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EXECUTIVE SUMMARY

The Industrial Gas Users Association (IGUA) has asked me to revietefeazapplication and
Ms. McShane’s fair ROE evidence and to offer my own opinion as to a fair raterof aed
capital structure for Gazifere.

My overall assessment is that Gazifere is a typical Canadian utilityraidrdo other gas local
distribution companies (LDCs) in Canada. It is broadly equivalent to Gaz Megptahat it is
much smaller. Compared to Gazifere’s 1998 application | would judge its busitketsshés/e
declined marginally due to the loss of some industrial load and revenue rebalancing t
commercial and residential customers as well as the heightened corapess of natural gas as
a fuel source. | regard an appropriate common equity ratio for a gas<.D€ing within a range

of 35-40% and would regard Gazifere’s requested 40% as acceptable given its size

In terms of an appropriate ROE, and despite the extensive evidence often filechisarangs,

the essential facts are that fair rates of return are governed bydad#sic laws of finance: the
time value of money, the risk value of money and the tax value of money. The risk positioning
methodology, of which the Capital Asset Pricing Model (CAPM) is one variant, eaptuo of
these three “laws,” which is why it is overwhelmingly the most popularat@gtimating fair

rates of return and why Canadian regulators have relied so heavily on it. This maglgodol

anchors the fair rate of return and removes most of the contentious areas of stipenye

The starting point of the risk positioning methodology is the risk free rate wldakures the

time value of money. Here the convention in Canada is to use a forecast of the longl®adada
yield for the test year, which | estimate to be 4.5%. The second step isrtateshe average

risk premium for the market as a whole, where the estimates are normatbniges5.0-6.0%.
This is the critical input since the market risk premium anchors the ovenadbtstind here

there is now overwhelming evidence that analysts, companies and faculty exgestarea all
place the market risk premium at 5.0-6.0%. This places the overall fair returnaeerage risk
company at about 10.0% and the question is how much lower this estimate should be for a

regulated utility.
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The risk positioning for a benchmark utility usually places it as significkower risk than the
market as a whole. My estimate for this relative risk is a range of 45%-%$5%kg as the

overall market or a utility risk premium of 225 basis points (bps) to 330 bps. Adding a 50bps
flotation allowance increases this to a recommended ROE for a benchméylotiifli25%-

8.30% or a mid point of 7.75%. This is broadly consistent with the allowed ROEs generated by
automatic ROE formulae in use across Canada prior to the financial crisigdged fo be fair

and reasonable as late as November 3, 2008.

However, 2008 was a traumatic year with the US financial system spreamdingiéil contagion
around the world, to generate the world’s first global recession. Duringndreial market

crisis several regulators either suspended or changed their method gy thetiallowed ROE.
Generally these decisions increased the allowed ROE by 50-75 bps, with theddetge a
0.25%-0.55% to its recommendation, and cited the record high yield spreads on utility debt as
justification. Adding a 0.50% “crisis premium” would increase my ROE recommiendat a
benchmark utility for 2011 to 8.25%.

Even though Canada has now emerged from recession and experienced rapid 6.1%tdirst quar
GDP growth (2010QZ%)with financial markets almost back to normal, | have examined whether
or not a new ROE adjustment model might be useful. To this end | have developed a minor
extension to the typical ROE adjustment model that tracks what regulatoiyatizaded

during the crisis. For 2011 this would indicate a fair ROE for Gazifere of 9.25% cedrjpathe
9.10% that would result if the Regie simply used its existing ROE formula. Waslt regard

as generous and at the top end of a fair and reasonable range.

For Gazifere | recommend an overall fair ROE of 8.50% for 2011, which is 0.25% morerthan fo
my benchmark utility. For subsequent years | see no advantages to adeiloigspread
adjustment, but should the Regie decide to do so it should be bas&@8%radjustment to

changes in the forecast long Canada yield ab@Paadjustment to forecast spread changes.

! In its Decision on EB 2007-0905, November 3, 2008, the Ontario Energy Board, at the retheest of
utility, set the fair ROE based on its ROE adjustment mechanism, whaikkimilar to that used by the
Board prior to RH-1-2008.

2 In contrast US 2010Q1 real growth was an anaemic 3.0%

2
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I INTRODUCTION

Q. PLEASE DESCRIBE YOUR QUALIFICATIONS AND EXPERIENCE.

A. | am a professor of finance in the Rotman School of Manageméhé ainiversity of
Toronto, where | hold the CIT Chair in Structured Finance. A detagsdme is filed as
Appendix A. Further information and copies of my working papersbeanan be downloaded
from my web site at the University of Torontohdip://www.rotman.utoronto.ca/~booth

| have appeared before most of the provincial utility regulatorydsoar Canada as well as the
two main national regulators; the National Energy Board and th€CCR have also filed
testimony before the Ontario Securities Commission and inietyaf civil suits pertaining to
financial matters. Along with my late colleague Professor hisiéd Berkowitz | provided
testimony to the BCUC, the Manitoba PUB and the NEB when thiegduced the first ROE
adjustment mechanisms in Canada. Most recently | have appeaoed thef Regie for the last
three years when Gaz Metro presented its rates applicatiomiametfirn request, including last
year when Gaz Metro requested a move to ATWACC regulation which the Reggpd tlown.

Q. PLEASE DESCRIBE THE PURPOSE OF YOUR TESTIMONY

A. The Industrial Gas Users Association (IGUA) has asked me to revieWefeaz
application and Ms. McShane’s fair ROE evidence and to offer my own opinion as toagefair r
of return and capital structure for Gazifere.

Q. HOW IS YOUR TESTIMONY STRUCTURED?

A. | begin by firstdiscussing recent regulatory decisions in Canada, since they tbaver
recent period of extraordinary events in the capital market. Idiseniss current economic and
market conditions and present my ROE estimates for a benchniayk uthen discuss the use
of US evidence by Ms. McShane before discussing where Gafzienato this risk positioning.
| finish with my recommendations and a brief discussion of thgtidations for the financial

integrity of Gazifere.
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I. RECENT CANADIAN REGULATORY DECISIONS

Q. WHAT IS THE BASIS OF REGULATION?

A. The objective of rate of return regulation is that the ownerseofitility should not earn
excess rates of return from the exercise of market powerp@&agoenalised by the act of
regulation. This economic proposition has been reinforced by legalderecénBC Electric

Railway Co Ltd., vs the Public Utilities Commission of BC e([8960] S.C.R. 837), the

Supreme Court of Canada had to interpret the following statute:

(@  The Commission shall consider all matters which it deems proper asraffeti
rate:

(b)  The Commission shall have due regard, among other things, to the protection of
the public interest from rates that are excessive as being more thaaralfair
reasonable charge for services of the nature and quality furnished by the public
utility; and to giving to the public utility a fair and reasonable return upon the
appraised value of the property of the public utility used, or prudently and
reasonably acquired, to enable the public utility to furnish the service:

This statute articulated the "fair and reasonable” standarterms of rates, and that the
regulatory body should consider all matters that determine wheth®t the resulting charges
are "fair and reasonable.” Of particular importance are tlendial charges, since as capital
intensive industries utilities generally have a large componeriixed costs, that is, costs

independent of “throughput” or volume.

In terms of financial charges, in Northwestern Utilities vy ©f Edmonton (1929), it was
stated that a utility's rates should be set to take into accobanhged conditions in the money
market." A fair rate of return was further confirmed in the B€ctric decision when Mr. Justice

Lamont's definition of a fair rate of return, put forward in Northwestern aslitivas adopted”

"that the company will be allowed as large a return on thdatapvested in the
enterprise as it would receive if it were investing the sameunt in other
securities possessing an attractiveness, stability andntgrégjual to that of the
company's enterprise."
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This definition is referred to as an opportunity cost, only if the owners of a uéility e
their opportunity cost will the returns accruing to them be fair, i.e., they wilierei

reward the owners with excessive profits, nor ratepayers by charging lpeiosv cost.
Of note is that the legal definition in Canada includes three critical comgonent

(2) The fair return should be on the "capital invested insitenterprise
(which will be net to the company)”

This means that the return should be applied to the capital actuaisted” in the company,
which is normally interpreted as the “book value” of the assatnat their market value. As
the Alberta EUB stated (Generic Cost of Capital Decision U-200452, p 24)

“The Board considers that the application of a market requirednréie. required
earnings on market value) to a book value rate base is appropritite gontext of
regulated utilities.”

The reason is that market values change as a result of thlatoeg decision and have little

connection with the actual capital invested in the utility.
(2)  "other securities"

Mr. Justice Lamont specifically states that the alternativestment should be other securities,
and notthe book value investment of other companies. This was a naturabwtitgof the
Northwestern Utilities Limited decision that was concernedh wthie authority of the Board to
change the allowed rate of return to reflect "changed tiondiin the money market." In 1929
the term "money market" had a broader interpretation than itsntwse; "capital market"
would be closer to today's terminology. The motivation for the definviias clearly the desire
to change the allowed return to reflect changes in "market ppies.” Clearly this can only

be done at market prices, since the investor cannot invest elsewhere at book value!
3) "attractiveness, stability and certainty"

These words clearly articulate what a financial economist woalda risk-adjusted rate of
return. Even in 1929 it was obvious that investors required higher ratetuaf on riskier

investments and awarding a risk free return was inherently unfair.

5
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Further in Federal Power Commission et al v. Hope Natural @ath€ United States Supreme

Court decided that a fair return

"should be sufficient to assure confidence in the financial integrity of the
enterprise so as to maintain its credit and to attract capital.”

Financial integrity is critical for a utility. Utility inv&ors have made a “sunk” investment, as a
result it is possible for subsequent decisions to deprive them edsamable return making it
difficult for them to access new capital. Financial integstthus equivalent to the ability of the

utility to attract capital and fair treatment of its investors.

