. We are Dr. Lawrence Kryzanowski of Concordia University and Dr. Gordon S. Roberts of York University.  Dr. Kryzanowski is currently Ned Goodman Chair of Investment Finance at the John Molson School of Business, Concordia University. He earned his Ph.D. in Finance at the University of British Columbia. Dr. Roberts is currently CIBC Professor of Financial Services and Area Coordinator, Finance Area, at York University’s Schulich School of Business. He earned his Ph.D. in Economics at Boston College.

Q. Please describe your experience relative to your current role of submitting evidence before the Regie.

A.
Dr. Kryzanowski has experience in preparing evidence as an expert witness in utility rate of return applications, stock market insider trading court proceedings, and confidential final offer arbitration hearings for setting of fair rates for the movement of various products by rail. Together with Dr. Roberts in 1997, he prepared a report for the Calgary law firm, MacLeod Dixon, on rate of return considerations in the pipeline application by Maritimes and Northeast. For a group of organizations collectively and most recently referred to as the Consumers Group (formerly UNCA Intervenor Group and FIRM Customers), Drs. Kryzanowski and Roberts provided evidence on the fair return on equity and the recommended capital structure for ATCO Electric Limited in its 2001/2002 Distribution Tariff Application and for Aquila Networks Canada (Alberta) Ltd. ("ANCA") in its 2001/2002 Distribution Tariff Application and its 2002 Distribution Tariff Application (DTA) No. 1250392 before the Alberta Energy and Utilities Board. On behalf of the Province of Nova Scotia, they provided evidence and testified before the Nova Scotia Utility and Review Board in the matter of Nova Scotia Power Inc. in 2002. They filed evidence and testified before the Régie de l’Energie du Québec for the Fédération canadienne de l’entreprise indépendante (“FCEI”) / Union des municipalities du Québec (“UMQ”) & Option consommateurs (“OC”) in the 2003 application of Hydro Québec Distribution, phase 1. They filed evidence and are scheduled to testify in the Generic Hearing before the Alberta Energy and Utilities Board in 2003.
Dr. Roberts is also experienced in preparing evidence for utility rate of return hearings. From 1995–1997 he submitted prefiled testimony as a Board witness in rate hearings for Consumers Gas. In 1996, he served as an expert advisor to the Ontario Energy Board in its Diversification Workshop.  As noted above, together with Dr. Kryzanowski, he has also prepared evidence on rate of return and capital structure considerations for a pipeline application by Maritimes and Northeast in 1997, electricity applications by ATCO in 2000, by ANCA in 2000 and 2002, by Nova Scotia Power Inc. in 2002, by Hydro Québec Distribution in 2003, and by 11 applicant utilities in the Generic Hearing in Alberta in 2003.

More broadly, Drs. Kryzanowski and Roberts often provide technical expertise and advice on financial policy and practice. They have consulted for the federal Department of Finance and for Canada Investment and Savings in the areas of debt maturity, the pricing of options in debt, asset and liability matching designed to immunize market risk exposure and to deal with rollover risk, prudent credit risk management, cost-of-carry minimization, best portfolio risk management practices, and funding efficacy based on all-in cost.  Among their other consulting clients in recent years are the Superintendent of Financial Institutions (e.g., regulation of financial holding companies), Canada Mortgage and Housing Corporation, and Canada Deposit Insurance Corporation. Their brief curricula vitae are attached as Appendix 1.

Q. What is the purpose of the evidence that you are presenting here?

A.
Our evidence is sponsored by the following intervenor groups, which have typically participated in electricity regulatory proceedings before this board:

Association québécoise des consommateurs d’électricité et Conseil de l’industrie forestières du Québec (AQCIE/CIFQ)

Fédération canadienne de l’entreprise indépendante et Union des municipalités du Québec (FCEI/UMQ)


Option Consommateur (OC)


Union des producteurs agricoles (UPA)

This group is collectively referred to as the Consumers Coalition (CC). The Consumers Coalition has retained us to provide evidence on four issues:

1. What are the advantages of employing a cost of debt that includes both short- and long-term maturities in estimating the revenue requirement, and what is the conceptually correct method of implementing such an approach?

2. What is the appropriate carrying charge for deferral accounts?

3. What is the appropriate rate to capitalize the financing costs related to the construction of fixed assets when the construction phase exceeds one year?

4. Should HQD pay the same rate for credit enhancement as its holding company, HQ?

Q. Please describe the general approach that you have used in preparing your evidence.

A.
In preparing our evidence, we set aside the fact that HQD is owned by the provincial government of Québec and follow the stand-alone principle under which debt maturity/currency denomination, the cost-of-carry and guarantee cost appropriateness are determined as if HQD were “standing alone” as a shareholder-owned entity. 

Q. Please provide a summary of your evidence indicating the major conclusions of each section.

A.
In section II, we develop a conceptual framework for the cost of debt for HQD viewed as a stand-alone entity within HQ. The conceptual framework is derived from finance theory and has applications that are broader in scope than the four specific questions addressed in our evidence. While our framework goes beyond the scope of the present hearing, it is useful in developing the rationale for our recommendations on the issues specific to this hearing.

In developing our conceptual framework, we discuss the factors determining an appropriate maturity mix of a utility’s assets and how it should be set as a blend of current and fixed assets.  We explain how this mix should be related to the business activities and risk of the utility and develop the role of the trade-off between expected return and risk involved in the maturity choice decision on how current assets are financed. We also explain how the same matching principle should be applied in determining the currency mix of a utility’s debt. Based on this discussion, we show how inappropriate asset-liability matching or allocation of debt to individual entities within a multi-entity corporate structure can result in the misallocation of resources and create subsidies to either shareholders or customers. 

We also address the first of the four specific questions that we deal with in our evidence; namely:

What are the advantages of employing a cost of debt that includes both short- and long-term maturities in estimating the revenue requirement, and what is the conceptually correct method of implementing such an approach?  

We conclude that deferral accounts have a shorter life and a risk level that is lower than the “average” capital investment that is undertaken by HQD. Under the matching principle, the carrying charge of capital appropriate for deferral accounts should be lower than the approved rate of return on rate base for HQD. 

Section III examines deferral accounts in greater detail. We recommend that the Régie instruct HQD to employ its expected short-term borrowing costs as the rate of return to be earned or paid on deferral accounts. We conclude that this recommendation is consistent with the matching principle developed in Section II. Additionally, it helps to control a potential incentive problem facing HQD.  Finally, we find that our recommendation is consistent with regulatory practice in some other Canadian jurisdictions. 

In Section IV, we examine the appropriate charge or rate at which the capital costs encountered in multi-year construction projects should be carried forward if the decision is to incorporate such capital costs into the rate base beginning with the year the project first enters its operational phase. The capital costs associated with the financing of such construction costs are commonly referred to as AFUDC (Allowance For Funds Used During Construction). We establish that a pool-of-funds approach is acceptable and recommend that the Régie adopt a formula that is based on the one used by the FERC in the U.S.  In implementing the formula, we recommend giving an 80% weight to the average rate on short-term debt and a 20% weight to the weighted average rate of return allowed on the regulatory rate base. 

Section V addresses the issue of the credit enhancement cost allocation from HQ to HQD. In this section, we explain why excessive use of debt on the part of a parent company, termed overleveraging, leads to an unfair subsidy to shareholders when regulated subsidiaries are required to hold higher levels of equity. Applying this to the present hearing, we demonstrate that since HQD is both better capitalized and less risky than the remainder of HQ, its credit enhancement fee should be below the 50 basis points per dollar of debt allocated to it by HQ. We estimate that 10 basis points would be reasonable. 

Q.
Does this complete the summary of your evidence?

A.
Yes, it does. 

II.
CONCEPTUAL FRAMEWORK

Q.
Please explain how this section fits into the overall picture of your evidence.

A.
In this section, we develop a conceptual framework for the cost of debt for HQD within HQ. The conceptual framework is derived from finance theory and extends beyond the four specific questions addressed in our evidence. We discuss how the maturity mix of assets between current and fixed should be related to the business activities and risk of the utility, the role of the trade-off between expected return and risk involved in the maturity choice decision on how current assets are financed, and how inappropriate asset-liability matching or allocation of such to individual entities within a multi-entity corporate structure can result in the misallocation of resources and subsidies to either shareholders or customers. We also address the first of the four specific questions that we deal with in our evidence; namely:

What are the advantages of employing a cost of debt that includes both short- and long-term maturities in estimating the revenue requirement, and what is the conceptually correct method of implementing such an approach?
Q.
What fundamental principles underlie your conceptual framework?

