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Question No.1

Please provide a list of all the non-telephone utility rate cases in which you have testified on rate of return matters in the last five years.  Provide the name of the jurisdiction, the year, the company for which you provided a recommended return on equity, your return on equity recommendation, your common equity ratio recommendation, the return on equity authorized, and the common equity ratio authorized in that case.  Please also provide the prevailing yield on long-term Canada bonds at the time of preparing these testimonies.

Response to Question No.1

The requested information for the past five years is as follows:

	(i)
	Alberta
	Nova Scotia
	Alberta

	(ii)
	October 2000
	March 2002
	April 2002

	(iii)
	Atco Electric Ltd / UNCA
	Nova Scotia Power Inc.
	UNCA (ANCA)

	(iv)
	8.225%- 8.375%
	8.20%
	7.95%

	(v)
	34%
	35%
	34%

	(vi)
	see below
	35%
	see below

	(vii)
	see below
	10.15%
	see below

	(viii)
	5.8%
	6.07%
	5.90%


Where (i) refers to the jurisdiction; (ii) refers to the date of the evidence filed by Drs. Kryzanowski and Roberts; (iii) refers to the applicant company; (iv) refers to the recommended rate of return on common equity; (v) refers to the recommended common equity ratio; (vi) refers to the authorized return on equity; (vii) refers to the authorized common equity ratio, and (viii) refers to the yield on long-term Government of Canada bonds used in the application of the equity risk premium method.

The two Alberta cases did not produce any authorized returns on equity or common equity ratios as they were both settled by the parties and these matters did not come before the Board. In the case of Nova Scotia Power, the Board set the common equity ratio at 35% and authorized a return on common equity of 10.15% (NSUARB –NSPI-P-875).

Question No.2

Please provide a list of college-level finance or economics courses you have taught in the last two years or are currently teaching and a list of textbooks/readings used in these courses.   If no such courses were taught in the past two years, please provide the same information for the courses last taught.

Response to Question No.2

The courses and textbooks/readings used in the courses taught during the 2002/2003 academic year by Dr. Kryzanowski follow below. The courses taught in the 2001/2002 academic year by Dr. Kryzanowski include the same MSC and PhD courses with appropriate textbooks/readings.

For the last two academic years, Dr. Roberts has taught Introduction to Managerial Finance at the MBA level using the text: Fundamentals of Corporate Finance, Fourth Canadian Edition, by Stephen A. Ross, Randolph W. Westerfield, Bradford D. Jordan, and Gordon S. Roberts, McGraw-Hill Ryerson, Toronto, 2002.

Paris Executive MBA or EMBA course, Financial Management, Dr. Kryzanowski:
Chew, Donald H., Jr., The new corporate finance (New York: McGraw-Hill Irwin, third edition, 2001, ISBN 007233973X). Hereafter referred to as textbook.

Case #1: Grand Metropolitan PLC (Darden Foundation, dardencases@virginia.edu).

Case #2: Empirical Chemicals Ltd. (A): The Merseyside Project, and Empirical Chemicals Ltd. (B): Merseyside and Rotterdam Projects (Darden Foundation, dardencases@virginia.edu).

Jensen, Michael C., 2001, Value maximization, stakeholder theory, and the corporate objective function, Journal of Applied Corporate Finance 14: 3 (Fall), 8-21.

Chew, Donald H., Jr. Introduction: Financial innovation in the 1980s and 1990s, textbook, xiii-xxii.

Amihud, Yakov & Haim Mendelson, 2000, The liquidity route to a lower cost of capital, Journal of Applied Corporate Finance 12:4 (Winter), 8-25.

Stulz, René M., 1999, Globalization, corporate finance, and the cost of capital, Journal of Applied Corporate Finance 12:3 (Fall), 8-25.

Robert D. Arnott & Peter L. Bernstein. What risk premium is “normal”?, Financial Analysts Journal 58:2 (March/April 2002), 64-85.
Miller, Merton H., The Modigliani-Miller propositions after thirty years, textbook, 184-196.

Barclay, Michael J. & Clifford W. Smith, Jr., The capital structure puzzle: Another look at the evidence, textbook, 197-209.

Barclay, Michael J. & Clifford W. Smith, Jr., On financial architecture: Leverage, maturity, and priority, textbook, 210-223.

Godfrey, Stephen & Ramon Espinosa, Value-at-risk and corporate valuation, 1998, Journal of Applied Corporate Finance 10:4 (Winter), 108-115.

Myers, Stewart, Finance theory and financial strategy, textbook, 96-103.

Hevert, Kathleen T., 2001, Real options primer: A practical synthesis of concepts and valuation approaches, Journal of Applied Corporate Finance 14:2 (Summer), 25-40.

Damodaran, Aswath, 2000, The promise of real options, Journal of Applied Corporate Finance 13:2 (Summer), 29-43.

Smith, Clifford W., Jr., Raising capital: Theory and evidence, textbook, 277-293.

Ibbotson, Roger G., Jody L. Sindelar & Jay R. Ritter, Initial public offerings, textbook, 309-317.

Finnerty, John D. & Douglas R. Emery, 2002, Corporate securities innovation: An update, Journal of Applied Finance (Spring/Summer), 21-47. 

Miller, Merton, Financial innovation: Achievements and prospects, textbook, 385-392.

Smithson, Charles & Clifford W. Smith, Jr., Strategic risk management, textbook, 393-410.

Moore, James, Jay Culver & Bonnie Masterman, 2000, Risk management for middle market companies, Journal of Applied Corporate Finance 12:4 (Winter), 112-119.

