Le 28 février 2003

No de dossier :  R-3492-2002

Responses to: Demande de renseignements no 1 de la Régie à FCEO/UMQ et OC 

Page 3 de 12

Demande de renseignements no 1de la Régie de l’énergie (« la Régie ») relative à la demande de détermination du coût de service du Distributeur et à la modification des tarifs d’électricité

1. Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.21, ligne 25
Préambule :

Les experts Kryzanowski et Roberts affirment ce qui suit : « Focusing on the 2001 ratios, Schedule 3 reveals that there is considerable variation in common equity ratios for these companies ranging from a high of 46.06% for Pacific Northern Gas down to 24.54% for Atco Ltd. »
Demandes :
1.1 Qu’est-ce qui explique, selon vous, le taux de capitalisation de 24,54% pour ATCO? <<According to you, what explains the equity ratio of 24.54% for ATCO ?>>
Response to 1.1:

Drs. Kryzanowski and Roberts did not conduct a detailed study of ATCO. They note that the ratio given in Schedule 3 is for the parent holding company which has Canadian Utilities as its principal asset. ATCO has other non-utility interests including industrial leasing and noise abatement. Because of the mixed nature of the company, its equity supports both regulated and nonregulated operations. As discussed at the beginning on line 18 of page 36 of their Prepared Testimony, Drs. Kryzanowski and Roberts note that parent holding companies can benefit from higher equity in their regulated operations which creates a subsidy on the unregulated operations.

2. Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.49, lignes 22 à 27
Préambule :

Les experts Kryzanowski et Roberts affirment ce qui suit : « The chosen time period should be the longest time period that satisfies the following two criteria: First, the chosen time period should include no major regime shifts. Second, the chosen time period should have data that are reasonably reliable and are for a comparable proxy of the market portfolio over its duration.»
Demandes :
2.1 Relativement au premier critère de sélection, la période historique choisie pour être représentative de ce qui pourrait survenir dans le futur ne devrait-elle pas être assez longue pour comprendre des séquences de hauts et de bas rendements, de marchés volatils et de marchés calmes, de guerres et de paix, d’inflation et de déflation, ainsi que de prospérité et de dépression? <<In relation to the first selection criterion, should the historical period chosen to be representative of what might happen in the future not be long enough to include sequences of high and low returns, of volatile and calm markets, of war and peace times, of inflations and deflation, and of prosperity and depression?>> 

Response to 2.1:

The time period chosen should be long enough to include all of the possibilities in the future according to their probabilities of occurrence, provided there has been no significant change in the underlying distribution of returns. Generally, this would be a period that has covered a variety of possible occurrences including the ones stated in the question. However, if there has been a structural break or what is often called a regime shift, then using observations prior to the regime shift will not be representative of what one can expect in the future. This phenomenon is discussed on lines 5-26 on page 47 through lines 1-2 on page 48 of the Prepared Evidence of Drs. Kryzanowski and Roberts. The structural break evidence for the equity risk premium that leads to time variation in the equity risk premium, as reported in Drs. Pastor and Stambaugh (2002), is discussed in the second full paragraph on page 141 of the Prepared Evidence of Drs. Kryzanowski and Roberts.  Furthermore, studies such as those by Mr. Arnott and Mr. Bernstein (2002) show that the realized equity risk premium over the last 75 years is overstated due to various accidents. Equity and bond investors obtained returns higher and lower than what they expected, respectively, due to a series of favourable accidents for equity holders and one major unfavourable accident for bondholders. Also, see the discussion on differences between realized and expected risk premia in section 2 of appendix C that begins on page 142 of the Prepared Evidence of Drs. Kryzanowski and Roberts.