A.
The most important principle behind our conceptual framework is the stand-alone principle used in our evidence in Phase I. Under the stand-alone principle of regulation, HQD’s costs should reflect the costs that would be faced if it were an independent company doing business in the test year.  As stated in our evidence in Phase I, lines 4-7, page 5: 

“Although HQ DIST is owned by the government of Québec, we follow the stand-alone principle under which capital structure and the fair return on equity are determined as if the company were ‘standing alone’ as a shareholder-owned entity.”

In capital structure and rate of return regulation, the stand-alone principle is a powerful tool in maintaining an even balance between the interests of shareholders and those of customers.  In our evidence in Phase I, we applied this principle in setting the capital structure of HQD at a level different from that allowed for other entities of HQ, for example, TransÉnergie. We further applied the principle in determining a recommended return on equity for the base year as stated on lines 6-12 on page 42 of our evidence:

“We believe that the regulatory process should ensure that HQ DIST earns a return on common equity that would adequately compensate equity investors for its risk level if it were a public company. Further, this rate of return on equity would enable HQ DIST to maintain its financial integrity and to meet its financial obligations. The shareholders’ interests must be balanced with the interests of the customers of HQ DIST who are entitled to safe and reliable service at reasonable rates.”

Q. How does the stand-alone principle guide the decision of the appropriate maturity and currency mixes to use in determining the cost of debt for HQD in regulatory applications?

A. Under the stand-alone principle, HQD should determine these mixes by segregating the assets used in distribution and then matching the maturity and currency of its liabilities to those attributes of its distribution assets.

Q. Please explain why HQD should first segregate its assets before applying the matching principle.

A.
Our goal is to recommend an appropriate mix of maturity and currencies for the debt of HQD. These mixes represent features of the capital structure of HQD.  This approach to capital structure is becoming recognized in the academic literature, as exemplified by the following quote from a recent article by Drs. Barclay and Smith of the University of Rochester:

“Like this article up to this point, most academic discussions of capital structure focus just on the leverage ratio. In so doing, they effectively assume that all debt financing is the same. In practice, of course, debt differs in several important respects, including maturity, covenant provisions, security, convertibility and call provisions, and whether the debt is privately placed or held by widely dispersed public investors.”

Recognizing that debt maturity and currency denomination are features of capital structure leads to the conclusion that these features, like the leverage ratio, should be tailored to the risk of a regulated entity.  In the case of the leverage ratio, the Régie has accepted the argument that it is the business risk of HQD, and not that of the integrated company, that is relevant.  It follows that in the case of debt maturity and currency denomination, it is also the risk of HQD that should be examined. The matching principle states that the correct way to examine this risk is to study these features for the assets of HQD.

Q.
Please discuss why the maturity of the assets of HQD is important?

A.
The importance of asset maturity can be shown by examining the classical trade-off between the levels of current and fixed assets on the left-hand side of the balance sheet. All else held equal, the ratio of current to fixed assets increases as the asset mix strategy becomes less risk tolerant. This strategy can be categorized as being a low-expected-profit/low-expected-risk approach. This strategy implies that the firm holds significant liquid assets in the form of cash and marketable securities.  Similarly, all else held equal, the ratio of current to fixed assets decreases as the asset mix strategy becomes more risk tolerant. This strategy can be categorized as being a high-expected-profit/high-expected-risk approach. In general, firms engaged in lower risk industries can be more aggressive in terms of the asset mix strategy.

Q. Please explain the matching principle.

A. The matching principle provides a general guideline to setting the maturity of a firm’s liabilities. This general guideline can then be adjusted to take several practical complications into account.  Our explanation starts with the general guideline and draws on a leading, current corporate finance textbook:

“In an ideal economy, short-term assets can always be financed with short-term debt, and long-term assets can be financed with long-term debt. In this economy, net working capital is always zero.” 

The discussion continues by pointing out that when one moves from an ideal economy to the real world, well-managed firms typically have positive net working capital and positive current ratios because a segment of current assets is due to permanent asset growth, seasonal fluctuations in current assets, and unpredictable fluctuations. This raises the question of how the total requirement for current assets, fluctuating plus permanent, should be financed.  This question is nestled within the bigger question of how should the maturities of the assets and liabilities of a firm be matched. 

A multitude of current asset financing strategies are possible. All else held equal, under a relatively risk intolerant current asset financing strategy, all of the firm’s projected requirements are funded with long-term funds, and short-term funds are only used in the event of an emergency or an unexpected outflow of funds. This strategy can be categorized as being a low-expected-profit/low-expected-risk approach. This strategy implies that the firm will exhibit relatively high working capital levels and ratios.  In practice, this risk intolerant approach cannot be strictly implemented, since some current liabilities (such as accounts payable and accruals) are essentially unavoidable. Similarly, all else held equal, under a more risk tolerant current asset financing strategy, the firm finances its short-term needs with short-term funds, and its long-term needs with long-term funds. This strategy can be categorized as being a higher-expected-profit/higher-expected-risk approach. Under a still more risk tolerant current asset financing strategy, the firm finances all of its current assets with current liabilities.

Q.
Which current asset financing strategy is more appropriate?

A.
There is no definitive answer. However, several considerations must be included in a proper analysis:

1. Cash reserves. A risk intolerant strategy implies surplus cash and little short-term borrowing. This strategy reduces the probability that a firm will experience financial distress.  Firms may not need to worry as much about meeting recurring, short-run obligations. However, investments in cash and marketable securities are zero net-present-value investments at best. Also, the need for cash reserves has diminished considerably with the increasing availability of standby lines of credit.

2. Maturity hedging.  Most firms finance inventories with short-term bank loans, but pay for fixed assets with long-term borrowing. This type of maturity mismatching would necessitate frequent refinancing and is inherently more risky because short-term interest rates are more volatile than longer rates. However, this risk can be reduced by the availability of standby lines of credit and the use of derivatives.

Maturity mismatching also produces rollover risk, which is the risk that renewed short-term financing may not be available or may only be available at materially less attractive terms. An example is the financial distress that was faced by Olympia & York (O&Y), a real estate development firm privately owned by the Reichman family of Toronto in 1992.

3.
Term structure. Short-term interest rates are normally lower than long-term interest rates. This implies that, on average, it is more costly to rely on long-term borrowing than on short-term borrowing.

In summary, the matching principle states that short-term assets should be financed with short-term debt and long-term assets with long-term debt. Firms may move away from a perfect match in either direction depending upon, for example, their tolerance for bearing risk. When a portion of short-term assets is financed long-term under a more risk intolerant strategy, the firm enjoys a liquid reserve. This liquidity comes at a price because liquid assets do not generate value for shareholders and/or result in increased costs to customers. Drs. Brealey and Myers state this point in a colorful way: 

“A firm with a surplus of long-term financing never has to worry about borrowing to pay next month’s bills. But is the financial manager paid to be comfortable?... Thus we think that firms with a permanent cash surplus ought to go on a diet, retiring long-term securities to reduce long-term financing to a level at or below the firm’s cumulative capital requirement.”

Further reinforcing this argument, long-term debt is generally more costly than short-term financing. 

Moving in the opposite direction, a firm may follow a more risk-tolerant current asset financing strategy by financing a portion, or all of its current assets with short-term liabilities.  

Q.
Based on your analysis, in order to maintain an even hand between the interests of the shareholders and customers, and avoiding subsidization of either party, how should the cost of debt be determined in general?

A.
The cost of debt in determining the revenue requirement should be the cost of total debt with the mix of maturities and currencies set to reflect HQD’s business. To the extent that foreign debt is employed and is not offset by foreign revenues (i.e., a “natural” hedge), the foreign exchange or FX risk of the foreign debt should be hedged under the matching principle.  Furthermore, it should be demonstrated that the FX-hedged all-in cost of the foreign debt should be lower than the all-in cost of comparable domestic debt. A comparison of two entities that only differ by the extent of their natural hedges will reveal that the effective FX-hedged all-in cost of the foreign debt will be higher for the entity with the smaller natural hedge.

Q.
Continuing the focus on the overall cost of debt, hypothetically, how would switching from the present use of an integrated cost of debt to what you recommend affect the balance between the interests of the shareholder and those of the customers of HQD?

A.
Such a hypothetical switch would redress the balance in the interests of fairness. The present use of integrated cost creates an unfair subsidy to the shareholder. This occurs because HQD has two features which should reduce its cost of debt under the matching principle.  First, the distribution company makes less intensive use of fixed assets than do the generation and transmission companies. This is manifested in a higher ratio of revenues to assets as well as in a lower ratio of fixed assets to total assets as shown in Schedule 2.1. It is also reflected in the depreciation periods allowed for poles, conductors and other assets of the distribution company (25-30 years) in contrast with the longer lives for pylons, conductors and the other assets of the transmission company (30-50 years). The generation company’s assets are longer-lived still.  In the main, the assets of the generation company are hydro plants with lives over 50 years for depreciation purposes.
 