By basing regulation on the investor's opportunity cost of capitaflesed by Mr. Justice
Lamont, not only is the economic objective of regulation attained, batosis the need for the
return to be fair, since this is the rate at which equitytabpan be raised. The obvious need to
maintain the credit and financial integrity of the firm is giseserved, since the firm is offering
a competitive rate of return and attracting capital. The opportwasg principle therefore
embodies all fairness, capital attraction and financial irtteggsues of concern for equitable

regulation.

Q. HOW HAS THE RECENT FINANCIAL CRISIS AFFECTED REGUL ATORY
DECISIONS IN CANADA?

A. Until the onset of the financial crisis that started in thengpof 2008 and gathered speed
in the following Autumn, Canadian regulatory boards seemed to bentdhat their automatic
ROE adjustment formulae were awarding fair and reasonables RibiEse ROE formulae were
all based on the original formulae adopted by the BCUC, Manitdbd and NEB, whereby
allowed ROE’s were determined at a point of time and then adjuste75-100% of the
subsequent change in the forecast long Canada bond yielany cases these ROE formulae
were adopted at the request of the utility. Regardless thepdwd periodically reviewed and

confirmed with minor changes multiple times. Some salient examples are:

% The BCUC originally had the ROE adjust by 100% of the long Canada bond yieliearatiopted a
step function before adopting 75%, while others such as the Manitoba PUB armhtieB
Commissioners of Newfoundland and Labrador use 80%.

6
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The NEB confirmed its ROE formula in a 2001 TransCanada decision and then refused t
hear evidence on its formula in 2004;

The Alberta Energy and Utilities Board adopted its formula in 2004;

The Ontario Energy Board imposed an ROE formula in 1997, reviewed it in an extensive
hearing in 2003, and confirmed it in subsequent decisions as late as November 3,
2008

The BCUC retooled its formula with minor changes in 2007

The Regie de L’'Energie rebased and confirmed its ROE formula in a Gaz diéetsion
in 2007.

Alberta Utilities Commission (AUC) noted (Decision 2009-21@yevhber 12, 2009 page

Notwithstanding the issues and economic developments discussed above, the

Commuission observes that since the 1ssuance of Decision 2004-052 in July 2004 and betore the
onset of the economic crisis, there had been few indications that the adjustment formula was not
producing an appropriate annual ROE. Decision 2004-052 and the annual formula had resulted
in a range of ROEs with a high of 9.60 percent and a low of 8.51 percent well within the otf-
ramp triggers set out in the Decision of 7.6 percent and 11.6 percent. Further, until the present
Proceeding, no party, other than ATCO Gas with respect to 1ts equity ratio for 2008 and ATCO
Pipelines with respect to ROE and capital structure for 2008, had requested a review of the

12

generic formula or a change to the allowed capital structure determined in Decision 2004-052.

13  Similar statements were made by the Board of Commissiaiédewfoundland and Labrador

14  (Order

[ TC I o L
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# PU43 (2009)) when in their decisison (page 13) they stated

Newfoundland Power bears the burden of showing that it 1s appropriate to discontinue the
use of the automatic adjustment formmla, a well-established regulatory tool that was expected to
be used to set rates for Newfoundland Power m 2010. The Board 15 not persuaded by the
evidence of Ms. McShane as to the historical underperformance of the formula, especially given
the evidence of both Ms. Perry and Mr Ludlow that the automatic adjustment formula
established appropriate rates of return on rate base for almost a decade until the extraordinary
financial market conditions which developed late m 2008, (Transcript. Oct. 19, 2009, pgs.
114/21-25; 115/1-23; 116/1-8)

was the impact of the financial crisis that causedXBB to review its ROE formula is

17 also clear from an OEB letter to interveners of August 20, 2009 which stated
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The Board's consultation is prompted by the state of the financial markets. As
indicated in the Board's June 18, 2009 letter, the Board is satisfied that further
examination of its policy regarding the cost of capital is warranted to ensure that, on
a going forward basis, changing economic and financial conditions are
accommodated if required. [1]

It is clear from the impact of the multiple ROE formula rexgeand the statements of the
regulators themselves, that the ROE formulae were generating fair andakke ROEs until the

extraordinary events of 2008-2009.

Q. Ms. MCSHANE CLAIMS THAT THE ROE FORMULAE WERE NOT
WORKING BEFORE THE CRISIS AND SHOULD BE REBASED, DO YOU AGREE ?

A. No. On pages 9-16 she discusses several analyst reportsttbiseche ROE formulae
in use across Canada and points out that “allowed returns in the ndSCanada were
comparable until automatic formula tied to government bond vyields leedi® norm

(Approximately 1997-8) in Canada.” She produces a graph of allowed ROfEs US and

Canada on page 8 that shows this. However, she fails to mentionvbiat $®ards introduced
their ROE formula significantly later than 1998. The Alberta Eypengd Utilities Board, for

example, only had their generic hearing in 2003, where their lR@ditila became effective for
2004. Similarly the OEB only imposed its formula in 1997. Finally Regie has reviewed its
fair ROE from first principles on several ocassions since 199udimg its Gazifere award in
1999. As a result the gap between US and Canadian allowed utilitg B&Enot be atttributed
to the “mechanical’ use of an ROE formula. Instead | judge ltet@lue to more fundamental

financial and economic factors.

| will discuss economic and financial conditions later, but therdobas a sea change in the way
in which Canadian markets operate, mainly driven by the signfisraptovement in the
financial health of Canada in general and the government sectartiougar. The following
graph is for the aggregate government borrowing and lending as atgaeef GDP. These
types of charts are common place now, given the problems in Eugeeldg the PlIGs and the
heightened awareness of sovereign or governement borrowing. Howevehould not forget
that in the recession of the early 1990s we had aggregate slefigtoaching 10% of GDP

ourselves. These persistent deficits made investors ledrgldihg LTC debt for fear that the
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government would monetise the deficit and generate inflation. Itagamst this backdrop that
the Government of Canada made several significant changes thatmmioked Canada’s fiscal

position.

Government Net Lending
(Deficits % GDP)
4.00

2.00

0.00
S

5
-2.00 A

-4.00

-6.00

-8.00

-10.00

In terms of government finances the Federal Government dristaalprogram spending, and
transfers while replacing the Manufacturers Sales TaxtwélGoods and Sevices Tax (GST) at
a 7% level. Canada also reduced personal tax rates to thrée dedelowered their values,
which increased the incentive to work. More importantly it introdueadl return bonds in 1991,
where the holder was hedged against any inflation, since the bonds were indegecbttstimer
price index (CPI). This effectively shifted the inflation burdern from invedtmthe Government
of Canada. Finally, in a joint agreement with the government, th& BaCanada introduced
inflation targetting, so that investors could be very clear about the Bank’suorigrget and that

it would not monetise the government debt.

The following graph indicates the history of the yield on the real return bond soegxiom.



ga A W DN

© 00 N O

10
11
12
13
14
15

16
17
18

REAL BOND YIELD

5.50
5.00 ~
4.50 4
4.00 +
3.50 ~
3.00 ~
2.50 ~
2.00 ~
1.50 A

1.00

11/20/1991

11/20/1992 +
11/20/1993 +
11/20/1994 -
11/20/1995 +
11/20/1996 +
11/20/1997 ~
11/20/1998 ~
11/20/1999 ~
11/20/2000 +
11/20/2001 -
11/20/2002 +
11/20/2003 +
11/20/2004 ~
11/20/2005 +
11/20/2006 +
11/20/2007 ~
11/20/2008 +
11/20/2009 +

It is readily apparent that the yield on the real return bondalast 4.00% until the late 1990’s,
after which it collapsed to the sub 2.0% level. More importantlyrdabyield is a market yield
and indicates that the real cost of financing has dropped precigiiauShnada as government

finances have changed.

Referring back to the deficit to GDP graph we can see thaspt problems of government
deficits in Canada. Like any entity these deficts are dribyetemporary and structural problems.
Whenever a country goes into recession, the automatic stab&iickers, whereby spending
increases through transfers such as welfare and unemploymenermaywhile tax revenues
decrease, so deficits increase. We can clearly see thie iretessions of the early 1980s and
1990s when deficits approached 10% of GDP. Equally clearly is thatpihesite happens as
recovery reduces transfer payments and increases tax revansegydhe deficit to contract, as
it did in the late 1980s. If there is no structural deficit ovelbiligness cycle, the average deficit
should be zero. However, equally clearly we can see that even exsotimmy peaked in the late

1980s we never got close to a fiscal surplus, which is why Canada had so many problems

The policy measures introduced by the Government of Canada got Cawmadé its fiscal
problems and in 1997 we moved from deficit into surplus and began a sénagroken

Government of Canada surpluses, marred only by some minor provincaisdediming out of
10
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the 2001 slowdown. It was this movement towards fiscal responsibility that evemcalinced

investors that Canada would not monetise its deficits and causedyields and the cost of
capital in Canada to fall. For 2009 the aggregate deficit agaieduragative, but most of this
was due either to the automatic stabalisers or to short témmls$ programs. As a result
Canada is expected to return to surplus over the next few yeagsvandhe relatively low debt
to GDP ratio this temporary increase will have no materffdce on the markets. In my
judgement the lower cost of capital in Canada and the lower allotilég ROEs are due to
these basic economic and financial factors rather than reguhetbdoing their job and simply

implementing a mechanical formula.