Lewent, Judy C. & A. John Kearney, Identifying, measuring and hedging currency risk at Merck, textbook, 428-437.

Batten, Jonathan & Warren Hogan, 2002, A perspective on credit derivatives, International Review of Financial Analysis 11:3, 251-278.

Miller, Merton, Christopher Culp & Andrea Neves, Value at Risk: Uses and abuses, textbook, 462-474.

Stern, Joel M. & Donald H. Chew, The EVA financial management system, textbook, 132-146.

Biddle, Gary C., Robert M. Bowen & James S. Wallace, 1999, Evidence on EVA, Journal of Applied Corporate Finance 12:2 (Summer), 69-79.

Master of Science or MSC course, Investment Management, Dr. Kryzanowski:

Zvi Bodie, Alex Kane, Alan J. Marcus, Stylianos Perrakis and Peter J. Ryan, Investments (Toronto, ON: McGraw-Hill Ryerson Limited, 2003, Fourth Canadian Edition).  

Richard O. Michaud. The Markowitz optimization enigma:  Is 'optimized' optimal?, Financial Analysts Journal (January-February 1989):  31-42.

Daniel C. Quan and Sheridan Titman. Commercial real estate prices and stock market returns: An international analysis, Financial Analysts Journal (May/June 1997): 21-34.

Bruno Solnik, Cyril Boucrelle and Yann Le Fur. International market correlation and volatility, Financial Analysts Journal (September/October 1996): 17-34.

Jeff Diermeier and Bruno Solnik. Global pricing of equity, Financial Analysts Journal 57:4 (July/August 2001): 37-47.

Robert D. Arnott and Peter L. Bernstein. What risk premium is “normal”?, Financial Analysts Journal 58:2 (March/April 2002): 64-85.

George Koutoulas and Lawrence Kryzanowski. Macrofactor conditional volatilities, time-varying risk premia, and stock return behavior, The Financial Review 31:1 (February 1996):  169-195.

Glenn Pettengill, Sridhar Sundaram, and Ike Mathur. Payment for risk: Constant beta vs. dual-beta models, The Financial Review 37:2 (May 2002): 123-136.

Ronald N. Kahn and Andrew Rudd. Does historical performance predict future performance?, Financial Analysts Journal (November-December 1995): 43-52.

Russ Wermers. Mutual fund performance: An empirical decomposition into stock-picking talent, style, transaction costs, and expenses, The Journal of Finance 55:4 (August 2000), 1655-1703.

Lawrence Kryzanowski, Simon Lalancette and Minh Chau To. Performance attribution using an APT with prespecified macrofactors and time-varying risk premia and betas, Journal of Financial and Quantitative Analysis 32: 2 (June 1997): 205-224.

Zvi Bodie and Dwight B. Crane. Personal investing: Advice, theory, and evidence, Financial Analysts Journal (November/December 1997): 13-23.

Roger D. Ibbotson and Paul D. Kaplan. Does asset allocation policy explain 40, 90 or 100 percent of performance?, Financial Analysts Journal 56:1 (January/February 2000): 26-33.

Manuel Ammann and Heinz Zimmermann. Tracking error and tactical asset allocation, Financial Analysts Journal (March/April 2001): 32-43.

James H. Scott, Jr. Managing asset classes, Financial Analysts Journal (January-February 1994): 62-69.

Richard Chung and Lawrence Kryzanowski. Market timing using strategists’ and analysts’ forecasts of S&P500 earnings per share, Financial Services Review 9 (2000): 125-144.

Mark Rubinstein. Rational markets: Yes or no? The affirmative case, Financial Analysts Journal (May/June 2001): 15-29.

Eric H. Sorensen, Keith L. Miller and Vele Samak. Allocating between active and passive management. Financial Analysts Journal 54:5 (September/October 1998): 18-31.

Lawrence Kryzanowski, Michael Galler and D.W. Wright.  Using artificial neural networks to pick stocks, Financial Analysts Journal (July-August 1993): 21-27.

Hans R. Stoll. Presidential address: Friction, The Journal of Finance 55:4 (August 2000): 1479-1514.

Jarrod W. Wilcox.  The effect of transaction costs and delay on performance drag, Financial Analysts Journal (March-April 1993):  45-54 & 77.

Gwangheon Hong and Arthur Warga. An empirical study of bond market transactions, Financial Analysts Journal 56:2 (March/April 2000): 32-46.

Jennifer S. Conrad, Kevin M. Johnson, and Sunil Wahal. Institutional trading and soft dollars, The Journal of Finance 56:1 (February 2001): 397-416.
Ph.D. course, Advanced Topics in Investments and Corporate Finance, Dr. Kryzanowski:

Kryzanowski, Lawrence and Hao Zhang, 2002. Intraday market price integration for shares cross-listed internationally, Journal of Financial and Quantitative Analysis 37:2 (June): 243-269.

Chordia, Tarun, Richard Roll and Avanidhar Subrahmanyam, 2001. Market liquidity and trading activity, The Journal of Finance 56:2 (April): 501-530.

Kandel, Eugene and Leslie M. Marx, 1999. Payments for order flow on Nasdaq, Journal of Finance 54:1 (February): 35-66.
Huang, Roger D. and Hans R. Stoll, 1997.  The components of the bid-ask spread: A general approach, The Review of Financial Studies 10:4 (Winter): 995-1034.

Daniel, Kent D., David Hirshleifer and Avanidhar Subrahmanyam, 2001. Overconfidence, arbitrage, and equilibrium asset pricing, The Journal of Finance 56:3 (June): 921-965.