Quoted References not in Prepared Evidence of Drs. Kryzanowski and Roberts:

Robert D. Arnott and Peter L. Bernstein. What risk premium is “normal”?, Financial Analysts Journal 58:2 (March/April 2002), 64-85.
2.2 Selon les experts, existent-ils, dans la littérature financière, des points de vue qui divergent à propos de cette question? <<According to the experts, does the finance literature contain diverging views with regard to this question?>>
Response to 2.2:

Yes, the finance literature does contain diverging views with regard to this question. For a long period of time, the literature operated under the assumption that returns are IID. If returns are IID, it follows that one obtains better estimates of the risk premium as the number of observations increases. However, during the past ten years, and especially in more recent years, the financial literature has evolved to the estimation of conditional asset pricing models where either the measure(s) of risk and/or risk premia are conditional or time-varying. Most of the recent literature published in top academic journals uses conditional asset pricing models. That literature is too exhaustive to review here. Driving forces behind the movement to conditional models include improvements in estimation technology and computer power.

3. Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.51, lignes 7 à 15
Préambule :

The arithmetic average is preferred when making investment decisions for a one-period investment horizon where the investment horizon is identical to the interval of time over which the historical returns are measured. Thus, if historical returns are measured on an annual basis, then the investment horizon is restricted to one year. »
Demandes :
3.1 Si la Régie fixait à chaque année un taux de rendement sur l'avoir propre, après tenue d’audiences, est-ce que la difficulté que vous soulevez, quant à l’horizon d’investissement, serait résolue? Veuillez expliquer.  <<If the board set every year a return on equity after hearings, would the difficulty that you are raising with respect to the investment horizon be solved? Please explain.>>
Response to 3.1:
Even if la Régie held hearings and set the return on equity every year, this would not solve the problem raised with respect to the investment horizon. To illustrate the fallacy of this argument, suppose that one accepts the argument that it does solve the problem. In that case, one would also have to argue that the yield on one-year Canadas should be used instead of the yield on 30-year Canadas because the risk-free portion of the cost of equity calculation also would be set by la Régie every year after hearings. To maintain consistency of treatment, if one assumes that the investment horizon is long-term for the risk-free portion of the cost of equity calculation, then one must do the same for the risky portion of the cost of equity calculation.

Industrial practice maintains such a consistent practice. For example, the teaching note to the case study, Grand Metropolitan PLC, states:

“In practice, two combinations of risk-free rates and equity-risk premia are seen: (1) long-term risk-free rates plus geometric means or (2) short-term risk-free rates plus arithmetic means. Nothing in the theory of the CAPM dictates the use of these parameters; they are artifacts of practice. A recent survey of leading American corporations and financial institutions suggests greater use of the geometric-mean/long-term risk-free rate approach.”

This recent study is: R. F. Bruner, K.M. Eades, R.S. Harris and R. Higgins, Best practices in estimating the cost of capital: Survey and synthesis, Financial Practice and Education (Spring/Summer 1998).

4. Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.51, lignes 15 à 18
Préambule :

Kryzanowski et Roberts affirment ce qui suit : « The arithmetic average also is preferred when historical returns are normal IID or independently and identically distributed over the estimation period. As noted earlier, the normal IID assumption is not appropriate for asset returns over long estimation periods.»
Demandes :
4.1 Selon les experts, est-il nécessaire que les primes de risque du marché observées suivent une distribution normale?  N’est-il pas suffisant qu’elles soient IID peu importe leur distribution? <<According to the experts, is it necessary that the observed market risk premia follow a normal distribution? Is it not sufficient that they be IID regardless of their distribution?>>
Response to 4.1:
It is necessary that the distribution of returns for each asset class be at least approximately normal. If such distributions are not normal, then higher-order moments of the distribution may be important in the pricing of risk. For example, if equity returns are characterized by positive skewness, then the equity risky premium calculated using the mean equity return is likely to be overstated.

4.2 Les études démontrant la corrélation sérielle ont-elles été faites sur la variable aléatoire des rendements des actions sur le marché (total stock market return) ? Est-ce nécessairement la même chose que la variable aléatoire du différentiel entre les rendements des actions sur le marché et ceux des obligations de long terme ? <<Were the studies showing serial correlation conducted on the random variable of the returns on stocks in the market? Is it necessarily the same thing as the random variable given by the difference between the returns on stocks in the market and the returns on long-term bonds?>>
Response to 4.2:
This literature tests for mean reversion or aversion of asset returns. Since investors expect to be compensated for bearing risk, this literature concentrates on how risk changes, as the horizon gets longer. 