Further, Ms. McShane’s references to analysts views on thef®@tla are incomplete. She
references a February 23, 2009 McQuarie report issued at the beiditd crisis, where the
market bottom was March 9, 2009, but fails to mention that before CAMIRLZD08 Matt

Aikman of McQuarrie provided the following slide in a presentation:

wee | | CoONclusion

= The ROE formula appears to be working
= But evidence may be masked by:
2 Fund flows away from other yield product
+ Modest increase in allowed equity
< Loosening of regulatory framework
= 5o a reduction in allowed returns could be detrimental

= The whole framework and its effectiveness is contingent
on its stability and reliability

Macquarie Research Equities

Page 10

| was on the same panel as Aikman and as is clear from ithesh& had no obvious problems
with the ROE formulae at that time. Finally it bears pointingtbat Ms. McShane on several
occasions entered testimony in support of a 75% adjustment of thet®ROEanges in the

11
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forecast LTC vyield. For example, in her July 8, 1998 ROE testynior Gazifere on page 3 Ms.
McShane recommends just such a 75% adjustment. Although this wascontbgt of a higher
overall ROE, the fact is it is the same 75% adjustment thersenacross Canada, which she
claims has caused lower allowed ROEs in Canada than the US.rFastlege as 2007 Ms.
McShane entered testimony on behalf of her client, Ontario PGereration, before the OEB

that was again in support of a 75% adjustment of the ROE to forecast LTC changes.

Overall | find no evidence that the ROE adjustment formulae irmcasess Canada were causing
any “problems” in awarding fair allowed ROEs prior to the extlmary events of 2008/9. In

fact quite the opposite nearly everyone seemed to be in favour ahked®OE formula and their

results.
Q. HOW DID BOARDS REACT TO THE EXTRAORDINARY EVENTS OF 2008-9?
A. Each board reacted in a slightly different way. Howeveretiseems to be two basic
reactions:
. Defer the ROE formula for a period of time and award a “bonus” to the formula
ROE to reflect the uncertainty generated by the financial crigswahich the
ROE formula would either be reviewed or reinstated,;
. Make fundamental changes to the formula to try and cope with extraordinary
events.
Q. WHY DO YOU THINK THEY ADOPTED DIFFERENT APPROACHES?
A. It is difficult to impute motives, but there was an evident desireghe part of some

boards to retain their ROE formula, since they clearly beli¢katithey were useful. On the
other hand the two boards that made changes, the OEB and NEB deenset a technically

“superior” formula approach. The OEB, for example, was very specificiglda page 29)

“As such, it is not sufficient for a formulaic approach for determining RO dduce a
numerical result that satisfies the FRS on avetayer time. The Board is of the view
that each time a formulaic approach is used to calculate an allowed ROE gemessite

* FRS means the fair return standard
12
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a result that meets the FRS, as determined by the Board using its ex@andnc
informed judgment.

My reading is that rather than simply suspend the formula, or preveteort term bonus, the
OEB sought the “holy grail” of a formula that could even handleabest financial crisis since
1937. To do this the OEB adopted an ROE formula that varied the allowed ROE with changes i
the utility bond yield, as well as changes in the forecast long Canada bond yield.

In contrast to the OEB decision that was heard after the wbtle financial crisis was passed,
the NEB heard TQM'’s application right in the middle of the waoifsthe crisis. The hearing
started in Montreal on September 23, 2008 when the TSX was at 12,532.63, abrariude
October 22, 2008 when the TSX was at 9,236.88, and the decision was drddéatsh 19,
2009 when the TSX sank to 8,629.1. In total the TSX dropped almost 1/3 oveutke of the
NEB decision, which may have coloured the NEB’s decision to adlomfter tax weighted

average cost of capital approach (ATWACC).

ATWACC had never previously been accepted by a North Americanategulboard, and
shortly after substantially the same testimony was alsalt®athe Regi&,which rejected the
use of ATWACC. However, the NEB did explain that its ATWACCaadvwas equivalent to a
9.7% ROE on a 40% common equity ratio, where both represented a significi@ase. The
Board also noted (RH-1-2008, decision page 26)

Conclusion

The Board concludes that TQM's overall business risk has increased
relative to 1994, as a result of increased market. supply and competitive
risks.

That is, a prime driver in allowing TQM a higher ROE and common equity ratitnareesased

business risk, which means that drawing comparisons for a benchmark utilitycisltdiff

Q HOW DID OTHER REGULATORS DETERMINE THE “BONUS” TO TH E
NORMAL ALLOWED ROE?

® Gaz Metro put the same team of experts forward that TQM used befBo#Id.

13
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A. Not all regulators made the calculation of the bonus clear. However, the Regike s

253 The Regie also accepts the expert’s point of view wherebyaheet risk premium
was probably greater during the financial crisis.

263 Consequently, to take account of the financial crisis, the Fsgablishes an
increase in the market risk premium ranging from 0.50% to 1.0%. adjustment will
be taken into account in establishing Gas Metro’s rate of retur@0fL0 and 2011 rate
years.

The Regie continues to believe that the CAPM is the best model to use foriagtimatfair rate

of return, but that it was under estimating the fair return in 200816.Regie used a beta or
relative risk assessment of 0.50-0.55 so the temporary incredmenratket risk premium added
0.25-0.55% to the CAPM estimdteThe Regie then also increased the estimate by a further
0.25%, but stated

303 In view of the Regie’s opinion that the automatic adjustment faromudler normal
financial circumstances, has produced valid results in the pasie wérmitting a
substantial easing of the regulatory process, the Regie semdfgctive for the 2011
fiscal year, the automatic rate of return adjustment formula.

Overall the Regie found Gaz Metro to be of “above average” risk and allowed anfRGIB%

The AUC adopted a similar approach when they stated (Decision 2009-216, November 12, 2009)

325. Based on the Commission’s findings with respect to CAPM, the Commission found a
reasonable range of CAPM results of 7.13 percent to 8.62 percent. However, given the
Commission’s observations with respect to the impacts of the financial erisis on the traditional
relationships in the financial market, the Commission considers that these CAPM may be
unreasonably low.

326. The Commission’s analysis of the performance of high grade bonds relative to the risk
free rate during the financial crisis, as explained in Section 5.7, reveals that the traditional spread
between the long Canada bond yield and the yield on high grade bonds had increased to well
above the traditional spread of one percent and by the close of the record in the proceeding had
moved back to a spread of approximately 1.5 percent. As a result, the Commission concludes
that the CAPM results likely underestimate the required market equity return by at least 50 basis
points. Accordingly, the Commission has adjusted its CAPM results to arrive at a range of

7.63 percent to 9.12 percent.

® The Regie estimated the “normal” market risk premium at 5.50-5.75%.

14
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In the AUC'’s case it is clear that they added a 0.50% bonus ®Q@fEedue to changes in yield
spreads and in section 310 they quoted a statement | made duringxaossation to indicate
that these spreads were 50 basis points higher than would be nbthisiséage of the business
cycle. In arriving at their reasonable CAPM range of 7.13%-8.629AWC used similar values
to the Regie: a market risk premium range of 5.00-5.75% and areelitk (beta) coefficient of
0.50-0.63. Overall the AUC set a benchmark allowed ROE of 9.0%, whictheasame as that
allowed by the Board of Commissioners of Newfoundland and Labrador, wletenmined
Newfoundland Power to be of average risk.

Q. WHAT ABOUT THE BCUC’S REVIEW?

A. The BCUC's decision is a bit of an outlier. For their diresk ppremium estimate they
stated (DecisiorDec 16, 2009 page 60)

The Commission Panel establishes a CAPM estimate by using the Consensus estimate of 4.30
percent for the risk free rate, establishing an equity market premium in the range of the consensus
estimate of Canadian professors of finance of 5 percent to 6 percent, and using an adjusted beta in
the range of 0.60 to 0.66. This produces a “bare-bones” CAPM estimate in the range of 7.30

percent to 8.30 percent before an allowance for financing flexibility.

To all intents and purposes this is very similar to that of th&€ ARegie, and the Board of
Commissioners of Newfoundland and Labrador except for the very &liggive risk assessment
(beta) placed on TGI of 0.60-0.66. This higher risk ranking reflecteB@¢C’'s assessment of

Terasen Gas Inc’s (TGI) increased business risk when it stated,

The Commission Panel considers that TGI’s business risk has increased since 2005. In the
Commission Panel’s opinion the additional risk suggests an equity ratio for TGl of 40 percent.
Accordingly, the Commission Panel determines that the appropriate equity ratio for TGl is 40

percent effective January 1, 2010.

The BCUC adjusts for changes in risk in both the common equity rati@alkvded return. In
TGI's case this increased risk was a reflection of inangasompetition from electricty,

increased land claims and the possible implications of the BC governmehtsa tax policy.
15
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The result was that unlike other boards the BCUC awarded an dIllB®& for its benchmark
utility of 9.50% and requested that Terasen Gas Inc (TGl)afleamended ROE formula by
December 31, 2010. In this sense the BCUC is in between the¢lgrdatory bodies that added
a bonus to the ROE and believed in the continuing viability of their ROQ®&ula and the OEB
and NEB which changed their basic methodology. However, like the MEEBBCUC'’s decision

was in part predicated on their increased risk assessment for TGI.
Q. WHAT ARE YOUR CONCLUSIONS FROM REVIEWING THESE DECISIONS ?
A. Several:

1) There is an evident desire on the part of the AUC, the Regie and the Board of
Commissioners of Newfoundland and Labrador to maintain their existing ROE
adjustment formula;

2) The BCUC has awarded its benchmark utility a temporary high ROE partlp dse t
increased risk, but requested that TGl complete a study of an alternativeoRQiaf
by December 2010;

3) The OEB has rebased its formula for a five year period and broken with th@ulecisi
of other boards by including utility bond yields in its ROE formula;

4) The NEB in its TQM decision has moved to an ATWACC approach and dispensed
with its ROE formula; a policy unique to the NEB and not followed elsewhere in
North America.

For the first time in many years we have the prospect of atreafly different allowed ROEs
emanating from different regulatory boards in Canada. In essea@®msensus that existed just
two years ago that the ROE adjustment formulae gave faireasdmable ROEs has been broken
as different bodies have reacted differently to the traumagatevof the financial crisis of

2008/9. This points to the need to discuss recent financial events.
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1. FINANCIAL AND ECONOMIC OUTLOOK

Q. WHAT ARE CAPITAL MARKET CONDITIONS AT PRESENT?

A. Basic macroeconomic data since 1987 is provided as background in Scheutule
illustrate the rhythm to the economy as shocks gradually work thritegsystem. This is what
is generally referred to as the business cycle, where the basic ecoaoiable is the rate of real
economic growth. The trend line for economic growth between 2.5-3.0%as@driods with

growth significantly below that are periods of economic slowdoperjods above that are

expansionary and when growth becomes negative we are in a recession.