Whitelaw, Robert F., 2000. Stock market risk and return: An equilibrium approach, The Review of Financial Studies 13:3 (Fall): 521-547.
Pettengill, Glenn N., Sridhar Sundaram and Ike Mathur, 1995.  The conditional relation between beta and returns, Journal of Financial and Quantitative Analysis 30:1 (March): 101-116.

Griffin, John M., 2002. Are the Fama and French factors global or country specific?, The Review of Financial Studies 15:3 (Summer): 783-803.

Liew, Jimmy and Maria Vassalou, 2000. Can book-to-market, size and momentum be risk factors that predict economic growth?, Journal of Financial Economics 57:2 (August): 221-245.
Chan, Louis K.C., Jason Karceski and Josef Lakonishok, 1998.  The risk and return from factors, Journal of Financial and Quantitative Analysis 33:2 (June): 159-188.

Daniel, Kent and Sheridan Titman, 1997.  Evidence on the characteristics of cross sectional variation in stock returns, Journal of Finance 52:1 (March): 1-33.

Campbell, John Y., Martin Lettau, Burton G. Malkiel and Yexiao Xu, 2001. Have individual stocks become more volatile? An empirical exploration of idiosyncratic risk, The Journal of Finance 56:1 (February): 1-43.

Harvey, Campbell R. and Akhtar Siddique, 1999. Autoregressive conditional skewness, Journal of Financial and Quantitative Analysis 34:4 (December): 465-487.
Ronen, Tavy, 1997.  Tests and properties of variance ratios in microstructure studies, Journal of Financial and Quantitative Analysis 32:2 (June): 183-204.

Mauer, David C. and Steven H. Ott, 1995.  Investment under uncertainty:  The case of replacement investment decisions, Journal of Financial and Quantitative Analysis 30:4 (December): 581-605.

Thompson, Andrew C., 1995.  Valuation of path-dependent contingent claims with multiple exercise decisions over time:  The case of take-or-pay, Journal of Financial and Quantitative Analysis 30:2 (June):  271-293.

Trigeorgis, Lenos, 1993. The nature of option interactions and the valuation of investments with multiple real options, Journal of Financial and Quantitative Analysis 28:1 (March): 1-20.

Fama, Eugene F. and Kenneth R. French, 2002. The equity premium, The Journal of Finance 57:2 (April): 637-659.

Ritter, Jay R. and Richard S. Warr, 2002. The decline of inflation and the bull market of 1982-1999, Journal of Financial and Quantitative Analysis 37:1 (March): 29-61.

Sullivan, Ryan, Allan Timmermann and Halbert White, 1999. Data snooping, technical trading rule performance, and the bootstrap, Journal of Finance 54:5 (October): 1647-1691.

Prabhala, N.R., 1997.  Conditional methods in event studies and an equilibrium justification for standard event-study procedures, The Review of Financial Studies 10:1 (Spring 1997): 1-38.

Donaldson, R. Glen and Mark Kemstra, 1996.  A new dividend forecasting procedure that rejects bubbles in asset prices:  The case of 1929's stock crash, The Review of Financial Studies 9:2 (Summer): 333-383.

Ferson, Wayne and Kenneth Khang, Forthcoming 2002, Conditional performance using portfolio weights: Evidence for pension funds, Journal of Financial Economics.

Busse, Jeffrey A., 2001. Another look at mutual fund tournaments, Journal of Financial and Quantitative Analysis 36:1 (March): 53-73.

Busse, Jeffrey A., 1999. Volatility timing in mutual funds: Evidence from daily returns, The Review of Financial Studies 12:5 (Winter), 1009-1041.
Kryzanowski, Lawrence, Simon Lalancette and Minh Chau To, 1997.  Performance attribution using an APT with prespecified macrofactors and time-varying risk premia and betas, Journal of Financial and Quantitative Analysis 32:2 (June): 205-224.

Hovakimian, Armen, Tim Opler and Sheridan Titman, 2001. The debt-equity choice, Journal of Financial and Quantitative Analysis 36:1 (March):1-24.

Cantillo, Miguel and Julien Wright, 2000. How do firms choose their lenders? An empirical investigation, The Review of Financial Studies 13:1 (Spring): 155-189.
Petersen, Mitchell A. and Raghuram G. Rajan, 1997.  Trade credit: Theories and evidence, The Review of Financial Studies 10:3 (Fall): 661-691.

Ljungqvist, Alexander P., forthcoming 2002. IPO allocations: discriminatory or discretionary?, Journal of Financial Economics.

Field, Laura Casares and Gordon Hanka, 2001. The expiration of IPO share lock-ups, The Journal of Finance 56:2 (April), 471-500.

Altinkiliç, Oya and Robert S. Hansen, 2000. Are there economies of scale in underwriting fees? Evidence of rising external financing costs, The Review of Financial Studies 13:1 (Spring): 191-218.
Benveniste, Lawrence M. and Walid Y. Busaba, 1997.  Bookbuilding vs. fixed price: An analysis of competing strategies for marketing IPOs, Journal of Financial and Quantitative Analysis 32:4 (December): 383-403.

Grullon, Gustavo and Roni Michaely, 2002. Dividends, share repurchases, and the substitution hypothesis, The Journal of Finance 57:4 (August): 1649-1684.

Fama, Eugene F. and Kenneth R. French, 2002. Testing trade-off and pecking order predictions about dividends and debt, The Review of Financial Studies 15:1 (Spring): 1-33.