First, the conceptual basis is presented. If asset returns are independent and identically distributed or IID over time, then a precise mathematical relationship exists between risk at a short horizon and at a long horizon. If the measure of risk for an asset class is the standard deviation of the annualized return, then the standard deviation must be inversely proportional to the square root of the investment horizon if returns are IID. If stated in terms of the variance of return instead of the standard deviation of returns, then the variance must be inversely proportional to the investment horizon if returns are IID. Any evidence that risk does not scale with horizon according to this mathematically relationship indicates that asset returns are not IID.

A (un)conditional variance ratio is often used to test if asset returns are IID. Assuming that the time series of returns is stationary, the relationship between the variance of a two-period return 
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is the first-order autocorrelation coefficient of returns. Thus, VR2 is larger than one in the presence of positive first-order autocorrelation, and is smaller than one in the presence of negative first-order autocorrelation. In other words, variances grow faster than linearly with positive autocorrelation, and slower than linearly with negative autocorrelation.

For comparisons beyond two-period returns, higher-order autocorrelations are relevant. However, for a N-period comparison, the variance ratio is relatively similar to that given above, or:


[image: image6.wmf],

,1

[]

[]

tN

N

t

Varr

VR

NVarr

=


(2)

Although it is not shown, VRN is a specific linear combination of the first k-1 autocorrelations of the one-period returns where the weights are linearly declining. Thus, tests of mean reversion or aversion test if the unconditional or conditional form of VRN is equal to one for various N. 

The empirical literature on mean-reversion, which was initiated by Poterba and Summers (1988) and Fama and French (1988b), uses unconditional variances. Campbell (1991) and Campbell et al. (1997, chapter 7) provide empirical evidence that shows that using unconditional variances instead of conditional variances understate any risk reduction since the unconditional variance ratio always exceeds the conditional variance ratio. These results are best viewed by examining the recent results reported by Campbell and Viceira (2002). Specifically, they summarize their results as follows:

“We see that stocks are mean-reverting – their long-horizon returns are less volatile than their short-horizon returns – while bills are mean-averting – their long-horizon returns are actually more volatile than their short-horizon returns. The mean-reversion of stock returns cuts their standard deviation from 18% at a one-year horizon to 14% at a 25-year horizon. The mean-aversion of bill returns is caused by persistent variation in the real interest rate, which amplifies the volatility of returns when Treasury bills are reinvested over long horizons. These effects are strong enough to make bills actually riskier than stocks at sufficiently long investment horizons, a point emphasized by Siegel (1994). Nominal bond returns also show some mean-aversion, …

They go on to show that the standard deviation of stocks compared to that of rolled-over long bonds (e.g., a constant-maturity bond index) is higher for short horizons and lower for long horizons.

One of the criticisms of using variance ratios for testing long-term mean reversion/aversion is the small number of overlapping long-term periods in a given time span. This criticism does not completely hold for the Fama and French (1988b) study since they regress current returns on past returns for stocks and find negative slopes, which indicates mean reversion. Similarly, using a regression approach, Fama and French (1988a) find that stock returns are predictable using some variables such as dividend yield as state variables. They find that the fit of the regression improves as the horizon becomes longer. It can be shown that this implies that stock returns are negatively correlated over long horizons.
The risk premium is generally calculated as the difference in the mean returns of stocks and bonds based on an annual time series for each asset class. Thus, the impact of IID violations on the two components of the risk premium series is measured by examining the equality of the variance ratios between the N-period variances for stocks and long bonds for various N. More formally:
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, where the superscript S and B refer to stocks and bonds, respectively.