Looking back over the last twenty plus years indicates toat 1989 until 1993 Canada was
mired in a deep recession in response to a normal cyclical slona®well as restructuring that
accompanied the passage of the Free Trade Agreement (FTA). Walstasee the strong
economy of the late 1980s and again the mid to late 1990s, when reahecgrmwth was over
4.0% as the output gap caused by the recession was soaked up. Wercaeet the mild
slowdown of the early 2000’s as recession in the United Stalesdspver into Canada and our

subsequent recovery to trend line growth.

Into 2008 we had good economic growth and for a time the unemploymentastactually
below the natural or non-accelerating inflation rate of unemployni®AIRU) of 6.0%.

Consumer spending was strong as low interest rates supported tlraspuaf consumer
durables and new housing as starts exceeded 200,000 for the sixtim yeaow. Further
Business investment was strong propelled by an increase in oilsesedsment, which grew
from $5.3 billion in 2003 to a projected $19.7 billion for 2008, eclipsing the 7%cdsted

increase in manufacturing investment of $19.6 billion.

The strong investment position in Canada was partly due to atitamprovement in Canada’s
terms of trade as commodity prices increased. This cregiectaption that Canada was again a
“petro,” or at least a “raw materials,” based economy aswanlity prices reached record highs
in summer 2008. This perception allied to the continuing strength of thentaiccount surplus
running at 1.0% of GDP, lead to a strengthening Canadian dollar andemicipflationary
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pressures. The result was that starting in September 2005 the B&d&nafla increased its

overnight rate from 2.5% to reduce the stimulus being injected into the economy.

As the following graph shows this tighter monetary policy contintteoughout 2006 into
December 2007, when the target overnight rate was cut from 4.5% to 4.25%.
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The reason for the change in monetary policy was the finan@algons stemming from the
sub-prime mortgage crisis in the United States and its spitl@ffects into Canada. The crisis
actually started at the end of 2006 as US house prices peaked réedl tetdall, but it wasn’t
until July 2007 with the failure of two hedge funds managed by BearnSt#aat investors
realised that it was spreading beyond the mortgage marketd ®éth declining house prices,

purchasers were increasingly drawn into mortgages by some or all of the following

. Teaser low interest rates for short periods of time;
. No down payment;
. No verification of income

Many of the second mortgages made in the US were sub-plimee mortgages: no income, no
job and no assets. Amazingly many of these mortgages were agpddkto special investment
18
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vehicles (S1Vs) and financed by issuing mortgaged backed seswitleinvestment grade bond
ratings. With these ratings the securities could then be soldvestors and backstopped by
major banks like Citibank. In this way these sub prime US mortgages sold to institutional
investors around the world and US problems became global problems.

However, the fact that often the mortgage originator did not keepdhgage, but sold it off to
others, primarily hedge funds and asset backed commercial papes,issaant that the normal
checks in the lending process broke down and the quality of these “sudg-pniortgages was
far worse than anticipated. When the crisis really broke in Aug@@7 funds that had issued
commercial paper to invest in mortgage related assets coutdlhover the commercial paper
and investors bolted from anything associated with sub-prime Ugagerdebt. In Canada this
lead to the Montreal Accord as about $32 billion in asset backed cormmpaper was
essentially frozen and turned into long term notes. However, in thbdJ&al damage became
apparent as Citigroup and Merril Lynch wrote off tens of billionslafses and sought
emergency equity infusions from offshore sovereign wealth funds, arieetteral Reserve had
to put together a “rescue package” on March 16, 2008 to get JP Morgay BedwuStearns for
$2 a share, when Bear Stearns was selling for $155 the previous summer.

The result in the US was fear of any sort of credit risk angh to quality as lenders belatedly
increased credit standards. Further home owners were beliebedising credit cards and other
forms of debt to stay in their houses and lenders braced for afakinquencies on home
equity loans and credit card loans as well as on mortgagesspgonse the Federal Reserve
dramatically cut interest rates, bailed out Bear Stearnsreut® repurchase agreements more
widely available in the financial system in an attemptap $the credit crisis from tipping the US

into a full blown recession.

These US problems percolated into Canada directly through lossd8@tand the National

Bank on asset backed commercial paper and indirectly through heidhtesdit standards and
the fear of a US recession. The following graph indicates thecintipa credit squeeze had on
lenders. It graphs the spread between the 91 day Treasury Il ane that on 90 day
commercial paper (CP). This spread represents what the markenhde as a premium for
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investing in low risk paper issued by major corporations versus ssued by the Government

of Canada.
Commercial Paper Spread
CP Yield minus Treasury Bill Yield

500

400

300

200 |

|

100 - -
O L T e & L L et e A e i e
N < (o] (o] o N < (o] [ee] o N < (o] (o] o N < (o] [ee] o N < (o] [ee] o
o] (o] O (o] N~ N~ N~ N~ N~ [ee] [ee] [ee] [ee] [e] [o2] (2] (o] [o2] [o2] o o o o o —
D (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] (o] o o o o o (&

_100v-| — — — — — — — — — — — — — — — — — — N N N N N N
™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™ ™
9 9 9 3 9 3 33 3 9333 3933333333333

What has to be understood is that investors in CP are mainlyirigatkeir money, rather than
investing, so their main concern is security of principal. Consequetttiyany hint of default
the market seizes up. This happens periodically in the CP maskeeeamingly low risk
institutions default and investors panic and refuse to roll over Ckedorof further losses. This
is evident in the very large spreads in the early 1970s when investogs‘spooked” by the
collapse of Penn Central in the US and concerns about whether orwoYdik City would

default. Consequently, the pattern for the commercial paper markgnerally for stability

punctuated by periods of extreme panic.

For example for the last 20 years, the CP market was very wiife spreads at 10-20 basis
points. This changed in July 2007 with the US sub prime problems spillingndeeCanada and
got much worse in September 2008 as US banks failed and contagiba hibrid’s financial
markets. The catalyst was the collapse of Lehman BrothersmirrSber 14, 2008, when the US
Treasury Secretary Henry Paulson refused to provide shorfdedimg in the face of a classic
bank run. Instead Paulson seemed to think that it was good for the nmtarketke Lehman
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“accountable® without fully understanding that through the credit derivativeketarehman’s

collapse would infect banks worldwide.

Paulson’s actions in effect turned a US crisis into a glolsibcAs the French Finance minister
said the decision of the US Treasury Secretary Henry Pauldenh ltehman go bankrupt was
“horrendous, for the equilibrium of the world financial system, Was a genuine error.” Soon
AIG, by market value at one time the world’s biggest insurexs waken over by the US
government, and Merrill lynch sold itself to Bank of America. Hogvethe fact that Lehman
was allowed to fail had a domino effect on other banks. As the FremahckE Minister went on
to say "When we let one go, the risk is that others at that mtodmn't know who their
counterparty is anymore and find themselves exposed. Once we |ebomeo fall, the rest

risk collapsing.®

Very quickly the Lehman virus went airborne causing investors to vaihdioney from banks:
precipitating their collapse around the world. Although the US governmeckly realised the
mistake it had made, it could not be corrected quickly enough. Theré#Sury introduced the
Troubled Asset Relief Program (TARP) but it initially faileo get through Congress causing the
failure of first Washington Mutual and then Wachovia, as both facedicldank runs. Around
the world institutional investors sold off short term money marketsinvents in banks and
when US money market funds “broke the buck” and dropped below $1 due to lossdsran
Brothers’ debt, the only safe refuge was US treasury Biligre for a time yields went negative.
In short order the financial markets were frozen as liquidityddnig and securities could not be

sold at any reasonable pzic

The following graph shows the spreads between Canadian CP and Baokepsances (BAs)
and Treasury Bills since the crisis broke in July 2007

" The view was that there was a moral hazard problem irb#tmts took on more risk since they felt the
Fed or US Treasury would bail them out. This was the famoeerSpan Put. Paulson seemed to think
that by letting Lehman fail the Greenspan Put would disappear and bankers wodcelresponsible.
8 International Herald Tribune, October 10, 2008
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BAs are short term paper issued by the Canadian banks simil@overnment of Canada
Treasury Bills and quite astonishingly after the collapse bfan Brothers their spread over T
Bills rocketed to peak at almost 300 basis points or 3.0%. By tth@lerof October 2008 banks
were reluctant to lend to other banks, let alone corporate borrowensteAsank lending dried
up stock markets collapsed, since the real economy can not functlan fihancial system is

broken.

The following table shows the stock market losses as of Octob&0R8, at the peak of the
credit crisis’ From a US perspective year to date the best performing stadienhwas Japan’s
which was only down 35%, the worst among the majors was Hong Kd&p@tnot counting
Russia’s, which was off 75% before they closed the market. Gladdadiyt $14 trillion in wealth

had disappeared in a few weéeRs.

° These are from a US perspective and reflect the appoeciftthe US$ as US hedge funds repatriated
cash to meet possible margin calls.