Hausch, Donald B. and James K. Seward, 1993.  Signaling with dividends and share repurchases:  A choice between deterministic and stochastic cash disbursements, The Review of Financial Studies 6:1 (Spring):  121-154.

Booth, Lawrence, Varouj Aivazian, Asli Demirguc-Kunt, and Vojislav Maksimovic, 2001. Capital structures in developing countries, The Journal of Finance 56:1 (February): 87-130.

Eckbo, B. Espen and Karin S. Thorburn, 2000. Gains to bidder firms revisited: Domestic and foreign acquisitions in Canada, Journal of Financial and Quantitative Analysis 35:1 (March): 1-25.
Fluck, Zsuzsanna, 1998.  Optimal financial contracting: Debt versus outside equity, The Review of Financial Studies 11:2 (Summer): 383-418.

Rajan, Raghuram and Luigi Zingales, 1995. What do we know about capital structure?  Some evidence from international data, The Journal of Finance 50:5 (December): 1421-1460.

Question No.3

a) Is it Drs. Kryzanowski & Roberts' opinion that utility stocks have become less risky, more risky, or as risky as in the past.  Is Drs. Kryzanowski & Roberts' response equally applicable to electric, gas, and telephone utilities?

b) Is it Drs. Kryzanowski & Roberts' opinion that electric utility stocks have become less risky, more risky, or as risky as natural gas distribution and pipeline utilities? 

Response to Question No.3

a) and b)
Drs. Kryzanowski and Roberts conducted no studies on historical trends in the risks of the population of utility stocks either in general or with regard to types of utilities.  As explained in detail beginning on page 34, line 20 of their Prepared Testimony, Drs. Kryzanowski and Roberts believe that the business risk faced by HQD, in particular, is lower than that of a gas distributor. The change in the investment risk of their sample of utilities is discussed in their Prepared Testimony.

Question No.4

P.32 "ROE for Canadian utilities and comparisons with allowed rates of return showed that regulators are typically generous to utilities " Is this comment applicable to all types of utilities?

Response to Question No.4

The comment refers to the sample of utilities in Schedule 5 of the Prepared Evidence of Drs. Kryzanowski and Roberts. This sample includes gas, electric and pipeline utilities. Further support for this comment comes from a study of electric utilities conducted by the Dominion Bond Rating Service in 2001 and cited in footnote 12 on page 23 of that Prepared Testimony.

Question No.5

In arriving at your recommended structure of capital of 34% for HQ Distribution what is the relative importance you assigned to the various information available on your sample of Canadian utilities:

· Allowed or real equity equity structure

· Gas vs electric utilities

· Credit rating

· Size of the company

· Other info ?

Response to Question No.5

Beginning on line 6 of page 20 and running through line 17 of their Prepared Testimony, Drs. Kryzanowski and Roberts present the factors on which their recommendation is based. All of the factors in the question are taken into account although they are not assigned numerical weights.

Question No.6

Since we do not have access to stock guide, can you provide us with the information used in arriving at the % equity data in schedule 3?

Response to Question No.6

Drs. Kryzanowski and Roberts regret that they are unable to provide the data. They obtained these data under license from Stock Guide and are not authorized to provide them to others.

Question No.7

In choosing your sample of 9 utilities to establish your recommendation on capital structure, why did you choose companies such as ATCO and Fortis, but excluded companies such as Gaz Metropolitain, Union Gas ?

Response to Question No.7

The criteria for sample selection are stated in the Prepared Testimony of Drs. Kryzanowski and Roberts on page 20, lines 7-11, as follows:

“This sample consists of gas and electric utilities and pipelines that are covered in Stock Guide and have publicly traded common shares. We require the included companies to be publicly traded to ensure consistency between our samples here and in later sections where we present our evidence on the fair rate of return.”  

On page 38, lines 3-5, we find the explanation for the omission of Gaz Metropolitain and Union Gas as follows: 

“These companies are not included in our sample because they do not have publicly traded common shares: Gaz Metropolitain is a limited partnership and Union Gas is not in Stock Guide.”

Question No.8

Please discuss how the following factors affect the business risks of Hydro-Québec Distribution:

i.  the characteristics of the Quebec economy (cyclicality, resource sector, growth, etc.)

ii.  HQ Distribution's competitive position vs gas, oil.

Response to Question No.8

Please refer to the discussion in the Prepared Testimony of Drs. Kryzanowski and Roberts, beginning on line 9 of page 27 and continuing through line 19 on page 30.

Question No.9

P.30 of your testimony line 21, " Are there any other risks faced by HQ Distribution?" ». You do not mention the risks related to bad receivables. Why?

Response to Question No.9

The discussion referenced was intended to provide an example of other risks. It does not attempt to provide an exhaustive list. In their review of HQD’s annual reports, Drs. Kryzanowski and Roberts did not find bad receivables identified as a significant risk.  According to the HQ Strategic Plan 2002 -2006, p. 40, footnote 1, “Costs incurred as of 2002 can technically be recovered through the approval of deferred charges if approved by the Regie de l’ energie.”

Question No.10

Does Drs. Kryzanowski & Roberts’s recommended return (ROE) of 8.50% assume the maintenance of Hydro-Quebec’s existing capital structure or does it assume Drs. Kryzanowski & Roberts’s recommended capital structure?  Please state the recommended ROE under both Hydro-Quebec's existing capital structure and the recommended capital structure.