As was discussed above, Campbell and Viceira (2002), Siegel (1994), and others, have done this for U.S. markets. The discussion on the evidence for Canadian markets begins on line 26 of page 63 and ends on line 9 of page 65 of the Prepared Evidence of Drs. Kryzanowski and Roberts. In particular, one is referred to footnote 40 on page 64 of the Prepared Evidence of Drs. Kryzanowski and Roberts; specifically:

“The historical results reported by the CIA suggest that the standard deviation results are obtainable for periods as short as 5 years. Over 5-year periods, they report standard deviations of returns of 6.75%, 5.69% and 3.53% for stocks, long Canadas and 91-day T-bills, respectively. Over 10-year periods, the corresponding standard deviations are 2.98%, 4.59% and 3.26%. Canadian Institute of Actuaries, Report on Canadian Economic Statistics, 1924-2000, September 2001, Table 2A, p. 8.”

References quoted in this response:

Campbell, John Y., 1991, A variance decomposition for stock returns, Economic Journal 101, 157-179.

Campbell, John Y., Andrew W. Lo and A. Craig MacKinlay, 1997, The econometrics of financial markets, Princeton University Press, Princeton, NJ.

Campbell, John Y. and Luis M. Viceira, 2002, Strategic asset allocation: Portfolio choice in long-term investors, Oxford University Press, Oxford, UK.

Fama, Eugene and Kenneth French, 1988a, Dividend yields and expected stock returns, Journal of Financial Economics 22, 3-27. 

Fama, Eugene and Kenneth French, 1988b, Permanent and temporary components of stock prices, Journal of Political Economy 96, 246-273.

Poterba, James M. and Lawrence H. Summers, 1988, Mean reversion in stock returns: Evidence and implications, Journal of Financial Economics 22, 27-60.

Siegel, Jeremy, 1994, Stocks for the long run, McGraw-Hill, New York.

4.3 Connaissez-vous des études empiriques démontrant l’existence ou non de corrélation sérielle sur la variable aléatoire du différentiel entre les rendements des actions sur le marché et ceux des obligations de long terme ? <<Do you know of empirical studies showing the existence or the non existence of serial correlation on the random variable giving the difference between equity market returns and long-term bond returns?>>
Response to 4.3:

Please see our response to Question 4.2 above.

4.4 Veuillez fournir le coefficient de corrélation sérielle pour la prime de risque du marché observée (la variable aléatoire du différentiel ci-haut) sur la période 1924-2001 avec les données rendues publiques par la Canadian Institute of Actuaries. <<Would you please supply the serial correlation coefficient for the observed market risk premium (the random variable of the previously mentioned difference) over the period 1924-2001 using the data made public by the Canadian Institute of Actuaries.>>
Response to 4.4:
Please see our response to Question 4.2 above, especially the final paragraph in that response.

5.
Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.52, lignes 21 à 26

Préambule :

Kryzanowski et Roberts affirment ce qui suit : « Q.
What do you conclude from your assessment of whether the geometric or arithmetic mean market risk premium should be used in the Equity Risk Premium Test?

A. We conclude that the use of an equally weighted average of the arithmetic and geometric mean market risk premia is preferable.»

Demandes :
5.1 Pourquoi les experts ne proposent-ils  pas de mesure de prime de risque de marché basée seulement sur une moyenne géométrique ? <<Why don’t the experts suggest a measure for the market risk premium that is based solely on the geometric mean? »

Response to 5.1:

Drs. Kryzanowski and Roberts believe that due to the relative differences in the mean reversions/aversions in stock and bond returns that using the arithmetic mean is too optimistic and using the geometric mean is too pessimistic, and that using a weighted average of the two where the geometric mean has the higher weight is more appropriate. However, in the interests of prudence, Drs. Kryzanowski and Roberts have chosen to use an equal-weighted average of these two means.

For a similar position that does not prescribe the weights, please see the quote by Dr. Campbell in lines 7-19 on page 52 of the Prepared Evidence of Drs. Kryzanowski and Roberts.