9 Taken from L. Booth, “Sub-prime, market meltdown and learning from the padttie Financial

Crisis and RescydJ of T Press, November, 2008.
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Table 1: MARKET LOSSES (YEAR-TO-DATE)

Index or Exchange (US Dollars) Last Trade 1 Day 2006

Date Change 1 Day % 1 Month % 6 Month % ¥YTD % | $bValue
United States Composite 213.40

10/24/2008 -7.52 -3.40% -27.53% -37.17% -40.46% 18,039
Japan Composite 82.39

10/24/2008 -2.74 -3.21% -22.00% -32.07% -35.54% 4,422
United Kingdom Composite 149.79

10/24/2008 -11.63 -7.21% -35.44% -48.66% -52.51% 3,441
Canada Composite 278.25

10/24/2008 -4.74 -1.67% -40.46% -48.15% -49.61% 1,636
Germany Composite 218.89

10/24/2008 -14.62 -6.26% -39.40% -51.88% -56.28% 1,426
Hong Kong Composite 186.44

10/24/2008 -10.10 -5.14% -31.80% -51.39% -57.97% 1,361
Spain Composite 388.93

10/24/2008 -26.01 -6.27% -34.22% -50.24% -51.93% 1,146
Switzerland Composite 374.65

10/24/2008 -10.44 -2.71% -22.21% -32.06% -34.35% 1,111

The combination of heightened credit standards and enormous destructiealthf ad to the
second stage of the crisis as the impact of the credit crunept smto the real economy:
consumers and businesses both took preventive measures to survive theycsdsiing
spending and building up reserves. The result was the Keynesieddgaof thrift:” that as
individuals save, demand drops, firms cut production, workers get laid othasd with jobs
save even more, which inevitably precipitates a severe rene$si2009 real growth in Canada
dropped to -2.64% similar to the worst of the recession of the #38i§s, but not as bad as in
1981.

However, of importance is that the enormous measures taken bal dentks to stabilise the
financial system worked. The BA spread, for example, peaketimatstt300 basis points in
October 2008, but is now back to normal levels as confidence in thiétytaf the Canadian
banking system was restored. Canadian banks can now access fundpapeahenarket on
normal terms and as their funding costs have come down, they caompéssse savings to
consumers and business. The result has been lower consumer and nrategagad a pick up
in real estate activity as sales and housing starts have lootrered. Similarly the equivalent
“Ted” spread’ in the United States has fallen from almost 500 basis pointstivb€r to more

" This is the three month Libor rate minus the US Treasury yield
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reasonable levels and triggered significant mortgage refinancwit). lBeasures indicate that

stability and confidence in the banking sector has been restored.

Of more importance is that the Commercial paper spread kstbawrmal, which means that
large stable Canadian companies can access short term financsigitam terms to those
prevailing before the crisis. However, since T Bill yields hthamselves dropped significantly
from 4.57% to just over 0.25%, actual CP funding costs have similambpdd. This collapse in
short term interest costs has rippled through into bank lending costg @aeadian prime has
dropped from 6.25% to 2.25%. As a result all prime and BA based bank lesdiiy,as

revolving loan facilities and term loans, have seen a significant drop in their cost

The improvement in the financial sector has impacted the real egofitw following chart is

of the monthly % change in the Leading Indicators in both the US and Canada.

Leading Indicators
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We can clearly see the deterioration starting in the midd@007 accelerating into the severe
declines in 2008 into 2009. However, we can also see the dramaticrsestarting in April
2009 and the continuing strength into 2010 as the monthly changes plateau ablewelthe

recorded in the recovery after the slowdown in the early 2000’s.
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Q. WHAT IS YOUR OUTLOOK FOR INFLATION AND THE ECONOMY?

A. The Canadian economy has experienced low and stable inflatiamfost twenty years

as the following graph shows.

CPI Inflation
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There was an enormous run up in inflation from the early 1950's thtouthpeak in the early
1980s after which inflation plateaued at the 4.0% level before thetefiéthe recession in the
early 1990s caused it to drop to its cyclical low in 1994/5. Sincetim@ changes in the
consumer price index have fluctuated around the middle of the Governibre dBank of

Canada’s 1-3% range.

This change in inflation has affected the level of nominal inteetet as the following graph
shows. Prior to 1981 inflation was increasing steadily until the 198te&smn which brought
inflation under control. Similarly, in the late 1980's there was a gramltr@ase in inflation that
peaked about 1991 as the Bank of Canada engineered a slowdown to brindheowate tof
inflation. Although the absolute rate of inflation differed during ¢hesriods the same pattern of
increasing inflation is evident and in both cases interestrrateases slowed down the economy

and with it the rate of inflation. We can also see the effeictee Bank of Canada’s tightening
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through the end of 2007 as the 91 day Treasury Bill yield inaldasalmost match that on the

long Canada bond indicating a slowdown.

Interest Rates and Inflation
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The Bank of Canada’s policy stance moderated in December 2007 @sgiteovernight rate
was cut, but throughout 2008 there were fears of incipient inflatiosedaby high commodity
prices. The start of the recession in 2008Q4 caused a quick revetBakeffears as concerns
switched from inflation to deflation and investors fretted about at@epression Il caused by
the US financial crisis. Schedule 2 shows that on May 5, 2010 th€kmagda real bond yielded
1.47% or 2.46% below the equivalent nominal bond yield of 3.93%. The real bond gaarant
the investor protection from inflation, whereas the nominal bond has ibtoltthe yield
compensation for both the expected rate of inflation and a real ¥iel@ result, the spread
between the nominal and real bond yields, which is called the breakrdlaion rate (BEIR),
is often taken as a measure of the market’'s inflationary eatpmts. The following graph
indicates the BEIR since 1991.
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We can clearly see the collapse in inflationary expectatiotisei late 1990’s and that since then
the BEIR has been slightly above the middle of the Bank of Canadaratiogerange for
inflation of 2.0%. Further we can see the traumatic eventseofall of 2008 when the BEIR
dropped from its “normal” level of 2.50% to 1.26% in November 2008. During thisdpthe
fears of a deep recession and deflation were so strong thBEIRe essentially halved in the
space of a few months. Since these deflationary fears have sultb&d®d8IR has moved back to

its normal level.

In its Monetary Policy Report (April 2010) the Bank of Canada pteditat the Canadian
economy will be back to full capacity in 2011Q2 as a result of map& economic growth of
3.7% in 2010 as the economy moves through a “V” shaped recovery. This taequi@gnosis
has been confirmed by the 2010Q1 GDP growth of 6.1% following the 4.§Ktered in
2009Q4. The Bank also expects that the year over year inflatiowitlateove closer to its 2.0%
target rate by 2011. The following is the Bank of Canada’s base grojection for 2011 and
2012.
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Summary of the base-case projection for Canada®

2000 2040 2011 2012
o4 | of | o2 [ o3 | o4 | od |02 |03 | o4 | of | 02| 0% o4
Real GDP 50 g |38 | a5 |25 | 32|28 |10 10

(quAarter-over-quarter 10 [ 10 | 10| 10

percentage change) | B3 | 35 | @3 | 4.0 | 8 | 28 (233 | 28| 22

Real GDP 42 | 20 | 30 | 45 | 42 |38 |33 | 298| 25

E&ﬁgl?xt:;ysﬁ;ngea FLE (0| 29 (88 | 39 | &0 | 20|84 80

21 |19 | 19 ] 19

Core inflation 16 |20 |10 |12 | 18 |17 [ 17 [ 19| 20

year aver-year o Ml I S (Rt B B Il I
percentage change) | 18 | (18 | (1.0 | (0 [ (4.8 ({18 | 19 | 20| 20

Total CPR
iy B3R GVer-year oA 1.7 1.7 24 | 24 |24 (23|19 | 20 20 ) 20| 20| 20
percentage change)

Total CPI excluding

the effectofthe HST | Q8 [ 1.7 | A7 | 20 21 | 2a0 | 20 | 20| 20 ag | 20 | 20| 20
(Y EaF OVEr-year L I BT IO IV I O O e e - - - N
percantage change)

WTI 7o mo| 28 | 28 B | 23| Q0 | Q0| a0 . " . .

The Bank of Canada was criticised in the Spring of 2009 for beindyowgtimistic as was |
before the Alberta Utilities Commission in June 2009. However, the fact isdhat& has gone
through a relatively “mild” recession, as compared to the 1981sieceand what has happened
elsewhere, and is recovering rapidly. As a result inflation ieidlound quite quickly moderated

mainly by the strength of the Canadian dollar.
Q. WHAT IS YOUR INTEREST RATE FORECAST?

A. Schedule 2 provides data on the full range of interest ratess abm$road maturity
spectrum as of May 5, 2010. What is evident is that interestfatésng maturity instruments
are much higher than for short dated bonds. This is referred tmasral’ or positively sloped
yield curve. If we look at the graph on page 24 it is clear thatt $erm Treasury bill yields
have continued their long decline from their peaks in 1981 as inflation has recedddnghiun
decline has been punctuated by periods when Treasury bill yieldsritagased to support the
dollar (1996) or fight a too vigorous economy (late 1980’s, late 1990’s add2@d0’s). In

contrast, long-term rates have continued their gradual year ovedegaare without these peaks
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as inflation has gradually receded as a problem and the Bank ofla&Caraedibility has

increased.

Faced with very strong 2010Q1 growth of 6.1% the Bank of Canada indithasever night rate
to 0.50% on June 1, 2010, despite the Euro problems in the PIGS that havepesbotarkets
since the end of April? Despite the huge bailout announced on May 10, 2010, there is still the
possibility that these sovereign debt problems could cascade causiBank to defer future

increases that may expected through the end of the year.

In contrast to the Treasury Bill yield, the yields on long t€amada (LTC) bonds are not as
affected by current monetary policy. The graph on the next pagesshatithe LTC yield stayed
at about 4.5% from 2005 until December 2007 when the Bank of Canadd stacig interest
rates after which it stayed at around 4.0% until November 2008 whieopped by 0.50%, as
the market began to understand the severity of the recession amghlitstion for inflation.
However, as these fears receded the LTC yield recoverbe ®.Q% level it was at prior to the

financial crisis.

LTC Bond Yields since January 2003

5.5 A

4.5 A

3.5+

12p|GS: Portugal, Ireland (ltaly), Greece and Spain.
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As inflation returns to the Bank of Canada’s 2.0% target lev@DiLl1 and the economy returns
to normal growth | see the yield on the long Canada bond returnihg #®©50% level of 2007.
Consequently | base my ROE recommendations on a 4.50% LTC bond yields Tonsistent
with the recent behaviour of the LTC yield and the current Royak B&Canada’s forecast that
sees the LTC yield increasing to 4.50% by 2011Q1 and finishing the year at 4.60%.