Response to Question No.10

Under the stand-alone principle, the recommended ROE of 8.50% is based on extensive analysis of the fair rate of return that would be expected by investors if HQD were a shareholder-owned company. The analysis conducted in Section III of the Prepared Testimony of Drs. Kryzanowski and Roberts supports the conclusion that 34% would be sufficient common equity for such a shareholder-owned company.

Question No.11

P.65 : "For 30 year rolling time period Stocks are less risky than bonds or cash" . In light of this statement, do you think a prudent and knowledgeable investor with a long term view should invest 100% in stocks?

Response to Question No.11
Traditional portfolio asset allocation decisions depend upon two steps. In the first step, one forms the efficient frontier based on the mean returns, variances of returns and correlations of returns between the various asset classes. In the second step, one chooses the optimal portfolio on that efficient frontier on which the specific investor achieves the highest level of utility. This depends upon the investor’s tolerance for bearing risk. Thus, based on the nature of the efficient frontier for the two-asset class case of stocks and bonds and the investor’s tolerance for bearing risk, the said investor could invest 100% in stocks.

Question No.12

Given the various empirical estimates of the market risk premium summarized on page 141 of Appendix C (2.9%, 4.4%, 3.2%, 3.3%, 4.8%, etc), please explain Drs. Kryzanowski & Roberts’s rationale of using a market risk premium of 4.7%.   What weight, if any, should be accorded to the market risk premium estimates reported in Appendix C?   

Response to Question No.12
The market risk premium estimates reported in Appendix C should be used as one test to assess the reasonableness of the market risk premium of 4.7% recommended by Drs. Kryzanowski and Roberts.  A comparison of the estimate of Drs. Kryzanowski and Roberts against those reported in Appendix C indicates that the estimate of Drs. Kryzanowski and Roberts is at the conservatively high end of the range of the various estimates of the market risk premium by academics and practitioners active in equity risk premium estimation.

Question No.13

Please provide the computational details of the beta estimates shown on Schedules 15 and 16.  Over what period were they measured?  What market index was employed?  What holding period returns were used (daily, weekly, monthly)? Are the betas adjusted or unadjusted?  If unadjusted, please provide the adjusted betas.

Response to Question No.13

As stated in the heading to Schedule 15, the betas reported are rolling five-year betas estimated using monthly total returns for the utility and the S&P/TSX Composite index. This is the standard practice in academic research. The betas are unadjusted. Drs. Kryzanowski and Roberts do not reported adjusted betas because the approach is inappropriate as they argue in their Prepared Evidence.

Question No.14

Does Drs. Kryzanowski & Roberts agree with the proposition that equity risk premiums tend to increase as bond yields decline and shrink as bond yields rise?  If so, why?  If not, why not?

Response to Question No.14

If one wants to make the equity risk premium conditional or time-varying, then one should do it properly using a conditional asset pricing model and not do it using some ad hoc procedure that may result in econometric estimation problems. The common instruments used to condition measures of equity risk and/or equity risk premium are lagged values of the dividend yield of an equity market index (Fama and French, 1988; Ferson and Schadt, 1996; Kryzanowski et al., 1997; Christopherson et al., 1998; and Farnsworth et al., 2002), the one-month Treasury or T-bill rate (Ferson and Schadt, 1996; and Farnsworth et al., 2002), the default premium as measured by the yield spread between a long-term corporate bond index and a long-term government bond index (Chen, Roll, and Ross, 1986; Kryzanowski and Zhang, 1992; and Koutoulas and Kryzanowski, 1996), the slope of the term structure as measured by the yield spread between long-tem government bonds and the one period lagged three-month Treasury or T-bill rate (Ferson and Harvey, 1991; and Chen and Knez, 1996), and a dummy variable for the month of January (Ferson and Schadt, 1996; Kryzanowski et al., 1997; and Farnsworth et al., 2002). 

References quoted in this response:

Chen, N. F., R. Roll, and S. A. Ross, 1986, “Economic Forces and the Stock Market”, Journal of Business, 59, 383-403.

Chen, Z., and P. J. Knez, 1996, “Portfolio Measurement: Theory and Applications”, Review of Financial Studies, 9, 511-555.

Christopherson, J. A., W. E. Ferson, and D. A. Glassman, 1998, “Conditioning Manager Alphas on Economic Information: Another Look at the Persistence of Performance”, Review of Financial Studies, 11, 111-142.

Fama, E. F., and K. R. French, 1988, “Dividend Yields and Expected Stock Returns”, Journal of Financial Economics, 22, 3-25.

Farnsworth, H., W. E. Ferson, D. Jackson, and S. Todd, 2002, “Performance Evaluation with Stochastic Discount Factors”, Journal of Business, 75, 473-503.

Ferson, W. E., and C. R. Harvey, 1991, “The Variation of Economic Risk Premia”, Journal of Political Economy, 99, 385-415.

Ferson, W. E., and R. Schadt, 1996, “Measuring Fund Strategy and Performance in Changing Economic Conditions”, Journal of Finance, 51, 425-461.

Koutoulas G., and L. Kryzanowski, 1996, “Macrofactor Conditional Volatilities, Time-Varying Risk Premia and Stock Return Behavior”, Financial Review, 31, 169-195.

Kryzanowski, L., S. Lalancette, and M. C. To, 1997, “Performance Attribution using an APT with Prespecified Macrofactors and Time-Varying Risk Premia and Betas”, Journal of Financial and Quantitative Analysis, 32, 205-224.

Kryzanowski, L., and H. Zhang, 1992, “Economic Forces and Seasonality in Security Returns”, Review of Quantitative Finance and Accounting, 1, 227-244.