Second, HQ as a whole earned 28% of its revenue outside Canada in 2002 as shown in Schedule 2.2. These foreign revenues are attributable to the generation and transmission companies which have significant revenues in U.S. dollars, Chilean pesos and other foreign currencies. This exposes these other companies to foreign exchange risk that does not impact HQD on the asset side. The distribution company earns virtually all of its revenues in Quebec: $8,112 or 99% of total HQD revenue of $8,232 million was earned in Quebec in 2002.
  In calculating an integrated cost of debt, costs are averaged across all HQ’s divisions and, as a result, a portion of the higher costs attributable to other divisions is incorrectly attributed to HQD.

We illustrate this point with two simple numerical examples.  The first example is reported in Schedule 2.3. It addresses the impact of debt maturity on the weighted cost of debt. Company D is a stand-alone entity which has 80% fixed assets and 20% current and short-term assets. The capital structure of this company contains 35% equity and 65% debt, which is consistent with the ruling of the Régie in the HQD Phase 1. Following the matching principle, the $65 in total debt is split between current liabilities, short-term debt (20%) and long-term debt (80%) to match the proportions of current and fixed assets. In the example, the cost of short-term debt is 3%, long-term debt has a cost of 6.5%, and the company faces a tax rate of 40%.
  The after-tax weighted cost of debt for Company D is 3.48%, as is demonstrated in footnote 16 in Schedule 2.3.  

The second company in Schedule 2.3 is Company T. Also a stand-alone company, T has a higher proportion (90%) of fixed assets due to the nature of its business. Company T has 30% in equity and 70% in debt reflecting the decision of the Regie for TransÉnergie. The $70 of total debt for this company is split between $63 (90% of $70) in long-term debt and $7 (10% of $70) in short-term debt. Using the same costs of short- and long-term debt and the same tax rate, we calculate the after-tax weighted cost of debt as 3.69% for Company T. As expected, the after-tax weighted cost of debt is lower for Company D because it uses fixed assets less intensively.  

Our third company in Schedule 2.3 is an integrated company combining two divisions identical to Companies D and T, respectively. By adding the liabilities and equity values of the two companies, we obtain the debt-equity mix and the proportions of short- and long-term debt for the integrated company as averages of those of Companies D and T.  Schedule 2.3 shows that the weighted after-tax cost of debt for the integrated company is 3.59%, the average of the costs for the individual companies.  

These individual weighted average costs of debt are the correct figures to use in determining the debt component of the revenue requirements for Company D and Company T.  Under the stand-alone principle, costs should not be affected by whether Company D or Company T is an individual entity or part of a larger company with other divisions.  Further, the example shows how incorrectly using an integrated cost of debt would create an unfair extra cost for Company D. This cost would constitute a subsidy from customers to the shareholders of Company D.  A similar argument applies for Company T. In this case, incorrectly using an integrated cost of debt instead of the individual cost would create a penalty to the shareholders of Company T and a subsidy to customers. 

Currency Matching

Q. Please explain the second example on foreign exchange risk.

A. In developing the second example, we follow the same logic used in the first, substituting differences in foreign exchange exposure for differences in maturity. As in our earlier example, applying the matching principle requires first assessing the characteristics of the assets and then matching this characteristic in the financing of the assets.  This currency matching application is recognized in introductory finance texts as follows:

“Firms may borrow in the country where the foreign project is located. This is the usual way of hedging long-term exchange risk up to the amount borrowed. Any residual equity would not be hedged”.

Another leading textbook makes the point similarly as:

“Most firms do not attempt to quantify economic exposure but that does not mean that they ignore it.  For example, when a company makes a major overseas investment, it often finances it by foreign currency borrowing.  A subsequent fall in the value of the foreign currency may reduce the dollar value of the investment, but this is compensated by the fall in the dollar cost of servicing the foreign debt.”

Schedule 2.4 illustrates the matching principle for foreign exchange exposure.  Here Company D is the same as in Schedule 2.3 with $80 in fixed assets located in Canada and employed to produce Canadian dollar revenues. As we saw in Schedule 2.3, the mandated capital structure means that Company D should finance 65% of these fixed assets with long-term debt of $52.  Further, following the currency matching principle, Schedule 2.4 shows that this $52 should be raised in Canadian dollars.  Next we introduce Company F with the same assets and maturity structure as Company D expressed in Canadian dollars.  Unlike Company D, however, Company F’s fixed assets are used to produce revenues in U.S. dollars and may be located in the U.S. Following the currency matching principle, Schedule 2.4 shows that Company F has financed with U.S. dollars. 

To show the impact of these financing decisions on costs, we calculate the after-tax costs of debt for Companies D and F.   For D the cost is 3.48% exactly the same as in Schedule 2.3.  For Company F, the after-tax cost is higher at 4.44% reflecting the increased cost of U.S. dollar financing resulting from a devaluation of the U.S. dollar after the debt is issued. 

Our third company in Schedule 2.4 is an integrated company combining two divisions identical to Companies D and F, respectively. By adding the liabilities and equity values of the two companies (all in Canadian dollars), we obtain the debt-equity mix and the proportions of short- and long-term debt for the integrated company as averages of those of Companies D and F.  Schedule 2.4 shows that the weighted after-tax cost of debt for the integrated company is 3.96%, the average of the costs for the individual companies.  

As we pointed out earlier, these individual weighted average costs of debt are the correct figures to use in determining the debt component of the revenue requirements for Company D and Company F.  Under the stand-alone principle, costs should not be affected by whether Company D or Company F is an individual entity or part of a larger company with other divisions.  Further, the example shows how incorrectly using an integrated cost of debt would create an unfair extra cost for Company D. This cost would constitute a subsidy from customers to the shareholders of Company D.  A similar argument applies for Company F. In this case, incorrectly using an integrated cost of debt instead of the individual cost would create a penalty to the shareholders of Company F and a subsidy to customers. 

Q.
Your prior example assumes that firms always hedge foreign exchange risk by matching the currency of assets to that of borrowing. Is there another way that firms can control this risk?

A.  As an alternative to foreign borrowing, a firm can finance a foreign asset in domestic currency and hedge the difference with derivatives such as forward contracts, currency options, currency futures or currency swaps. Such hedging activity controls foreign exchange risk and could completely eliminate the added 2% cost of U.S. dollar denominated debt for Company F.  In perfect markets where hedging is costless, this reduces the cost of foreign debt to the cost of domestic debt and eliminates any differential in the after-tax cost of debt for Company F over the cost to Company D.  In real markets, however, hedging costs are not zero and these must be added to the cost of debt for Company F.  Our point is that, whether Company F chooses to finance its fixed assets with U.S. debt or hedged Canadian debt, the costs must be included in a proper measurement of the after-tax cost of debt. This is often referred to as the ‘all-in cost’ of debt.

Natural Hedges

Q.
Is there any other way that firms can control the risk of foreign-denominated borrowings?

A.
Yes. A firm can set up a natural hedge where a sinking fund and export revenues in the currency of the debt denomination are used as a natural hedge for the periodic and final payment of that foreign denominated debt. To illustrate, Manitoba Hydro describes its exposure management program (EMP) as follows:

“As a result of the EMP, Hydro does not recognize gains or losses related to changes in the US currency exchange rate on its long-term debt or sinking fund. The EMP limits Hydro’s exposure to foreign currency changes, and the sinking fund and export revenues act as a natural hedge for the retirement of the US denominated debt. Hydro has estimated that its US cash inflows will exceed the cumulative US cash outflows for interest, thermal fuel and sinking fund payments and will be sufficient to retire the existing US debt by March 31, 2023.”

Q.
Can you provide an example where HQ has used a natural hedge but shared the costs and not the benefits of doing so with all the units of HQ, including HQD?


A.
Yes, we can provide such an example. To IR 32.2 from the Régie (IR-HQD-11-01), HQD responded that the deferred foreign exchange losses of $571 and $224 million in 2003 and 2004, which are reported in the table on page 9 of HQD-7, Document 2 result from the addition of foreign exchange losses or gains not realized for each of the liabilities made in U.S. dollars matched to future revenues in the same currency. This natural hedge would not have been entered into if HQD was viewed as being a stand-alone entity since it has little revenue or assets in U.S. dollars. 

Furthermore, if we assume that the natural hedge has effectively removed all FX risk (i.e., it was effective), then the FX losses on the cost side will have been completely offset by the FX gains on the revenue side. Our reading of HQD’s evidence is that HQ has decided to allocate a portion of the losses from the hedge to HQD and to allocate no portion of the gains from the hedge to HQD. This represents an unfair subsidy to HQ from HQD (and possibly from or to HQT if the same calculation method was used to calculate the debt cost for HQT).

Q.
What do you conclude from this example?

A.
We conclude that the share of these FX losses that has been apportioned to HQD is inappropriate, and recommend that the Régie instruct HQD to recalculate the cost of debt based on the removal of these FX losses. Insufficient data are available for us to make this calculation.