Q. HOW DOES THE STATE OF THE ECONOMY AFFECT PROFITS AND THE
CAPITAL MARKET?

A. Schedule 1 provides the Return on Equity (ROE) for “Corporate Canada'wdmle

from the aggregate data maintained by Statistics Car@darterly Financial Statistics for

Enterprise$. In the following graph | graph this average annual ROE agthiesiverage spread

between the yield on BBB debt and LTC bonds using data from ScotialCdpe BBB bond is

the lowest investment grade bond rating and the yield spread bettne®&BB and the LTC

bond reflects the credit risk involved in investing in the BBB bond, disawéts relative lack of

liquidity.
Corporate ROE and BBB Spread
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The graph shows the clear impact of the business cycle on derpocdits as indicated by the
ROE and the spread between the yield on BBB rated bonds andgkheee LTC bond. For
example, in 1980 the average ROE was 15.05% and the BBB spread was very lowvatr 68

basis points. “Corporate Canada’s ROE” then declined during the 198i@t and investor
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fears over the recovery of their bond investments caused the BBBdsfw widen. The ROE

then hovered around the 10% level during the growth oriented 1980's stdbla yield spread.

As ROEs fell from 1989 onwards and the economy went into recessu@staors again grew

concerned about credit risk and the yield spread increased draiyatoc almost 350 basis

points in 1993. The profit recovery during the mid 1990s then causecetiesgread to contract

only to widen in the early 2000s as ROEs weakened. Finally we eathesdnigh ROEs of the

last few years reflected in low credit spreads until theene recession, when the drop in
profitability caused the BBB spread to widen again.

The graph indicates the way in which the business cycle affeots. fDuring expansions,
profitability and the aggregate ROE increase and credit risk dftys.causes investors to buy
corporate bonds on narrower spreads over similar Canada bonds. Duasgjors the reverse
happens: as profitability drops credit risk increases and inveslbrsosporate bonds causing
wider spreads as investors flee credit risky bonds and buyrgoeat bonds. This “flight to

quality” is a regular part of the business cycle.

The following graph provides the spread information in more detthl A&\, A as well as BBB
spreads.

Default Spreads Since Dec 1979
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The cyclical behaviour of spreads is again clearly visible. ThB BBparticular widened and
reached very large spreads of 450 basis points in the recessiba eérly 1990s. Similarly
during the recession/slowdowns in the early 2000s the BBB spread r@ga&hed very high
levels of 300 basis points, although the fact that the slowdown was setiagss meant that it
did not reach the highs of the early 1990s. Since then we can cbearlthe impact of the
financial crisis of 2008/9 as the BBB spread again reached thts lef/the 1990’s recession.
However, once the crisis passed spreads have retreated as threpréious recoveries as the

economy worked its way out of recession.

However, two factors are important. Sometimes the spread isteaffdy financial factors
independent of economic activity. We can see this in the spikeaadgpin 1998 as the “Asian
crisis” that began in 1997 introduced a flight to quality independerteotate of the North
American economies. Second is that what was unique about the 2008/9 findsigavas the
dramatic increase in spreads experienced by A and AA rategacoes. During previous crises
Canadian A spreads rarely went much above 160 basis points, whetaga<iisis they reached

370 basis points before their recent precipitous decline.
Q. HOW DID THESE RECENT SPREADS AFFECT UTILITY ROE DECISIONS?

A. It is quite clear that the increased spreads for A rateditsrhad a major impact in
increasing the allowed ROEs for 2009, since most Canadian’sestititie rated A Both the
AUC and OEB specifically referenced corporate credit sprealse it was a factor in most
hearings. The belief was that there was something wrongthetiROE adjustment formulae
since in the period November 2008-March 2009 LTC yields fell to just aB®@8, and as a
result allowed ROEs fell, while A spreads increased to 370bps, well above their rexession
level highs. As a result utility allowed ROEs were fallaigthe same time as their borrowing
costs over LTC bonds were increasing, which seemed to indicaldems with the ROE

formulae.

13 5&P will not rate an operating subsidiary higher than its parent tinissing fenced, which is usually
not the case for Canadian utilities. Large companies are also rate@ligtdyesimply because size
generally affects market access and alternative sources of fundsegslt the BBB Canadian utilities
are really A credits.
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Q. DOESN'T THE INCREASE IN SPREADS MEAN INCREASES IN EQUITY
COSTS?

A. Not necessarilyThere are many factors that affect corporate yield sp@adsesult it is
very difficult to determine how much the expected return on a bond changes due to asgdhcrea
risk premium embedded in the yield. In particular we know that liquidiiyuently disappears
in the corporate bond market and this causes prices to drop and yielsisreads to increase.
For example, a Wall Street Jourl{ahrticle reported on the lack of liquidity in the US bond
market during the financial crisis as the bond desks of the m&dvduks reduced proprietary
trading and would only execute trades on an agency basis. This fostigtional buyers into
the new issue market since it was difficult to buy bonds in eécerglary market. This liquidity
only returned as the banks themselves returned to financial héelthhee US government’s
stress tests made it clear that the major banks were not going to fail.

In 1999 economists in the financial markets department of the BaGlamdd® examined he
behaviour of spreads and concluded “this suggests that most of the shofiutuation in
corporate credit spreads are mainly associated with changegestar’'s preferences for highly
liquid securities.” This conclusion was re-examined in 2009 aftefineacial crisis subsided
and a different group of Bank of Canada economists conclititteat “the majority of the spread
corresponds to liquidity; on average the liquidity component accounts for 63% of thd’ smeéa
that liquidity was more important for investment grade bonds, whelefasilt risk was more
important for non-investment grade borids.

The conclusions of the Bank of Canada mirror my own statemefasebthe Alberta Utilities
Commission and other regulatory bodies last year. This washthdéiond markets were partly

being driven by liquidity factors independent of factors driving the pauirket, since liquidity

14 WSJ, 5 February 2009, “Bond funds grapple with new reality---dearth of supply foecesger’s
hands.”

> M. Miville et al “The corporate bond market in Canada.” Bank of Canade®ReAutumn 1999.
8 A. Garcia and J. Yang, “understanding corporate bond spreads using creditsyedps,” Bank of

Canada Revieviutumn 2009.

" This research has been prompted by the well known “puzzle” that default pit@saiiplied by
credit spreads are much greater than the historic record.
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tends to increase in the equity market during periods of ¢figis.a result the normal cyclical
behaviour of credit spreads may be only loosely related to cham@jes equity risk premium.

However, it is reasonable to assume that the yield spread daeteiacrisk premium, however
small and that this may be related to the risk premium oniesjuior this reason, | will discuss

the impact of spreads after discussing the equity market rigkigpre and whether it changes

o O~ W N B

over time.

\]

However, what has to be emphasised is that current A spread®arunder 160 bps, while
8 utility spreads at 130 bps are below corporate A spreads and badiete they were at this
9 stage in the last slowdown and recovery in 2002. We can also séewhigocus on the actual

10 yields instead of the spreads, which are in the following graph.

Yields since January 2008

2/1/2008
3/1/2008 +
4/1/2008 1
5/1/2008 +
6/1/2008 -
7/1/2008 A
8/1/2008 1
9/1/2008 +
10/1/2008 -
11/1/2008 -
12/1/2008 -
1/1/2009 A
2/1/2009 A
3/1/2009 +
4/1/2009 +
5/1/2009 +
6/1/2009 +
7/1/2009 A
8/1/2009 +
9/1/2009 +
10/1/2009 -
11/1/2009 -
12/1/2009 -
1/1/2010 A
2/1/2010 4
3/1/2010 +
4/1/2010 +
5/1/2010 +

‘—BBB —A——M Canada

11

12 We can clearly see the “bump up” in the AA, A and BBB yieldsept&mber 2008 as Lehman
13 Brothers failed and liquidity dried up in the bond market. At the same the LTC yield

'® Note that liquidity in the equity market usually increases during cristaeeesis more disagreement
among investors.
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dropped causing spreads to widen. However, we can also see that RP08nd C yields were
getting back to “normal” and spreads narrowed as AA, A and B&®I yields all fell. In my
judgment this indicates that the bond markets are now largely back to nornmaiupigee we are
in the business cycle.

Of importance is that several ROE adjustment formulae werewed (or implemented by the
AEUB) and found to give fair and reasonable allowed ROEs at dasigtage during the last
business cycle. As a result, there is nothing unusual about cumantifil market conditions
that would invalidate the fairness of ROEs generated by convenfanailae'® For reference
purposes the “old” NEB formula ROE with my 4.5% LTC yield foreTdst

ROE = 12.25% +0.75 *(LTC yield -9.25%) = 8.68%
The AEUB (now AUC) ROE formula with my 4.5% LTC yield forecast is

ROE = 9.60% + 0.75*( LTC yield — 5.68%) = 8.72%
The “old” OEB ROE formula with my 4.5% LTC yield forecast is

ROE =9.35 +0.75* (LTC yield -5.50) = 8.60%

For Gazifere the ROE would be marginally higher, since Ms.hdno8 notes it was allowed a
10% ROE in Decision D-99-09 at a forecast 5.70% LTC yield or a 4.30% utiktpresnium. A

75% adjustment to my forecast 4.5% would mean a reduction of 0.75*(5.70%-4.50%) or 90 basis
points to 9.10%. This implies an increase in Gazifere’s utilgly premium from 4.30% in 1999

to 4.60% today.