Question No.15

Do Drs. Kryzanowski & Roberts advocate the use of automatic rate of return adjustment formulas such as the ones reported on Schedule 19.  If so, why?  If not, why not?

Response to Question No.15
The merits and shortcomings of automatic rate of return adjustment formulas are beyond the scope of the present hearing.  Nonetheless, there are two important points about regulatory formulas that are highly relevant. First, as stated in the Prepared Testimony of Drs. Kryzanowski and Roberts on page 123, lines 7-9: “…, these formulas provide benchmarks of the levels of equity risk premiums that regulators have previously regarded as reasonable.”  Second, Drs. Kryzanowski and Roberts note an important limitation of current regulatory formulas on page 126, lines 9-16:

“The regulatory formulas are drawn from the era of significantly higher risk premiums.  Our earlier evidence presented a large body of argument showing that the equity risk premium is expected to be considerably lower in the future. Because they do not take this important trend into account, recommended returns drawn from regulatory formulas should be regarded as a generous upper bound.”
Question No.16

Given the gas/electric beta of 0.29 reported for the recent 1991-2000 period, how do Drs. Kryzanowski & Roberts rationalize the use of a beta of 0.50 in their implementation of the CAPM in light of these reported results?

Response to Question No.16
Please see lines 2 through 7 on page 75 of the Prepared Evidence of Drs. Kryzanowski and Roberts. Drs. Kryzanowski and Roberts acknowledge that they believe that their recommended estimate is upwardly biased (“generous”), and should provide sufficient coverage for any estimation errors.

Question No.17

Given the average beta of 0.37 for the ten utilities shown in the bottom row of Schedule 16 and the two rolling averages of 0.47 and 0.32, how do Drs. Kryzanowski & Roberts rationalize the use of a beta of 0.50 in their implementation of the CAPM in light of these reported results?

Response to Question No.17
Please see the response to question 16.

Question No.18

Given the recent rolling average beta of 0.34 reported at the bottom right of Schedule 15, how do Drs. Kryzanowski & Roberts rationalize the use of a beta of 0.50 in their implementation of the CAPM?

Response to Question No.18
Please see the response to question 16.

Question No.19

a) Please provide in electronic form the computational details and relevant spreadsheets for the DCF studies shown on Schedules 12 and 13, summarized on Schedule 15.  

b) Please provide the results of the same study using earnings growth rather than dividend growth rates.        
Response to a) & b) of Question No.19
Before beginning the response, it should be noted that Schedule 15 deals with rolling betas and not output from the various DCF analyses.

As stated in lines 9-11 on page 41 of their Prepared Evidence, Drs. Kryzanowski and Roberts:

“use a DCF test, using historical and future estimates of dividend growth rates, to check the reasonableness of our estimate of the equity market risk premium of 4.70%.”

They go on to note in lines 25-30 of page 42 through lines 1-2 of page 43 of their Prepared Evidence that:

“Although we consider the DCF Test to be inferior to the Equity Risk Premium Test, we use the DCF Test to provide additional estimates of equity market risk premium using both historical and forward-looking estimates of share price or dividend growth. We use these estimates as further inputs for judging the reasonableness of our estimates of the implied equity premium using the Equity Risk Premium Test. Section V includes a detailed discussion of why the DCF Test is deemed to be inferior to the Equity Risk Premium Test, and why the DCF Test is best applied at the market and not individual firm level.”

The model that is used by Drs. Kryzanowski and Roberts is the dividend discount model that is described in lines 17-27 of page 70 through lines 1-6 of page 71 of their Prepared Evidence. It uses the growth rate of dividends and not earnings, although earnings can be used in the absence of dividends particularly if the dividend payout ratio is constant over time. Since the DDM also assumes that the growth rate of dividends and earnings are equivalent, this equality can be used to assess the appropriateness of the model for any specific application.

Please see the Excel file, Response HQD-11doc4.1_IR19, for the spreadsheets for Schedules 12 and 13 of the Prepared Evidence of Drs. Kryzanowski and Roberts.

Question No.20

Please provide a copy of the document referred to on Page 60 line 2.  

Response to Question No.20
This appears to be a reference to the 2002 Fearless Forecast authored by W.M. Mercer Limited. See the pdf file, Response HQD-11doc4.1_IR20, for a copy of this document. Similar survey results are reported in the 2003 Fearless Forecast, which was released recently.

Question No.21

Please provide a copy of the document referred to on Page 60 footnote 31.

Response to Question No.21

The reference given in footnote 31 on page 60 is: Douglas Porter and David Watt, Returning to equity returns, Focus, Economic Research, BMO Nesbitt Burns, February 22, 2002, pp. 4&5. Please see the pdf file, Response HQD-11doc4.1_IR21, for a copy of this document.

Question No.22

To what market professionals are Drs. Kryzanowski & Roberts referring to on page 64 lines 10-12?  Please provide supporting documentation, relevant literature and empirical studies which support that statement.

Response to Question No.22
Some of these references and documentation are given on page 64 of the Prepared Evidence of Drs. Kryzanowski and Roberts. Other sources include the recent book by Campbell and Viceira (2002, pp. 108 and 109), which provides evidence that the annualized standard deviation of K-period returns is lower for equities than T-bills (rolled) or long bonds (rolled) for long holding periods. Campbell and Viceira (2002, p. 108) state that: “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.” Campbell and Viceira (2002, p. 108) draw the following inference from their analysis: “These effects are strong enough to make bills actually riskier than stocks at sufficiently long investment horizons, a point emphasized by Siegel (1994)”.