Use of Historical or Prospective Costs for Debt

Q.
Given the appropriate mixes of maturities and currencies, should the costs of debt be measured using historical costs or prospective, forward-looking costs?

A.
The cost of debt should reflect the prospective costs of short- and long-term maturities chosen to match the assets. Prospective costs should be used and not historical costs in order to avoid subsidies and to provide correct incentives for management consistent with market discipline under the stand-alone principle.  Prospective or future costs are the relevant measure because they reflect the opportunity cost of allocating capital today.

Q. How does this recommendation apply to the implementation of the decision in Phase I of this hearing?

A.
In Phase I, the Regie determined that the historical cost of debt should be used in determining the rate of return on the rate base.  Bowing to this decision, and setting aside our preference for a prospective cost for the moment, we are left with the other half of our recommendation: the historical cost of debt should include both short- and long-term debt.  As stated earlier in discussing the example in Schedule 2.3, both types of debt must be used to form a conceptually correct measure of debt costs.  We note that our recommendation on this point is consistent with practice by the Regie in the case of Gaz Métropolitain, which is using both short and long-term elements to obtain its cost of debt.
  

Use of both short- and long-term debt costs in implementing Phase I would move practice closer to implementation of our conceptual framework. Longer term, we recommend reopening the decision on historical cost.

Q.  Does HQD agree with your position?

A.  Based on our careful reading of HQD’s evidence in the current phase of the hearing, our answer is “yes and no”.  Starting with “yes”, in its discussion of evaluating the profitability of investment projects, HQD agrees with our view that the prospective cost of capital is the correct measure of opportunity costs. This is clear from HQD’s answer to Question 11, part ii. on HQD 11, Document 5, p. 23 as translated:

“The prospective cost of capital is used to evaluate profitability of the projects and their impacts on the electricity rates. It reflects the conditions which will prevail when the investments are carried out, and its use permits a comparison of projects which are characterized by the level as well as by the temporal distribution of associated monetary flows. The application of the prospective cost of capital thus permits good economic choices.

Once the choice is made between several options of competing investment, the adopted project is carried out and treated according to the company’s accounting policies.”

Turning to “no”, HQD reverses its view on the appropriateness of the prospective cost of capital when it addresses the question of what rate to use to capitalize financial expenses related to fixed assets under construction arguing that the weighted average historical rate should be used instead.  


Aware that it is taking two contradictory positions, the HQD argument suggests that the weighted average historical approach is more convenient administratively for the narrower use of capitalizing financial expenses and that the differences between the two methods average out over an interest rate cycle in HQD-05-01, Accounting Conventions, page 10, lines 10-14:

“It is necessary to note that the differences currently observed between the two methods are of a specific nature and that on a continuous horizon, would be reversed (when the tendency is for interest rates to rise) and even cancelled, according to economic and business trends.”

Q. Do you agree with HQD’s reasons for taking a different position on capitalizing the financial costs of fixed assets under construction?

A. No, we do not agree.  In our view, closer examination reveals that, what HQD presents as simply a matter of administrative convenience, truly represents an unfair subsidy from customers to the shareholder of HQD. Further, this practice if approved by the Regie, would remove an important incentive for efficient financial management on the part of HQD.

To demonstrate the reasoning behind our position, we consider the scenario of rising interest rates advanced by HQD.  Under such a scenario, a long-term trend of rising interest rates would raise the prospective cost of capital each year as higher rates are factored in.  It would also raise the historical average cost but this would increase more gradually.  With a higher prospective cost of capital, HQD would correctly raise the bar of the minimum internal rate of return acceptable on new investments. In other words, facing higher capital costs, HQD would have an incentive to engage in only those new investments whose expected returns exceeded that capital cost. For ratemaking purposes, however, the cost of debt capital would still be measured incorrectly by historical average costs applied to assets in place.  For this reason, HQD would have little incentive to conduct abandonment analysis to determine if any of its assets in place are no longer economically efficient in the new, higher interest rate environment.  This lack of incentive could lead to higher costs and a resulting subsidy to HQD by customers.

Q. Is the subsidy limited to an environment in which interest rates are rising?

A.  No, it is not. The incorrect use of an historical average debt cost also creates an incentive for inefficient financial management when interest rates fall.  In such an environment, the prospective cost of new debt falls below the average historical cost of debt on the books.  When this happens, the financial manager should seek ways of reducing the costs of the historical debt through exercising call provisions and refunding with cheaper current debt.  In this way, the firm saves on interest costs.  If however, the regulator allows the firm to recoup the inflated historical cost of debt completely, the incentive for refinancing is removed. Once again, customers are the losers.

Q.
Moving from the hypothetical to the questions to be addressed in this phase of the hearing, please explain your recommendation for determining the carrying cost of capital.

A. The carrying charge of capital utilized by or obtained from an investment or activity, such as a deferral account, that has a life and risk level lower than that of the “average” capital investment that is undertaken by HQD should be lower than the approved rate of return on rate base for HQD. We address the issue of deferral accounts in more detail in the next section of our evidence.

III.
DEFERRAL ACCOUNTS
Q. Please explain the purpose of this section of your evidence.

A. This section addresses the rate of return to be earned or paid on deferral accounts depending upon the sign of the account balance and the account being considered. 

Q.
What is a deferral account?

A.
A deferral account represents the difference between the expected or forecasted value for an account and its actual realized value over the forecast period. Thus, deferral accounts represent a means to help ensure that no more or less is collected from customers on a regulated rate than the regulator approved. Deferral accounts also help to minimize forecast risk for the electric utility. Deferral accounts are used within the electricity industry in various regulatory jurisdictions in North America.

Positive or negative deferral account balances lead to account adjustments that are commonly called regulated rate riders. A rate rider is a temporary credit or charge approved by the regulator, which is designed to eliminate the deferral account balance. Since money has a time value, deferral account balances also accrue financing charges or investment returns from the perspective of both the utility and its customers. Thus, a cost deferral account can be viewed as the provision of funds from the utility to the customer when the account balance is positive, and as the procurement of funds by the utility from its customers when the account balance is negative. Thus, the utility can be viewed as the ‘lender’ and the customers as the ‘borrower’ when the cost deferral account balance is positive, and vice versa when it is negative.


Q.
Why are deferral accounts of importance for HQD?


A.
Based on the best information that we have at present, HQD has or might have the possibility of setting up deferral accounts for:

(1) modifications in the cost of heritage electricity supply,

(2) price changes in transmission costs, and 

(3) the price differential between the cost of supplies and the price charged to customers for the BT tariff.  

Q.
Do you agree with the position of HQD that the rate of return paid or received on deferral balances should be the approved rate of return on rate base for HQD?


A.
No, we do not agree with this position. Since a deferral account has a life and risk level that is lower than that for the ’average’ capital investment that is undertaken by HQD, the rate used for this purpose should be lower than the approved rate of return on rate base for HQD. Furthermore, based on the conceptual framework presented in Section 2 of our evidence, a prospective and not a historical rate of return should be used for this purpose.


Q.
Are there any other reasons for not using the approved rate of return on rate base for HQD?


A.
Yes, there also is an agency monitoring rationale for not using the approved rate of return on rate basis for HQD for this purpose. If this higher rate were used, HQD would have an incentive to underestimate revenues subject to deferral accounts and overestimate costs subject to deferral costs, since HQD would now be able to earn a rate of return on the balances in these accounts which far exceeds the rate of return that it can earn on its cash holdings.

Q.
What rate of return do you recommend for this purpose?

A.
We recommend the use of the expected cost of short-term borrowing by HQD over the next year. 

Q.
Do you have any concerns with the use of the expected cost of short-term borrowing by HQD over the next year as the rate of return earned/paid on deferral accounts?

A.
Yes. The use of this rate would still provide HQD with some incentive to make forecasts that result in deferral balances from which it can earn a rate of return higher than its next best alternative. The reason is that the net margin of the rate of return on deferral balances over that for cash is likely to be positive. This suggests that, even if the Régie adopts our recommendation for the rate of return earned/paid on deferral accounts, that the Régie will need to exercise annual oversight over how the deferral accounts are actually implemented by HQD. This appears to be the practice by regulators in, for example, Alberta.

Q.
How does your recommendation for the appropriate measure of the rate of return to be used for deferral balances compare to that used in other regulatory jurisdictions?


A.
We did not do an exhaustive search but our limited search uncovered precedents supportive of our recommendation by the CRTC and the Alberta Energy and Utilities Board. The rate used when specified is as follows:

· In the ‘Management’s discussion and analysis’ to the 2002 Annual Report of Telus, there is a discussion of the introduction of a deferral account mechanism by the CRTC “in an effort to foster competition for residential basis service in non-high cost service areas (non-HCSAs)”. This rate paid on deferral account balances is described as: “To the extent that a balance remains in the deferral account, interest is required to be accrued at the Company’s short-term cost of borrowing”.