However, it is clear that with current LTC forecast yieldd atility borrowing costs, the ROE
adjustment formulae imply a fair ROE of 8.60-8.72% for a benchmaity wtith a 0.38-0.50%

higher ROE for Gazifere. Moreover, these formulae were found tergienfair and reasonable

9 Utility spreads are generally lower than regular corporate spfeatie same rating classification
during poor economic times, that is, the rating agencies are conseindhied rating of utility debt.
%% Ms. McShane uses a 4.46% forecast LTC yield which is essentiallyntieeasamy forecast, see
Footnote 1to her testimony
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ROEs in capital market conditions not too dissimilar to those milyrexisting. What is more

utility assets that were subject to these formula ROEs hav&stently been resold at market
prices significantly above their book values indicating that thbkseed ROES were excessive
and above a fair and reasonable ROE. My own estimate of anfhireasonable ROE for a

benchmark follows.
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[l FAIR ROE ESTIMATE FOR A BENCHMARK UTILITY

Q. WHAT IS THE MOST COMMON WAY OF ESTIMATING A FAIR RETURN?

A. In finance there are three iron laws: the time value of money; the risk vatuenefy and
the tax value of money. A fair rate of return has to satisfy these three ir®sdativat the
investor is compensated for delay in using their money (time value), beakramnd investing in
tax disadvantaged securities. These three principles are all wellextespt understanding the
three iron laws is critical for understanding how financial markets behasevhyrisk

positioning models are the most well accepted method for determining fair rates of return.

Of the risk positioning models the most popular is the capital asset pricing 1GadrR{,

which algebraically states:
K=R: +MRP* S

Where the investor’s required or fair rate of retufi is equal to the risk free rat&) plus a
risk premium, which is the market risk premium (MRP) timesstwurity’s beta coefficienpy.
Why the CAPM is so widely used is because it is intuitiwegrect: the time value of money is
captured in the long Canada bond vyield as the risk free rate, Wwhilesk value of money is
captured in the market risk premium, which anchors an individualsfirisk. As long as the

market risk premium is approximately correct the estimate will be irghe“ball-park.”?*

Currently the CAPM i®verwhelminglythe most important model used for estimating the cost of

equity capital or fair rate of return to the equity holders. Tdiwing table comes from a
survey of 392 US Chief Financial Officers (CFOs) by Grahaah ldarvey in the Journal of

Financial Economic8001:

% The tax value of money is important since interest is fully taxed wheligidend income for stocks is
not. As a result the risk premium estimated using the LTC bonduymeler-estimatethe true risk
premium. For many years | used preferred stock yields as the rasigdlo premium model, since the
tax treatment of preferred shares is the same as for common shares.
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Cost of equity
capital method

CAPM |L

Arithmetic average historical return |
Multibeta CAPM

Dividend discount model |L

Investor expectations

Regulatory decisions [&

0% 10% 20% 30% 40% 50% 60% 70% 80%

Percent of CFOs who always or almost always use a given
method

70% of US CFOs use the CAPM and about a further 30% use simglenetrt historical
returns, which | will discuss shortly, and “multi-beta” modefsikir to one that | often use. Of
more importance is that the CAPM is the overwhelming choiceaof@ian utility regulators for
setting the allowed ROE. For example, the NEB in its TQM decision stated {188, Page 6)

Cost af Equity Methods

The Board 1s of the view that CAPM 1s widely accepted as a cost of equuty
model. This model has been relied upon by the Board in previous
proceedings and was not contested 1n this proceeding as a method to
estimate the cost of equuty. In the Board's view, CAPM captures the risk
equity holders have to bear when holding a common stock.

Further the Regie last year in its Gaz Metro Decisionti(se@?89) specifically stated that it
regarded the CAPM as being the most appropriate model for detegna reasonable rate of
return. It also presented the following table to show how it arrivéd &ir ROE for Gaz Metro
(Section 2956):
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Parameters ofrange | range
Risk-free rate | 423% | 4.50%
Market risk premium before financial crisis 5.50% 3.75%
Benchmark gross beta (not adjusted) 0.50 (.55

Adjustment for Gaz Métro’s risks 0.25% 0.35%
Issuance costs 0.30% 0.40%
Sub-total n” 1: Result produced by CAPM 1.53% 8.41%
Adjustment to take account of results of other models 0.25% 0.50%

Sub-total n° 2: Rate of return before adjustment to take

0 0
account of effect of financial crisis 1.78% 8.91%

Adjustment to account for the effect of the financial crisis 0.25% 0.55%

Total: Rate of return after adjustment to account for the

L1 )
effect of the financial crisis 8.03% 9.46%

If we look at the bottom of the range we can clearly see hoW &M result was obtained: a
4.23% LTC forecast yield plus a utility risk premium of 5.5% * 0.50 or I27%to get 6.98% to
which a 0.30% flotation cost allowance was added to get 7.28%. The Regiincreased this
by 0.75% for

1) Gaz Metro’s higher risk: 0.25%
2) The result of other models: 0.25%
3) The financial crisis: 0.25%

A similar approach was used to get the high end estimate of 9.46%.

In my judgment the critical part of the CAPM estimatehis tnarket risk premium since this
anchors the whole process, as there is little dispute as to tlee tmk nature of Canadian
utilities. In Appendix B | provide my own estimates of the neamisk premium in both Canada
and the US.
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Since 1922 the experienced excess return of equities over LTC bonloiseinad.96% while the

excess return of US equities over long US Treasuries has been. @.03%.0-6.0% range has

been reinforced by Professor Pablo Fernarfdezho surveyed finance professors around the

world as to their estimates of the market risk premium. A lesylt for 2008 is his Table 2

reproduced below.

Table 2. Market Risk Premium used in 2008 by 884 finance professors

USA| Euro| UK|Canada|Australia | Other| Sum |

Average 6.3% 53%  5.5% 2.4% 2.9%  1.9%
St. dev. 22% 15% 1.9% 1.3% 14%  359%
VAX 190% 100% 100% 8.0% 70% 270%
MRP used in | Q3 72% 60% 70% 6.0% 7.0%  10.0%
2008 Median 6.0% 50% 50% 5.1% 60% 70%
1 0%  41%  40% 5.0% 60% 55%
mir 08% 10% 30% 2 0% 0%  20%

MNumber 487 224 a4 29 23 67 884

This table confirms the results in my Appendix B: the US miarisk premium has averaged

about 1.0% more than in Canada. Interestingly the median or middla gng US thinks the
market risk premium is 6.0%, in Europe 5.0% and in Canada 5.1%. The follgvaph gives

the distribution of the MRP estimates for 2008 for all 29 Canadian respondents.

A% 1 MRF 2008 Canada £
% il
6% Tl
5:!"'3 ."H"u"“.i'iﬁ"i"ii"ﬁlﬂl
il
4%
3% 5
2% = T T T T T

i
K

22 Market risk premium used in 2008 by professors: a survey with 1,400 answers 20qgil
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As is clear most finance faculty in Canada thought the madtepremium was either 5.0% or
6.0% in 2008. There are a few down at 2% or 3% and even two people8ij¥atHowever
what is absolutely clear is that the typical market risk pramestimate was 5.0-6.0%, which
implies an overall market expected return of 9.50-10.50% based on my 4.50%adnd yield
forecast, or a real return of about 7.50-8.50% given a 2.0% inflation sor&wth of these are
marginally generous compared to the historical record in my Appdéhdihere the real rate of

return on equities has been about 6.50%.

Professor Fernandez followed up this survey with another one in 2010 ¢ésgo of finance,

financial analysts and companies, where he specifically deke¢kde market risk premium used
in estimating the required or fair rate of return on eqitiyor the financial analysts, whose
profession is valuing companies and recommending stock purchaseandez reported the
following result from 601 analysts:

Table 2. Market Risk Premium used in 2010 by 601 analysts
USA &

Euro LK Other | Sum
Canada
Bverage 51 5.0 5.2 6.3
St dev. 1.1 1.3 14 2.2
Max 10.0 1148 10.0 25.0
: o3 5.5 55 57 7.0
MRP used in 2070 Medan 50 =5 it 3
o 45 40 40 B0
min 25 a0 a5 0.7
Nurnber 104 187 3 269 |

The average for the US and Canada (he pooled the result$pmeasnarket risk premium of
5.1% with the median slightly less at 5.0%. Similarly the result from 901 compeases

Table 6. Market Risk Premium used in 2010 by companies

USA Eura LK Other Sum
Average 53 57 5.6 5
Median 5.0 55 55 [
. St. dev. 1.8 1.5 18| 32
MRP used n 2010 1o T2 121 100] 225
min 19 30 1.3 30
Nurriber 205 541 3 123 anm

3 Market risk premium used in 2010 by Analysts and Companies: a survey with A4@&si’ Pablo
Fernandez, IESE Business School, May 17, 2010.
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In this case the average was slightly higher for the resgomseUS and Canadian companies at

5.3%, but the median was the same at 5.0%.

In his overall table where he reported the results from pafesd finance, financial analysts

and companies the results were as follows:

Table 12. Market Risk Premium used in 2010 and in 2009 by Professors, Analysts and

Companies
2010 2009
UsA | Euro | UK | Other Ush | Furo | UK | Other
Professore Average 6.0 5.3 5.0 1.8 b4 54 49 B9
Bnalyets Average a1 5.0 5.2 6.3 55 2.1 53 6.3
Companiez  Average 5.3 5.7 56 15 9.9 a8 5% 73
Professors St dev. 1.7 1.7 16 4.2 24 19 15 18
Analysts St. dev. 1.1 1.3 1.4 2.2 1.3 12 12 20
Companies St dev. 1.8 15 18 32 18 16 D& 23
Professors Median 6.0 50 50 10 b.0 50 50 71
Anaiyzts Median 5.0 50 45 5.9 2l 50 50 B0
Comganies  Median 5.0 5.5 5.5 1.0 2.5 55 58 TD
Professort Respondents | 462 194 48 145 444 194 45  14]
Analyets Respondents | 104 197 31 269 a9 185 29 197
Comganies Respondents 205 hd43 30 123 189 h21 28 109
The table has several important results.
1. The “professors” tend to have higher estimates of the market risk premium, than
those used by either financial analysts or companies.
2. The results from the US are again higher than for elsewhere, confirming tha

basing estimates on the historic data from the US generally resulthar hig
estimates of the market risk premium.