References quoted in this response:

John Y. Campbell and Luis M. Viceira, Strategic Asset Allocation: Portfolio Choice for Long-Term Investors (Oxford University Press, 2002).

Jeremy Siegel, Stocks for the Long Run (New York: McGraw-Hill, 1994).

Question No.23

From the discussion on page 102 lines 1-25, please enumerate the errors and conceptual mistakes referred to in the Brealey & Myers best-selling corporate finance textbook.   Please also provide any corrections of such errors in the form of an errata sheet in the aforementioned text insofar as it pertains to the implementation of the CAPM. 

Response to Question No.23
Drs. Kryzanowski and Roberts assume that this question refers to the discussion on page 101 and not 102 of the Prepared Evidence of Drs. Kryzanowski and Roberts. The said discussion refers to comments made by Dr. Ritter. With due respect, doing a review and correcting for any errors in the various editions of this textbook is beyond the scope of our testimony. The points being made in the Prepared Evidence of Drs. Kryzanowski and Roberts are that basic finance textbooks are not error free and that basic finance textbooks are not always current with evolving thought in finance.

Question No.24

Please provide the work papers, supporting documentation, relevant literature and empirical studies which support your statement on Page 51 lines 10-12 that the use of the geometric average is becoming conventional wisdom.  

Response to Question No.24
Please see Appendix B of the Prepared Evidence of Drs. Kryzanowski and Roberts for the relevant literature on this point.

Question No.25

Please provide the work papers, supporting documentation, relevant literature and empirical studies which support your statement on Page 56 lines 1-3 that Canadian investors are less risk averse.  

Response to Question No.25
This is based on ongoing discussions with investment professionals and the interpretation of what is reported in the general media by Drs. Kryzanowski and Roberts. To put this discussion in perspective, changes in the risk aversion or risk tolerances of Canadian investors are one of the 7 fundamental changes identified in the Prepared Evidence of Drs. Kryzanowski and Roberts that have had an impact of the equity market risk premium. On lines 8-12 of page 55 of their Prepared Evidence, Drs. Kryzanowski and Roberts conclude that:

“While the effect of most of these individual changes and their net effect is to decrease the equity market risk premium, we make no such reduction to our initial equity market risk premium of 4.7%. This further bolsters our contention that our 4.7% estimate is very conservatively high.”

Question No.26

In the discussion on page 57, is it Drs. Kryzanowski & Roberts’s contention that “aggressive accounting” increases or decreases the market risk premium?  Please provide a rationale for your answer.

Response to Question No.26
This depends upon whether or not investors “can see through” such informational distortions. If they can see through such information distortions, “aggressive accounting” should have little impact on the measured market risk premium when measured over sufficiently long time periods. If investors “cannot see through” such informational distortions, “aggressive accounting” will have a major impact on market risk premium estimates, especially when they are derived using a DCF model at one point in time, as is frequently done by rate of return experts. Since undetected aggressive accounting leads to higher estimates of the growth of earnings, it will also lead to a higher implied rate of discount or return using a DCF model. In turn, this will lead to an over-estimate of the equity risk premium. Market bubbles or mania support the notion that investors do not always “see through” such informational distortions. For a discussion on this latter point, please see the discussion that begins on line 23 of page 58 and ends on line 3 of page 59 of the Prepared Evidence of Drs. Kryzanowski and Roberts. The impact of such distortions also is reflected in lines 14-16 on page 59 of the Prepared Evidence of Drs. Kryzanowski and Roberts as follows:

“Similarly, spot estimates of the implied equity risk premium from DCF models using analyst forecasts at one point in time are not likely to be very meaningful.”

Question No.27

On the basis of the historical betas reported on Schedules 15 and 16, are we to conclude that the risks of Gas/Electrics and Pipeline utilities have decreased substantially in the last decade?  Is it Drs. Kryzanowski & Roberts’s contention that energy utility stocks have become less risky than in the past?

Response to Question No.27
The evidence suggests that the relative investment risk of the sample of utility stocks used in Schedules 15 and 16 has declined. Nevertheless, in lines 2-7 on page 75 of their Prepared Evidence, Drs. Kryzanowski and Roberts state that:

“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.” [Footnote is intentionally omitted from this quote.]

Question No.28

It is not clear on the basis of the statement on page 33 lines 24-29 and on page 34 lines 1 and 2 if Drs. Kryzanowski & Roberts are recommending that the Regie raise HQ Distribution’s rates over the medium term so as to bolster financial profitability or if they think on the contrary that rates will not have to be raised because of the "good prospects for higher returns" derived from their analysis of the Strategic Plan. Could you please clarify?

Response to Question No.28
The question appears to reflect some confusion about the discussion of profitability in the section referenced.  Two comments may be useful in clarification. First, Drs. Kryzanowski and Roberts make no recommendation regarding HQ Distribution’s rates based on their discussion of profitability. Drs. Kryzanowski and Roberts base their return on equity recommendations on their risk premium analysis supplemented by their DCF analysis.  Second, to the extent that examination of profitability may serve to supplement such recommendations, it is not likely to prove useful in the case of HQD because it is government owned and hence subject to distortions introduced by government subsidies. As stated on lines 13 and 14 of page 32 of the Prepared Evidence of Drs. Kryzanowski and Roberts: “Recognizing the reality of government ownership reveals that low profitability is largely an artifact of government policy.”

Question No.29

From page 34 line 14, how many electricity distribution companies exist in Canada?