· Section 12, Part 2 of the Alberta Regulation 53/2002, Electric Utilities Act, Deficiency Correction Regulation, 2002, deals with the cost of financing for deferral accounts. Subsection 12(2) states that “the Board must ensure that an owner is able to recover the prudent cost of financing the amounts in its deferral accounts which may include debt financing, equity financing or a combination of debt and equity financing”. While subsection (3) states that “the owner may apply to the Board for approval of a monthly payment to the owner in respect of the cost of financing the amounts referred to in subsection (1)”, subsection (4) states that the “Board must base its approval under subsection (3) on the Bank of Canada bank rate plus 1.5%”.
· Section 3.0 entitled “Payment of Carrying Cost” in the UNCA 2001 Transmission Deferral Account Application states:

 “UNCA proposes to pay or collect carrying costs associated with the principal amounts in this application. In accordance with Board Information Letter II.2000-1 on General Policy for Payment of Interest dated February 16, 2000, UNCA has calculated interest for all amounts in this deferral account based on Bank of Canada rate plus 1½ %.”

Q. Are there precedents for the method proposed by HQD?

A. Yes, there are by the National Energy Board, and most likely the BC Utilities Commission:

· In appendix E entitled “Illustration of Heritage Deferral Account”, BC HYDO shows interest at 7%.

· The section entitled “Carrying Charges on Deferred Balances” in Schedule 11.4, Deferral Accounts – 2003 Test Year, 2003 Tolls and Tariff Application, TransCanada, page 5, states: 

“Consistent with past practice approved by the Board, TransCanada proposes to apply the approved rate of return on rate base to all deferred balances with the exception of balances relating to the Foreign Exchange and Interest Rate Management Programs and the Interim Revenue Adjustment Variance.” 

Q.  What do you conclude from your limited search of the practice with respect to deferral accounts in other Canadian regulatory jurisdictions?

A.  We conclude that our recommendation for the use of short-term borrowing costs is consistent with regulatory practice in some jurisdictions. In others, utilities are allowed to use the approved rate of return for these accounts.  Because the use of the expected short-term borrowing rate is more appropriate given the low risk level and shorter maturity of deferral accounts and helps to control a potential incentive problem, we recommend that the Regie adopt this rate in agreement with practice before the CRTC and in Alberta.

Q.
How do you recommend that the Regie implement your recommendation?

A.
We suggest that the Régie prescribe a specific methodology for this purpose. The methodology would be similar to that prescribed by the Régie to calculate long-term debt cost in the determination of the rate of return on rate base.
 A less satisfactory solution would be to use the actual cost of short-term borrowings by HQD over the year, since the recognition of the time value of money is likely to be conducted at the end of each year. This latter approach would be based on the validity of the assumption that expected and realized short-term borrowing costs will be approximately equal over time.

Q.
Can you provide an estimate of the savings that would result from using the expected cost of short-term debt instead of the return on rate base?

A.
Yes, we can. The return on rate base for 2004 is 8.161% according to HQD-07-01, Rate Base Rate of Return, page 3.  In HQD-07-04, Average Rate of the Prospective Cost of Capital, we find two short-term debt rates estimated by HQD for 2004: 3 month bankers acceptances, 4.48% and 3 month LIBOR, 2.22%. Assuming that these are all-in costs, this indicates that the range for the prospective short-term rate based on the projections of HQD is from a low of 2.22% to a high of 4.48%. Taking a simple average of these two short-term rates gives the mid-point of 3.35% as our placeholder estimate of the expected cost of short-term debt. The difference between this cost and 8.161% is 481 basis points, a very sizeable difference.  

IV. APPROPRIATE AFUDC FOR MULTI-YEAR CONSTRUCTION PROJECTS
Q.
Please explain the purpose of this section of your evidence.

A.
This section addresses the methods available for recognizing the capital costs associated with the financing of construction for multi-year construction projects. It examines the appropriate charge or rate at which the capital costs encountered in multi-year construction projects should be carried forward if the decision is to incorporate such capital costs into the rate base beginning with the year the project first enters the operational phase. The capital costs associated with the financing of such construction costs are commonly referred to as AFUDC (Allowance For Funds Used During Construction).

Q.
Please describe what is meant by multi-year construction projects.

A.
A multi-year construction project is really a multi-stage or multi-phase project that takes more than a year to complete and put into operation (i.e., be commissioned).  Thus, the elapsed time between the commencement of the construction of the project and when the project becomes operational is longer than one year. During the construction phase, the project incurs construction costs but generally generates no operating revenues, and during the operations phase the project incurs operating costs and generates revenues (i.e., operating cash flows).

Q.
Please discuss the various methods for incorporating the capital costs of multi-year construction projects into the rate base. 

A.
There are basically two possible methods for incorporating the investment costs of multi-year construction projects into the rate base. Henceforth, we refer to these methods as capital cost recognition methods or CCR methods. The first CCR method is to incorporate the capital costs incurred during the fiscal year into the rate base for the subsequent test year. The second CCR method is to include the cumulative capital cost into the rate base for the test year subsequent to the year of the completion of the project. 

Q.
What are the primary considerations for each of these two CCR methods?

A.
The primary considerations for the first CCR method are two-fold. First, should the project earn a rate of return prior to its being operational? Second, if it should earn a rate of return prior to it being operational, what rate of return should that be?

The primary consideration for the second CCR method is how should one determine the cumulative forward value of the capital invested in the project at the time it is brought into service? In other words, should the forward value be determined by finding the future value of all capital costs by compounding at the weighted average rate of return on asset base or at some lower rate or at no rate at all? We refer to this rate as the charge-for-carry in our evidence.

Q.
Are the two CCR methods equivalent?

A.
No, the two CCR methods are not equivalent even if we ignore any differences in the real options associated with these two CCR methods. We will return to what real options are and what their role is in determining the charge-for-carry later in this section of our evidence.

Q.
Please demonstrate the impact on the internal rate of return on a capital project when the same investment cost is spread over two years instead of one year, and all else is held equal.

A.
Such a demonstration is provided in Schedule 4.1. The basic investment involves a cash outlay of $100. This investment is assumed to generate constant annual expected cash flows of $12 over the project’s expected life of 15 years. For this comparison, we make two simplifying assumptions: first, that the project has no real options, and second, that the project should continue to be evaluated as if it involved one phase. We come back to these assumptions later. 

Based on a comparison of the values in the IRR row in the second and third columns of Schedule 4.1, the IRR decreases from 8.44% to 7.21% when the capital outlay is spread over 2 years instead of one in this example. The loss from postponing the first cash flow from year 1 to year 2 more than offsets the gain from spreading the investment cost over a longer period of time.

Q.
Please demonstrate the impact of each of the two CCR methods on the internal rate of return for the investment project when the capital cost is spread over two years, and all else is held equal as in the previous question.

A.
Based on a comparison of the values in the IRR row in the second, fourth and fifth columns of Schedule 4.1, the IRR increases from 7.21% in column 3 to 7.77% in column 4 when the first CCR method is used. The first CCR method incorporates the capital costs incurred during the fiscal year into the rate base for the subsequent test year; that is, prior to its commissioning. In contrast, the second CCR method leaves the IRR of 7.21% unchanged (see columns 3 and 5, respectively). The second CCR method is to include the cumulative investment costs into the rate base for the test year subsequent to the year of the completion of the project.  Thus, only the second CCR method appears to be equity neutral in the sense that it neither increases nor decreases the project’s IRR. 

Q.
Please discuss what is meant by a capital cost recognition or CCR method being equity neutral.

A.
A utility has two primary stakeholders; namely, customers and providers of capital. A CCR method is equity neutral when it does not favor one stakeholder over another.

Q.
What rate of return or rate of carry should be used in applying the second CCR method?

A.
There are two reasons why the rate of carry on multi-year investment projects should be lower than the average cost of capital for the utility. The first reason is based on the real options associated with such multi-stage investment projects, where the NPV typically increases when the value of these real options is incorporated into the evaluation procedure. The second reason is based on the matching principle under which the types and maturities of funds used should be matched with the life of the investment stage being evaluated.

Q.
What are real options and why are they important?

A.
For the purpose of capital evaluation, real options are flexibility options that can alter the distribution of payoffs from making an investment. Typical real options considered in the capital evaluation area include the deferment or delay option, the abandonment option and the level of service option.

When such options exist, the net present value or NPV calculated for the investment will understate its “correctly” calculated NPV. Stated simply, the adjusted NPV (i.e., adjusted to incorporate the value of real options) is greater than the unadjusted NPV when real options are present. The reason is that the discounted cash flow or DCF measures do not value options properly. A project’s NPV does not capture the ability to expand the size or scope of the project under favorable or unfavorable future states of the world, and it tends to short change investments offering more flexibility in making operational changes or add-ons. Thus, modern project evaluation reflects the value of real options in the calculated measures of desirability in addition to the traditional measures of NPV or IRR of the investment project. The topic of real options in capital budgeting receives significant coverage in the two leading MBA corporate finance texts.
 