6. Référence :
Témoignage des docteurs Kryzanowski et Roberts, p.62, lignes 14 à 18
Préambule :

Kryzanowski et Roberts affirment ce qui suit : « Furthermore, if we add the ‑37.9% realized risk premium for 2002 to the time period to examine the 1926-2002 time period, the realized arithmetic risk premium declines by 57 basis points from 6.2% to 5.63%. Thus, an examination of the US equity market risk premium experience suggests that our estimate of 4.7% for Canada is too high.»

Demandes :
6.1 Sur quel marché a été observée la donnée du ‑37,9% pour 2002 ? <<On what market was the -37.9% data point observed for the year 2002?>>

Response to 6.1:

The -37.9% is the realized risk premium for U.S. equities for 2002. In other words, it is the realized return on the S&P500 index of -22.1% (S&P press release, January 2, 2003) minus the realized return on 30-year nominal Treasury debt of 15.8% during 2002 (Andrew Roberts, Merrill Lynch, Fixed Income Strategy: Global IL Bond Returns – 2002 . . . & 2003!, January 3, 2003, p. 2). Specifically, -22.1% - 15.8% = -37.9%.

6.2 Quelle est la donnée équivalente pour les obligations ? <<What is the corresponding data point for bonds?>>
Response to 6.2:

Please see the response to Question 6.1 above.

7. Référence :
Témoignage des docteurs Kryzanowski et Roberts, page 22.

Préambule :

«In addition, Schedule 3 shows the percentages of long-term debt and preferred shares in the capital structures of these companies.  Again, there was considerable variation in the proportionate use of financing across companies. On average, the companies employed 62.26% long-term debt and 2.05% preferred shares in 2001. These ratios show common equity, long-term debt and preferred shares as percentages of long-term capital excluding short-term debt.  If we include short-term debt, Schedule 4 shows that the percentage of debt falls marginally to 60.50% for the average utility for 2001.  Given the marginal nature of this difference, we continue our focus on long-term capital.»

Demande :
7.1
D’un point de vue réglementaire les sociétés comme SCGM et Enbridge Consumer Gas ont des structures de capital qui incluent la dette à court terme. Compte tenu que la base tarifaire du distributeur est  de 8,1 G$, n’y a-t-il pas lieu de tenir compte d’une portion de la dette à court terme ? <<From a regulatory point of view, companies such as SCGM and Enbridge Consumer Gas have capital structures that include short-term debt. Given that the tariff base of distribution is 8.1G$, shouldn’t part of the short-term debt be taken into account?>>
Response to 7.1:
Drs. Kryzanowski and Roberts prefer to make a recommendation for the overall capital structure of HQD leaving the decision of the breakdown between long- and short-term debt up to management.  As stated in the referenced passage, one input to such a recommendation is an examination of the actual capital structures of the selected companies. The examination reveals that there is only a marginal difference in average actual capital structures between structures measured excluding and including short-term debt.  Based on this observation, Drs. Kryzanowski and Roberts conclude that 34% is an adequate equity ratio for HQD leaving the choice of debt maturity in the remaining 66% in the hands of management.
8. Référence :
Témoignage des docteurs Kryzanowski et Roberts, pages 96-97

Préambule :

« Q. Why is this additional adjustment to the already adjusted beta of HQ DIST inappropriate?

A.
The rationale presented for the ECAPM by Dr. Morin is that the “statistical evidence indicates that the risk-return relationship is flatter than that predicted by the CAPM”. If true, this implies that the CAPM would understate the return requirements of utilities with betas less than one.