Response to Question No.29
The Dominion Bond Rating Service provides a table listing 10 government owned and 5 investor owned electric utilities in Canada as of November 2001: G. Lavalee, M. Kolodzie and W. Schroeder, The Canadian Electric Utility Industry, Dominion Bond Rating Service, November 2001.

Question No.30

From Page 6 lines 6-6, please provide support and substantiate Drs. Kryzanowski & Roberts’s contention that consumer confidence is strong.  

Response to Question No.30
In footnote 6 on page 15 of their Prepared Testimony, Drs. Kryzanowski and Roberts point out that their economic forecast is drawn from BMO Financial Group Economics, Outlook 2003, November 1, 2002; TD Economics, The Bottom Line, November 29, 2002 and Provincial Economic Outlook, November 25, 2002 on www.td.com/economics; and Scotia Economics, Market Trends, November 29, 2002, www.scotiabank.com. TD Economics states: “ Consumer confidence in Canada remains at elevated levels”.   BMO Financial Group Economics holds that: “First, the recovery has, to date [in the U.S.], been supported largely by consumers directly through household spending and indirectly through a booming housing market”.  

Drs. Kryzanowski and Roberts will update their economic forecasts as necessary when they appear before the Regie.

Question No.31

Please document the flotation costs incurred in the past by Hydro-Quebec in raising common equity capital.

Response to Question No.31
Drs. Kryzanowski and Roberts are not aware of any public common equity issues by Hydro-Quebec during the past three years.

Question No.32

Please provide the currently authorized ROEs and authorized common equity ratios for each of the nine companies listed on Schedule 4.  

Response to Question No.32
Please refer to Schedule 6 of our Prepared Testimony for the allowed equity ratios for all the companies for which we have data. The following table provides authorized ROEs along with the associated regulatory decision. Our sources are Board decisions and the Prepared Testimony of Kathleen McShane on Nova Scotia Power, December 2001.

ATCO Electric

11.25%
U97065

ATCO Gas and Pipelines
9.75

2001-96

BC Gas


9.13

L-62-01

Canadian Utilities

--

Enbridge


9.73

RP-1999

Emera



10.15
 
NSUARB-NSPI-P-875

Fortis



--

Pacific Northern Gas
9.88

L-62-01

TransAlta Utilities 

(integrated)


9.25

U99099

TransCanada Pipelines
9.53

RH-3-94

Question No.33

a) Are there any investor-owned or publicly-owned regulated utilities in 1) Canada, 2) in North America with an allowed rate of return on common equity that is equal to, or less than, what Drs. Kryzanowski & Roberts recommend in this proceeding?  If so, provide a list of such utilities. 

Response to Question No.33
Drs. Kryzanowski and Roberts have not conducted such a comparison for various reasons. For example, like the regulatory formulas, many of these allowed rates are drawn from the era where risk premiums were perceived to be significantly higher.   In their Prepared Evidence, Drs. Kryzanowski and Roberts present a large body of argument showing that the equity risk premium is expected to be considerably lower in the future.  Furthermore, the available evidence shows that utilities have historically earned excess returns or given investors “free lunches” in both Canada and the United States. Please see line 16 on page 119 through line 9 on page 121 in the Prepared Evidence of Drs. Kryzanowski and Roberts.

Question No.34

a) Are the beta estimates shown on Schedules 15 and 16 and raw (unadjusted) betas?

b) If unadjusted betas are reported, please show the results of Schedules 15 and 16 using adjusted betas. using the standard definition of Adjusted Beta (Adjusted Beta = 0.3333  +  0.6666 x Raw Beta), 

Response to Question No.34
The beta estimates are raw betas. Drs. Kryzanowski and Roberts do not calculate adjusted betas based on the Value Line method of calculating an adjusted beta as a weighted average of the raw beta and the market beta of one where the weights are two-thirds and one-third, respectively. In their Prepared Evidence, Drs. Kryzanowski and Roberts provide considerable criticism why this adjusted method is flawed. See, for example, the discussion that begins on line 20 of page 91 and ends on line 6 of page 96.

Question No.35

Please provide a summary of Drs. Kryzanowski & Roberts’s rate of return on common equity conclusions and recommendations for HQ DISTRIBUTION in the following format:







                             Recommendation
Equity Risk Premium

            



      low               high

Market Risk Premium     (MRP)            x                    x                            x

Relative Risk Adjustment (RRA)

to MRP for Risk of HQ Distribution                   x                    x                             x

Equity Risk Premium for

HQ Distribution (MRP x RRA)

Long-Canada Yield                                 x                     x                              x

Cushion, add-ons, etc.                           x                     x                              x

Total 




          x                     x                              x

Overall Recommendation          





           X

Response to Question No.35
The question lacks specificity since neither low nor high are defined. Nevertheless, a summary, which is consistent with the Prepared Evidence filed by Drs. Kryzanowski and Roberts, is found on page 9 of their Prepared Evidence. This table is reproduced below.

	
	Component
	Flotation Allowance
	Total
	Weight

	
	1
	2
	
	
	

	Discounted Cash Flow Test
	N/A
	Risk Premium of 4.70% for S&P/TSX Composite is conservatively high
	N/A
	N/A
	0%; for bench-

marking purposes only

	

	Equity Risk Premium Test
	Risk-free Rate of 6.0%
	Risk Premium (50% of) of

 4.70% = 2.35%


	0.10%
	8.45%
	100%

	Recommendation
	6.0%
	2. 35%
	0.10%
	8.45%
	100%
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