Q.
Please discuss what real options are associated with multi-year investment projects at HQD.

A.
Two real options are likely to have value for multi-year capital projects at HQD. They are the delay option and the abandonment option. 

The delay option has value when, for example, delaying the commissioning of a project by, say one year, has a higher NPV that beginning the project as planned. For a nonregulated firm, delay involves the loss of all positive operating net cash flows from project delay or the avoidance of all negative operating net cash flows by project delay. For a regulated utility under either the first or second CCR method, the company is better off deferring as long as the actual rate of return it expects to earn is lower than the allowed rate of return on its rate base. For example, with the second CCR method, the capital cost is brought forward another year for the utility at the allowed rate of return on rate base. Thus, using the allowed rate of return on rate base in the second CCR method can lead to inappropriate incentives for the management of the utility. We provide various examples in section 2 of our evidence of the effect on over- or under-investment when the allowed rate of return on rate base differs from the opportunity cost of funds. In such instances, the scarce resource capital is misallocated, and neither the welfare of shareholders or customers of the firm is maximized.

The abandonment option has value when, for example, continuing with the project destroys value. For a nonregulated firm, abandonment involves an asset write-off with the recoupment of capital cost limited to salvage value. For a regulated firm, asset abandonment results in a “stranded” asset with a material, if not high likelihood, of investment cost recovery through the regulatory process.

Q.
What is the implication of reflecting these valuable real options when deciding the cost-of-carry rate for multi-year investment projects for HQD?

A.
Their combined impact is to suggest that the appropriate rate is not the average cost of capital for HQD but some lower rate. This implies that the average cost of regulatory capital for HQD is an upper bound for the appropriate rate or cost of carry for the AFUDC for multi-year investment projects at HQD.

Q.
Please provide a more detailed explanation of why the consideration of real options leads to the conclusion that the average cost of regulatory capital for HQD is an upper bond for the appropriate rate or cost of carry for the AFUDC for multi-year investment projects at HQD.

A.
The IRR calculated for a project when real options are ignored will understate the true IRR of the project if the real options have value. The reason is that a higher discount rate is required to make the adjusted NPV of the project (i.e., the traditional NPV plus the value of all real options) equal to zero when real options have value. Thus, when making investment decisions using the traditional IRR for projects with valuable real options, the benchmark or required rate of return must be lowered in order to get correct acceptance decisions.

Q.
Earlier, you stated that there was a second reason why the rate or cost of carry on multi-year investment projects should be lower than the average cost of capital for HQD. Please explain this second reason.

A.
The second reason is based on the matching principle where the types and maturities of funds used should be matched with the life of the investment stage being evaluated as explained in Section II of this evidence.  Since the first or construction stage of a multi-year construction project is relatively short in duration (generally a few years at most), the funds for this stage need not be long-term funds. Furthermore, this stage of the project is generally funded primarily from working capital, a large component of which HQD does not consider to be permanent financing.

Q.
Is this common practice in some industries?

A.
Yes, in the construction industry the first stage is funded primarily using what is referred to as bridge financing (construction loans), and the second stage involves permanent take-out financing.

Q.
What does the second reason imply about the appropriate cost-of-carry rate for multi-year investment projects for HQD.

A.
The second reason implies that the “lower bound” for the appropriate cost-of-carry rate is the prospective average rate on debt of short-term maturity for HQD. Thus, we would consider the appropriate rate to lie between the average rate on debt of short-term maturity for HQD and the higher average cost of capital based on the capital structure and costs of debt and equity mandated by the Régie.  Our view is consistent with our discussion in Section II of the trade-off between risk tolerance and profitability in setting the percentage of current assets financed by long-term debt.

Q.
Is there any regulatory precedent for the use of some permanent funds in the calculation of the allowable cost-of-carry rate?

A.
Yes. The Federal Energy Regulatory Commission (FERC) has prescribed a formula for calculating the AFUDC for regulated energy transmission companies in the United States.
 

Q.
Is this the formula that HQD uses to justify its use of its average cost of capital for its regulatory rate base as the appropriate cost of carry for the determination of AFUDC?

A.
Yes. However, the FERC formula is silent on what the weight of each financing source should be in the application of the formula. Also, while short-term borrowings have a weight in the FERC formula, HQD places no weight on short-term borrowings for this purpose.

Q.
Are there any other factors that the Régie should consider when deciding on the appropriate rate or cost-of-carry?

A.
Yes, there are three other factors that the Régie should consider when deciding on the appropriate rate or cost-of-carry. 

First, the FERC formula has remained unchanged for a long period of time. It dates back to at least 1983. In the past twenty years, the deficiencies with the standard NPV calculation given the existence of real options have been aptly documented in the academic literature and have been increasingly recognized and implemented by practitioners.

Second, the FERC formula appears to be designed for a project financing approach and not a pool-of-funds approach to funding the construction of a multi-year construction project. Under the project financing approach, the sources and amounts obtained from each source of financing are easily identified.

Third, the ‘instructions’ for the application of the FERC formula state “no allowance for funds used during construction charges shall be included in these accounts upon expenditures for construction projects which have been abandoned”.

Q.
What would you recommend for the procedure to calculate the rate or cost of carry in determining the AFUDC for multi-year construction projects at HQD where funds are drawn based on the pool-of-funds approach?

A.
We would recommend the application of a formula similar to that prescribed by FERC; namely:
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where CoC is the rate or cost-of-carry, s is the average rate on short-term debt, S is the average short-term debt used for financing construction during the year, k is the weighted average rate of return allowed on the regulatory rate base, and W is the average balance in construction work in progress during the year.

We also recommend that (S/W) be prescribed as 80%, and that for any variations from this value that HQD be required to make an application to the Régie.

This formula recognizes that most of the funds for construction are drawn form short-term sources.

Q. If your formula were implemented, how would the resulting cost compare with the rate of return on rate base?

A.  As stated earlier, we estimate the average expected placeholder cost of short-term debt for HQ for 2004 at 3.35%. The rate of return on rate base for 2004 is 8.161%. Substituting these costs into our formula gives an estimate of the cost of carry for 2004 as 4.312%.  This represents a reduction of 385 basis points from the rate of return on rate base.  
V.
CHARGE FOR CREDIT ENHANCEMENT
Q.
Please explain the purpose of this section of your evidence.

A.
This section addresses the issue of the credit enhancement cost allocation from HQ to HQD. In this section, we demonstrate that since HQD is both better capitalized and less risky than the remainder of HQ that its credit enhancement fee should be below the 50 basis points per dollar of debt allocated to it by HQ. 

Q.
Please describe what is meant by credit enhancement.

A.
Credit enhancement refers to the practice where a borrower (in this case HQ) reduces its credit risk by obtaining a guarantee from a third party guarantor (in this case the Québec Government) which has higher credit quality to reassure lenders that the lenders will be compensated if the borrower defaults.
 The guarantor is paid a fee for providing this service. In the case of HQ, it has negotiated a credit guarantee from the Québec Government for an annual fee of 50 basis points. Thus, the more credit worthy the guarantor, the greater the benefits and the costs of credit enhancement.

Q.
What are the considerations in the case of the credit enhancement charge included in the application of HQD?

A.
There are two basic considerations. First, is the overall charge to HQ appropriate? Second, is the allocation of the overall charge to HQD appropriate?

Q.
Please explain in more detail what you conclude about the first consideration.

A.
Our first consideration is whether or not the overall charge to HQ of 50 basis points is justified. We have a number of concerns in this regard. First, the transaction is not arms length since it is between HQ and its only shareholder, the Government of Québec. Second, no evidence has been provided that HQ has solicited competitive bids to provide all or a portion of this credit risk coverage. Third, while a ‘fairness opinion’ has been received from Merrill Lynch or ML, it remains unclear whether or not ML would qualify as an independent provider of a ‘fairness opinion’ given that it has acted in an underwriting capacity at various times for both parties to the guarantee. However, it may be difficult to obtain such a ‘fairness opinion’ given the frequency that both HQ and the Québec Government participate in the new issue market for debt. Thus, we can make no clear recommendation on whether or not the overall charge of 50 basis points is appropriate.

Q.
Please explain in more detail what you conclude about the second consideration.

A.
We conclude that charging HQD the same 50 basis point rate as the remainder of HQ is inappropriate.

Q.
How did you arrive at this conclusion?

A.
We arrived at this conclusion by applying the principles that we discussed in section II of our evidence to an examination of:

· The geographic locations of assets and revenue generation, and the maturity structures of assets for HQD as a stand-alone entity and HQ without HQD (henceforth HQ-HQD).