While most recent studies do not support the traditional or unconditional CAPM, the empirical evidence for multifactor or conditional CAPMs is stronger. The earlier studies that Dr. Morin refers to have typically used U.S. 90-day Treasury bills as a proxy for the risk-free rate (voir HQD-10, doc.5.1, p.3).
 These studies do find that the estimated intercept of the Security Market Line or SML is above the risk-free rate, and that the estimated slope of the SML is smaller than the difference between the mean return on the market proxy and the mean return on T-bills (i.e., the market risk premium measured relative to the T-bill rate). More recent studies find evidence against the traditional form of the CAPM, and find strong support for the zero-beta version of the CAPM where the estimated intercept is the return on the zero-beta portfolio. The expectation of the CAPM is that the return on the zero-beta portfolio should exceed the return on T-bills.
 The use of the higher long Canada rate as the proxy for the risk-free rate is consistent with these empirical findings. 

Using the higher long Canada rate when constructing the SML already increases the intercept of the SML and flattens the slope of the SML. Thus, making a further adjustment to beta to account for a flatter-than-expected SML results in an over or double adjustment for the same empirical phenomenon. Thus, this represents another case where Dr. Morin further adjusted his beta estimate for HQ DIST upwards when he should not have. »

Demandes :
8.1
Quelles sont les implications tant théoriques qu’empiriques d’appliquer le CAPM en utilisant le taux sans risque des bons du trésor 90 jours et non le taux des obligations à long terme ? <<What are the theoretical as well as the empirical implications of applying the CAPM using the 90 day treasury bill risk-free rate and not the rate on long-term bonds?>>
Response to 8.1:
The traditional CAPM is a one-period model for pricing risky assets. Since tests of the CAPM generally use monthly returns, the risk-free asset is proxied by the return on the shortest treasury bill rate available, which has been 90-days in some past studies. In some of the earlier tests of the traditional CAPM, the average cross-sectional estimate of the risk-free rate has exceeded the rate on T-bills. This is not surprising because the average holding period of investors exceeds 1 month. The evidence suggests that the earlier empirical evidence is consistent with Black’s zero-beta version of the CAPM where no assumption is made about the existence of a risk-free asset. Using the higher long-term bond rate instead of the lower T-bill rate flattens the slope of the Security Market Line or SML so that the expected returns on stocks with betas less than one are increased. To illustrate, take an example where the rates on T-bills, long bonds and the equity market are 5%, 8% and 10%, respectively, and the firm is a utility with a beta of 0.5. Using the T-bill as the risk-free proxy, the expected or required return for the utility is 5% + 0.5 * (10% - 5%), or 7.5%. Using the long bond as the risk-free proxy, the expected or required return for the utility is 8% + 0.5 * (10% - 8%), or 9%. Thus, use of, for example, the Long Canada rate instead of the Canadian T-bill rate, already flattens out the SML. Furthermore, none of the studies published in refereed academic journals suggest that the estimated risk-free rate exceeds the return on long-term Government bonds.

8.2 Veuillez indiquer si le modèle CAPM, en utilisant les obligations à long terme tel que présenté dans le présente requête comme taux sans risque, compense complètement le biais que cherche à corriger les utilisateurs du ECAPM. Expliquer. <<Would you please indicate whether the CAPM model in using long-term bonds as the risk-free rate as presented in the present request, completely compensates for the bias that ECAPM users try to correct.  Explain.>> 
Response to 8.2:

The short answer is probably yes on average. Please see the response to question 8.1 for the basis for this short answer response.

In addition, Drs. Kryzanowski and Roberts would like to make the following three points. First, this is the first hearing in which they have been a party to that an expert has used the ECAPM. Second, the ECAPM has no theoretical basis and is completely an ad hoc model that is essentially a flawed data fitting exercise.  The so-called model is characterized by a severe data snooping bias that make its estimates highly suspect. Third, Dr. Morin provides no references to articles published in refereed academic journals that deal with the ECAPM. Thus, the so-called model appears not to have been subjected to the scrutiny of the peer review process.

8.3 À votre connaissance, y a-t-il d’autres régulateurs que celui de la Californie qui ont rejeté le modèle ECAPM.? <<To your knowledge, are there any regulators other than those in California state who rejected the ECAPM model?>> 
Response to 8.3:
Since this so-called model is not grounded in any theory, we have not conducted a search of its acceptance in the U.S. regulatory environment. However, it would appear that it is given little or no weight by Canadian regulators.