· The relative business risks of HQD as a stand-alone entity and of HQ-HQD.

· The relative financial risk of HQD as a stand-alone entity and of HQ-HQD.

Q.
Would you please discuss what an examination of this evidence reveals?

A.
Paralleling our discussion in section II of our evidence, the use of the same credit enhancement charge for HQD and HQ-HQD (or HQ-HQD/T) creates an unfair subsidy to the shareholder at the expense of the customers of HQD.
 This occurs because HQD has two features that should reduce its cost of a debt guarantee under the matching principle.  

First, the distribution company makes less intensive use of fixed assets than do the generation and transmission companies. This is manifested in a higher ratio of revenues to assets as well as in a lower ratio of fixed assets to total assets as was shown earlier in Schedule 2.1. It is also reflected in the depreciation periods allowed for the assets of the distribution company, versus the longer lives for the transmission and generation companies as documented earlier. 

Second, HQ as a whole earned 28% of its revenue outside Canada in 2002 as was shown earlier in Schedule 2.2. These foreign revenues are attributable to the generation and transmission companies in the HQ family, which have significant revenues in U.S. dollars, Chilean pesos and other foreign currencies.  This exposes these other companies to foreign exchange risk that does not impact HQD on the asset side. The distribution company earns virtually all of its revenues in Quebec, as documented earlier in our evidence.  In assigning the same credit enhancement for HQD and HQ-HQD/T, these FX risks are spread evenly per dollar of debt across all of HQ’s divisions. As a result, a portion of the higher FX risks attributable to other divisions is incorrectly attributed to HQD.

Furthermore, as shown in Schedule 5.1, HQ is undercapitalized when compared against HQD and HQT with their equity ratios of 35% and 30% set by the Régie. Based on the available data for 2002, we estimate the corresponding equity ratios for HQ and HQ-HQD/T as 24% and 18%, respectively. This is an overleveraging problem that can occur in holding company structures if not closely monitored by the regulators.


Q.
Please explain what you mean by an overleveraging problem that can occur in holding company structures.

Regulated utilities in Canada are typically owned by a parent holding company listed on the TSX and access capital markets through the parent. In such cases, application of the stand-alone principle requires that the regulatory board ensure that the subsidiary is not subsidizing the parent holding company.  This could occur if the parent company issued debt and used the proceeds to provide “equity” to the regulated subsidiary. The subsidy would occur as the ratepayers would be charged a higher rate reflecting the higher cost of equity in the subsidiary while the true cost of financing to the holding company would be lower. In such a situation, the assets of the regulated utility effectively serve as collateral to increase the borrowing power of the unregulated part of the holding company adding value for the shareholders. 

If such overleveraging were to occur, the shareholders would gain unfairly at the expense of the customers of the regulated utility who would have to pay higher rates to “compensate” the regulated utility for the cost of carrying unwarranted extra “equity”. Further, the equity in the capital structure of the subsidiary would not serve its purpose of reducing the financial risk of the regulated entity. In the event that the parent corporation encountered financial distress, the subsidiary would likely not be spared the consequences of overleveraging at the parent level.

To guard against these possibilities regulatory boards recognize the need to examine the capital structures of parent holding companies which provide equity to regulated subsidiaries. For example in its current Generic Cost of Capital Hearing – Electric Gas and Utilities Application No 1271597, the Alberta Energy and Utilities Board, recognizes this necessity in its minimum filing requirements for applicant utilities, Appendix C, part f) which state: “Parent information is required if and only if the Regulated Entity does not directly issue its equity to the public.” With this information in hand, the Alberta Energy and Utilities Board and other regulators of such subsidiaries can compare the equity level in the traded parent holding company with that in the regulated subsidiary.  If the equity level is significantly higher in the subsidiary, overleveraging is present.

Q. What further evidence can you offer of the importance of avoiding overleveraging?

A.
The need to avoid overleveraging in the interests of fairness to the customer is espoused by utilities as well as by regulatory boards. For example, in its Evidence of the ATCO Utilities on Capital Structure in the Generic Cost of Capital Hearing, the utility states starting on line 25 on page 3 and continuing through line 24 on page 7:

“The ATCO Utilities have found that the use of actual, rather than deemed, capital structures and its history of not double leveraging against its subsidiaries’ assets have resulted in the lowest cost of financing to ratepayers.  The ATCO Utilities recommend that the Board direct a similar policy for all holding companies within its jurisdiction in order to assure the creditworthiness of the utilities is preserved.  This policy would be based upon the underlying principle that utility ratepayers should be assured of and pay only for true equity underpinning the utility assets.  Where fully audited financial statements are not available to confirm compliance with the policy, the Board could make full use of its audit powers to satisfy itself that the utility and the parent holding are appropriately capitalized…

One of the cornerstones of the ATCO Utilities’ financing approach has always been that the financing raised by the parent company is “mirrored” down to the utility.  The terms and conditions that the parent company agreed to with the public financial markets were the same terms and conditions that the utilities provided to the parent.  Each utility would receive its proportionate share of the proceeds of the financing and pay its proportionate share of issue expenses based upon the utility’s financing requirements.

This mirroring of all financings ensured that the capital structure of the parent company is intended to reflect the aggregate capital structure of the utility subsidiaries.  This results in the credit rating of the parent company being stronger than the individual utilities would have been, if they each had separate credit ratings.“

ATCO’s evidence also documents the importance of avoiding overleveraging in the eyes of bond rating agencies:

“This mirroring of the financing from the parent company has been recognized by the credit agency, DBRS, who lists one of the strengths of CU Inc. as:



‘Despite its holding company structure, CU Inc. (Canadian Utilities Limited prior to the corporate reorganization) has a history of not leveraging against operating subsidiaries’ assets.’” 

Q.
What do you conclude from the above material on the importance of avoiding overleveraging in utility regulation?

A.
We conclude that it is widely agreed that overleveraging can create an unfair subsidy from customers of a regulated subsidiary to the shareholders of a parent holding company.  

Q.
HQ and HQD enjoy a debt guarantee from Quebec. How does this change the nature of the overleveraging subsidy?

A. Viewed on a stand-alone basis HQ is overleveraged and undercapitalized. In contrast, HQD has about the same equity ratio and lower business risk than other comparable utilities on a stand-alone basis. Thus, we would expect the cost of debt of HQD on a stand-alone basis without the provincial guarantee to be similar to that of an A (low) utility. Thus, in the presence of the provincial guarantee (assuming for argument that it is correctly priced), HQD (and possibly HQT) are subsiding HQ-HQD/T when all segments of HQ are paying the same guarantee fee of 50 basis points.

If HQ suddenly lost its provincial guarantee, HQ, HQD and HQ-HQD/T would probably be downgraded from their present A to BBB, A(low) and junk bond status, respectively.  Since the expected drop in rating increases in size as one moves from HQD to HQ to HQ-HQD/T, this further supports our conclusion that HQD (and possibly HQT) are subsiding HQ-HQD/T when all segments of HQ are paying the same guarantee fee of 50 basis points. 
Q.
What is your recommended guarantee fee that HQD should pay for the provincial guarantee?

A.
We would recommend that, if the guarantee fee is correctly priced based on a competitive market, we would conjecture that the guarantee fee should be about 10 basis points given that most of the risk of default lies with HQ-HQD/T (i.e., with HQ with HQD and HQT removed) and that the risk guarantee is more valuable for the placement of foreign-denominated debt than it is for the placement of domestic-denominated debt. A more exact estimate could be obtained by obtaining hard bids from private-sector providers of such guarantees.

Q.
HQ estimates its debt guarantee expense at $178 million for 2004 based on a 50 basis point cost of the guarantee in Cost of the Integrated Debt, HQD-07002, Table 14. What is your estimate of the dollar adjustment that should be made to HQ’s figure?

A.
Using our measure of 10 basis points means that HQ’s dollar estimate should be reduced by 80% to reflect the reduction in guarantee costs from 50 to 10 basis points. This results in a dollar reduction for the entire company of $142.4 million.  To obtain a rough estimate of the cost reduction for HQD, we use the total liabilities figures in Schedule 5.1 and estimate HQD’s debt as approximately 14% of the total of HQ. Taking 14% times $142.4 million gives us an estimated savings for HQD of around $20 million.  While these figures give us a good idea of orders of magnitude, they could be refined by using more precise estimates of HQD’s guarantee cost from private bids and from a more precise allocation of debt to HQD. 

Schedule 2.1

Selected Financial Information for HQ and Segments 2002 (millions $)



 
      Distribution    
Transmission

     Generation

Total

Revenue

External customers

8,196
   
   
   293


3,638


13,002

Intersegment


     36


2,734


4,260


         0
Total revenue

8,232


3,027


7,898


13,002

Assets

Fixed assets


7,939


16,935

23,558

49,694

Total assets


9,755


18,259

24,583

59,078

Selected ratios by segments

Revenue / assets

0.84


  0.17


0.32


   0.22

Fixed assets /

Total assets


81%


  93%


96%


    84%

Source: Hydro Quebec 2002 Annual Report. Numbers do not always add as some other segments are ignored.

Schedule 2.2

Selected Financial Information for Hydro Quebec

Geographical Information




% of total revenue

% of fixed assets and goodwill
% of long-term debt

Quebec and rest

 Of Canada


72%




96%


49%

United States

25%




 1%


44%

Chile and others

 3%




 3%


7%

Total



100%




100%


100%

Schedule 2.3

Illustration of the Impact of Debt Maturity on the Weighted Cost of Debt for Three Regulated Utilities 

All three companies have a tax rate of 40%, cost of short-term debt of 3% and cost of long-term debt of 6.5%. All figures are in Canadian dollars.

Company D           Company T
     Integrated 

Assets

Current and other short term
$20


$10


$30

Fixed assets



  80


 90


 170


   

Total assets



100


100


200

Liabilities and Equity

Current liabilities


13


 7


 20

Long-term debt


52


63


115

Total liabilities


65


70


135

Equity




35


30


  65
Total liabilities and equity
 100
 100


200

-------------------------------------------------------------------------------------------------------

After-tax cost of debt
3.48%

3.69%

3.59%

Schedule 2.4

Illustration of the Impact of Currency on the Weighted Cost of Debt for Three Regulated Utilities

Both companies have a tax rate of 40%, cost of short-term debt of 3%, cost of Canadian long-term debt of 6.5% and cost of U.S. dollar debt of 8.5% due to devaluation of the U.S. dollar after the debt is issued.






Company D

Company F
     Integrated

Assets

Current and other short term
$20


   $20


$40

Fixed assets



  80


     80


160


   

Total assets



100


   100


200

Liabilities and Equity

Current liabilities


 13


     13


 26


Long- term debt


Canadian dollar

52


     0


 52


U.S. dollar                 
  0


    52


 52

52


    52


104
Total liabilities


65


    65


130


Equity




35


    35


  65

Total liabilities and equity

100


  100


200

-------------------------------------------------------------------------------------------------

After-tax cost of debt

3.48%


 4.44 %

         3.96%





Schedule 4.1

This table provides an example of the impact of extending the same dollar investment over a two-year construction period instead of a one-year period. We follow standard discounting conventions of assuming that investment costs are incurred at the beginning of periods and cash flows (CFs) from operations are generated at the end of periods. For ease of exposition, the cash flows from the project are assumed to be constant. The expected life of the project is assumed to be 15 years. The utility’s required rate of return is assumed to be 7.21%. Column (Col.) 2 provides the cash flows and internal rate of return (IRR) for the project when the total investment cost occurs in the first period. Column 3 provides similar information when the total investment cost occurs over the first two periods. Columns 4 and 5 reflect the different Capital Cost Recognition or CCR Methods. The CCR method used in column 4 incorporates the investment costs incurred during the fiscal year into the rate base for the subsequent test year. The CCR method used in column 5 includes the cumulative or compound capital costs into the rate base for the test year subsequent to the year of the completion of the project. 

	Col. 1
	Col. 2
	Col. 3
	Col. 4
	Col. 5

	Time
	CF
	CF
	CF
	CF

	0
	-100
	-50
	-50
	0

	1
	12
	-50
	-46.39a
	-103.61b

	2
	12
	12
	12
	12

	3
	12
	12
	12
	12

	4
	12
	12
	12
	12

	5
	12
	12
	12
	12

	6
	12
	12
	12
	12

	7
	12
	12
	12
	12

	8
	12
	12
	12
	12

	9
	12
	12
	12
	12

	10
	12
	12
	12
	12

	11
	12
	12
	12
	12

	12
	12
	12
	12
	12

	13
	12
	12
	12
	12

	14
	12
	12
	12
	12

	15
	12
	12
	12
	12

	16
	
	12
	12
	12

	IRR (%)
	8.44
	7.21
	7.77
	7.21


aThis value is obtain as –50 + (50 * 0.0721).

bThis value is obtained as (–50 *1.0721) –50.

Schedule 5.1 

Capital Structures for HQD, HQT and Remaining Company

This schedule shows regulated capital structures for HQD and HQ Transmission (HQT) based on reported segment assets and allowed equity ratios.  It also shows the capital structure for the Remaining Company without HQD and HQT (i.e., HQ-HQD/T) calculated by removing the assets and liabilities for the other companies.





HQD


HQT



Remaining Company

HQ 

Total assets ($million)
9,755


18,259



31,064


59,078

Total liabilities


6,341


12,781



25,517


44,639

Total equity



3,414


 5,478



  
5,547



14,439

Equity / assets

35%


  30%



            18%



  24%

Source: HQ 2002 Annual Report.
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Dr. Kryzanowski has experience in preparing evidence as an expert witness in utility rate of return applications, stock market insider trading court proceedings, and confidential final offer arbitration hearings for setting of fair rates for the movement of various products by rail. Together with Dr. Roberts, he prepared a report and briefed counsel on rate of return considerations in the pipeline application in 1997 of Maritimes and Northeast, and prepared evidence on the fair return on equity and the recommended capital structure for the 2001/2002 Distribution Tariff Application (DTA) of Atco Electric and the 2001/2002 DTA and the 2002 DTA (No. 1250392) of Utilicorp Networks Canada (Alberta) Ltd. before the Alberta Energy and Utilities Board. Together with Dr. Roberts, and on behalf of the Province of Nova Scotia, he provided evidence and testified before the Nova Scotia Utility and Review Board in the matter of Nova Scotia Power Inc. in 2002. Together with Dr. Roberts, and on behalf of the Fédération canadienne de l’entreprise indépendante (“FCEI”) / Union des municipalities du Québec (“UMQ”) & Option consommateurs (“OC”), he prepared testimony and testified on capital structure and fair return on equity in the matter of Hydro Québec Distribution before the Régie de l’Energie du Québec in 2003. Together with Dr. Roberts, and on behalf of the Consumer Group, he provided evidence and is scheduled to testify before the Alberta Energy and Utilities Board on the fair return on equity (ROE) and the recommended capital structures for 11 applicant utilities, and a recommended generic formula for making future adjustments to the ROEs.

Dr. Kryzanowski is often sought for his technical ability and advice on various matters in financial economics. He has consulted for the Superintendent of Financial Institutions, Federal Department of Finance, CMHC, CDIC, External Affairs Canada, Canada Investment and Savings, Hydro Quebec, National Bank, Bombardier, and others.

Dr. Kryzanowski received a B.A. in Economics and Mathematics from the University of Calgary and earned his Ph.D. in Finance at the University of British Columbia.
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Dr. Roberts is experienced in preparing evidence for utility rate of return hearings. From 1995–1997 he submitted prefiled testimony as a Board witness in rate hearings for Consumers’ Gas. In 1996, he served as an expert advisor to the Ontario Energy Board in its Diversification Workshop.  In 1997, he co-prepared (with Dr. Kryzanowski) a report for the Calgary law firm, MacLeod Dixon, on rate of return considerations in the pipeline application by Maritimes and Northeast. With Dr. Kryzanowski, he filed evidence on three electricity regulatory matters in Alberta in 2001, evidence on regulatory matters before the Alberta Energy and Utilities Board and the Nova Scotia Utility and Review Board in 2002, and evidence on regulatory matters dealing with Hydro Quebec Distribution and the Alberta generic hearing in 2003.

Often sought for his advice on financial policy, Dr. Roberts has consulted for the Superintendent of Financial Institutions, the federal Department of Finance, Canada Investment and Savings, Canada Mortgage and Housing Corporation, and Canada Deposit Insurance Corporation, among others.

Dr. Roberts received a B.A. in Economics from Oberlin College and earned his Ph.D. at Boston College. He has been listed in the Canadian Who’s Who since 1990.
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� .20 x 3% x (1-.40) + .80 x 6.5% x (1-.40)


� .10 x 3% x (1-.40) + .90 x 6.5% x (1-.40)


� .15 x 3% x (1-.40) + .85 x 6.5% x (1-.40)


� .20 x 3% x (1-.40) + .80 x 6.5% x (1-.40)


� . 20 x 3% x (1-.40) + .80 x 8.5% x (1-.40)


� .20 x 3% x (1-.40) + .80 x (.50 x 6.5% + .50 x 8.5%) x (1-.40)


� Long-term debt, current liabilities, other long-term liabilities and perpetual debt; 65% of assets for HQD; 70% of assets for HQ Transmission.


� Non controlling interest plus shareholders’ equity; 35% of assets for HQD; 30% of assets for HQ Transmission.
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