9. Référence :
Témoignage des docteurs Kryzanowski et Roberts, pages 74-75

Préambule :

«It is not possible to estimate a reliable beta for HQ DIST directly. HQ DIST does not trade publicly. However, it is possible to make an approximation. We use the same sample of nine utilities that we used in our capital structure discussion in Section III. We present the rationale for the sample selection there. Here we add Westcoast Energy as this company traded throughout 2001. As shown in Schedule 15, the average beta for a group of ten utilities is 0.194 for 1997-2001, a sizeable decrease from 0.583 for 1990-1994. The mean of the mean cross-sectional beta for each of the eight rolling five-year periods is 0.439. The means of the mean cross-sectional betas for the first four and the last four rolling five-year periods are 0.541 and 0.337, respectively.  Although we believe that the downward trend in the betas will not change direction in the future due to the changing nature of the Canadian equity market, we estimate the beta for HQ DIST at 0.50, slightly above the grand average of the average rolling-betas for the eight periods.
 We believe that this estimate is upwardly biased (“generous”), and provides sufficient coverage for any estimation errors. »

Vous indiquez que le risque global du distributeur est inférieur à celui de la moyenne des  entreprises d’électricité intégrées ainsi qu’à celui des distributeurs gaziers. Par contre, vous proposez un bêta supérieur à la moyenne des comparables (voir Schedule 15,  p. 172). Enfin vous indiquez que le bêta de 0,50 que vous proposez pour le distributeur est biaisé à la hausse et est généreux. <<You indicate that the global risk of the distributor is lower than the average for the integrated electrical companies as well as that of gas distributors. However, you propose a higher beta than the average of the betas of the comparables (see Schedule 15, p. 172). Finally, you indicate that the beta of 0.5 that you are proposing for the distributor is upwardly biased and is generous.>>
Demandes :
9.1
Pourquoi vous donnez-vous autant de marge dans votre méthodologie pour estimer le  bêta du distributeur ?  <<Why do you give yourself such a margin in your methodology to estimate the distributor’s beta?>>
Response to 9.1:

The last four or five years have been a period of considerable volatility in equity markets with some concern about rational asset pricing. Thus, Drs. Kryzanowski and Roberts have decided to build in a considerable margin to ensure that their estimate is not unduly influenced by these market conditions, and to ensure that their final beta estimate is upwardly biased and generous. 

9.2 Pouvez-vous concilier les divergences ci-dessus mentionnées avec votre proposition d’un bêta de 0.50 pour le distributeur ? <<Can you reconcile the divergences mentioned above with your proposition of beta equal to 0.5 for the distributor?>>
Response to 9.2:

Please see the response to question 9.1.

9.3
La mesure des bêtas, présentant des fluctuations importantes d’une période à l’autre, remet-elle en question la validité du CAPM ? <<Do the important fluctuations from period-to-period that characterize the beta measure question the validity of the CAPM?>>
Response to 9.3:
The time-varying nature of the beta measure does not question the validity of the CAPM. Even in one of the earliest tests of the CAPM by Drs. Fama and MacBeth, the authors recognized the need to use a conditional beta. Thus, for each cross-sectional regression, the authors used portfolio betas estimated using the last 60 months of returns on the portfolios and the market. More sophisticated CAPMs or multifactor APMs than the traditional CAPM allow for time-variation in both the betas and/or the risk premia. Illustrations of such models include Drs. Kryzanowski, Lalancette and To (1994, 1997).

References quoted in this response:

L. Kryzanowski, S. Lalancette and M.C. To, Performance attribution using a multivariate intertemporal asset pricing model with one state variable, Canadian Journal of Administrative Sciences 11:1 (March 1994).

L. Kryzanowski, S. Lalancette and M.C. To, Performance attribution using an APT with prespecified macrofactors and time-varying risk premia, Journal of Financial and Quantitative Analysis 32:2 (June 1997): 205-224.
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