3. While the median estimates are very similar between 2009 and 2010, the average
comes down slightly, indicating that there were a few professors, anaigsts a
companies using very high estimates in 2009. For the US, for example, the
estimate drops 0.4% for the professors and analysts sampled and 0.2% for the
companies®*

* There is slight evidence from the averages for the professotbéndS MRP increased by 0.1% in
2009 and then dropped by 0.4% in 2010.
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4. The typical market risk premium estimate is in a range of 5.0-6.0% whether we
use averages or medians and we have to go outside the developed work to get
higher estimates.

These types of estimates are also common to Canadian industgsiogls. A report by TD

Economics (January 2006) "rates of return for the long hauthattd long run rates of return at
cash (T. Bills) 4.40%, long bonds 5.60% and common equities 7.30-7.80%. The 7.36f6 low
end to the range came from looking at long run earnings and dividewthgroCanada and the
top end from the US. This TD report confirms the observation thatdi@amask premiums are
lower than in the US. It would also confirm the 9.50-10.50% expected retutimeomarket,

since the TD returns are more likely to be long run compound retather than short run

arithmetic returng®

A second estimate is a report by Rajiv Silgardo, the chiektment officer of Barclays Global
Investors Canada Ltd, who in a summary published in_the CanadiannientsReview

(Summer 2003) reported the following equity market risk premiums:

Canada uS UK Japan Aus Europe
3.75% 450 575 250 450 5.00

Mr. Silgado estimated the equity risk premiums by using a neadijrowth model, but the

critical points again are a lower equity market risk premium in Canada thaisthe

Arnott and Ryarf® two finance "professionals,” that is, non-academics, estimatedahgrowth
rate in US dividends at 1.0% from 1926-1999. This is well below thegrealth rate in US
GDP, implying that US aggregate dividends grow at a slowertihan the corresponding values
for Canada. They also produced the following table for internatigmaith rates from 1969-
1999:

Arnot and Ryan DPS and EPS Growth Rates

% As | explain in Appendix B, compound returns tend to be about 2.0% less than arithtugtis re
*R. Arnott and R. Ryan, “The Death of the Risk Premiutoyirnal of Portfolio Manageme(§pring
2000).
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us Canada UK Japan

Real GDP 2.3% 2.9% 2.1% 1.6%
Real EPS 1.4% -2.2% 1.3% -3.4%
Real DPS 1.3% -0.9% 2.2% -1.6%
Average 1.3% -1.5% 1.7% -2.5%

This data shows more pessimistic growth rates than there@dmeadian data alone, since the
time horizon is shorter. It is possible to make dividends growerféilsan earnings by companies
increasing their dividend payout, which is what happened in theHdivever, across all these
major economies, the Arnott and Ryan data indicates that corgoddits and dividends have

not kept up with the average GDP growth rate.

Finally in a recent Investment Strategy report (October 22, 200&),as the market was

crashing the Royal Bank of Canada stated

“The US equity market is now priced to deliver total annuaized returns of about
7.4% per annum over the next ten years.”

RBC went on to track ten year future returns based on the graitinoe to normalised earnings
ratio (PE).

Price-Normalized Expected Price 95% Confidence Interval

Earnings Return Low High

5 8.1 . 18.5
10 4.0 . 14.5
15 1.6 . 12.1
20 (0.1) 10.4
25 (1.4) 9.1
30 (2.4) 8.0
35 (3.3) 7.1
40 (4.1) 6.3
45 (4.8) 58
50 (5.4) 5.0
55 (6.0) 4.5

What the chart indicates is that investing at a time when Ehea®o is low gives higher future
returns, and the highest ten year average price return fddShmarket is 8.1%. This would
marginally under state the total return since it excludes dididigcome and is again more likely

to be a compound return. However, there is broad consensus among acaddmicessionals
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that the overall equity market return is unlikely to be higher than 10&@94he market risk

premium is at most 6.0%

These types of estimates have been accepted by Canadian rggotetads. Apart from the
Regie last year the BCUC accepted the 5.0-6.0% range frofimémee professors referenced
above (Decision page 60), and the AUC a range of 5.0-5.75% (Decisitons240). Overall
there is little that is controversial about the general range of the malkptemium estimates or
the implication that the expected return on the stock marketwdwlke is about 9.50-10.50%.
The final step is how mudower the fair return for a benchmark utility should be; given that |
am not aware of any witness testifying that any Canadiéty usi riskier than the average stock

in the Canadian market.
Q HOW DO YOU ASSESS THE RISK OF A BENCHMARK UTILITY?

A. In Schedule 3 are the actual ROEs for the major utility holdomgpanies (UHCs) in

Canada plus those for the TransCanada mainline as a forwakgaestompany and Foothills
which is full cost of service. These actual ROEs are to beared with those in final column
for Corporate Canada as a whole as estimated by Statstitada. Before discussing “risk” |
should note two things. First, the average ROE for Corporate Canada @280 whereas for the
two regulated pipelines it was 10.07% for Foothills and 10.45% for thesCanada Mainline

indicating its persistent over-earning its allowed ROE. Seconthé UHCs the average ROE
ranged from a low of 9.81% for TransAlta, which is no longer heaeiylated, to a high of

14.93% for Enbridge and 17.96% for GMI which is a limited partnership.

In terms of risk, below the 2008 ROE is the standard deviation ofdahairal ROEs, which is
one measure of the earnings risk of these companies. As we exqddt these range from 1.12
and 1.10 for Foothills and TransCanada as “pure” utilities to 4.72 for TransAlta whiehlesast
regulated of these UHCGS.The next row divides this standard deviation by that for Corporate

Canada as a whole, which indicates these UHCs are about 408kyaasithe Statistics Canada

* TransAlta sold its Alberta distribution and transmission assetsarhi mostly a generation
company.
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average ROE. However, this overstates their risk since thestB&tiCanada ROE reflects
diversification across all the firms in the economy. It alseses a very important fact. This is
that the performance of the utility holding companies (UHCs) tema&dur at different stages
of the business cycle than that of Corporate Canada as a whole.

Note that from the Statistics Canada data there were segoessions/slowdowns in the early
1990s and 2000s when Corporate Canada earned sub par ROEs. However,ipe eltiiCs
scarcely skipped a beat and some like CUL and GMI had recordRidgs. What this indicates
is that we need to take into account when the high and low ROHE ddus is because UHCs
are widely regarded as defensive stocks that do just agweelecession and thus act as a “safe
harbour.” This is what the ROE beta measures, which is theigigynsit the UHC ROE’s to that
of Corporate Canada. This is the last row in Schedule 3, whichatedi that for the purest
regulated utilities their ROE betas are negative, whergatdomore diversified utility holding

companies they are positive!

The weakness of these risk assessments is that they adedvathe firm’s accounting earnings,
or total income risk, that is their ROE. What investors aredasted in is the risk involved in the
stock market value of the securities they hold. This risk includestmeat risk, independent of
income risk, as what is important is how the stock market reactshanged economic
circumstances in re-pricing a firm’s securities. Moreover, esimvestors rarely hold single
investments, they are interested in how the risk of their overafloporchanges as a result of
holding a particular security. This measure of risk is called the secbetgsoefficient.

Schedule 4 has the stock market betas for the major Canadi@s "éiwell as the average
(utility beta) for each of the 5-year periods ending 1985 through 2008hé&anarket as a whole
the beta is 1.0, so these beta estimates indicate that tHemes @nd utility holding companies
(UHCs) are lower risk than the typical stock, which is whkatwould expect given their ability
to earn their allowed ROE and the associated income certaintyeudowthese are simply
statistical estimates of past relationships and are highlsitse to unique events affecting a
firm. To partially circumvent these problems we can also groumps into industries and

examine their betas over time. In this way the random behavioureofiion is reduced in

importance.
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The last column in Schedule 4 gives the average for these UHG3) wan be regarded as an
“industry” beta. This average beta is graphed below. The awdsapoth with and without

TransAlta, since TAU is becoming less and less a regulatég atien though many still regard

it as such.
Average Utility Betas
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The data shows that for the five-year period ending in 1985 thegevbeta was 0.53 The
average then drops through to 1992 before increasing back to théesahfer the period 1990-
1994. The average beta then drops from the 0.50 level in the late 199Q@mtivenéor 2003
before increasing back to average 0.35 for the most recent fiveogaod ending in 2009. Over
this long period the average beta for these utilities has beenin0@®ange from a negative

number to 0.55.

Another way of looking at the data is to look at the betas of theardgld SX/S&P Composite

sub-indexes as graphed below.

*® Betas are estimated over five year periods of monthlystetae 1985 estimate covers the period 1980-
1985.
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This is a “busy” graph that tracks the betas of all the sub @sjdout it is the bolded line that is
most important since this is the utility sub index. Here impartant to remember that betas are
simply a statistical estimate of the extent to which akstooves with the general market over a
particular period of time. As a result looking at them is likesidg using only a rear view
mirror. For example, by convention, betas are estimated over-gdareperiod. This means that
if a critical event happens during the estimation period, then tlaedséimate will pick it up.
However, once the event “passes out” of the five-year estimatiotow, the impact of the

event will disappear from the beta estimate.

For example, note the dramatic impact of the information and techn@tigk Nortel and JDS
Uniphase) sub index beta, which increased dramatically from about 1.5 to over 3 babpregir
in 2006. Those two companies were so important to the Canadian marketffibetywely

became the market. As the IT beta increased, the other sub-irtdekdxkto decrease, since in
aggregate they have to sum to 1.0. The important point is thaivthtility betas in the early-
mid 2000’s are not an anomaly; they simply reflect the factdbang this period the market
was IT driven and utilities and other low risk sectors of the masleze not affected by the

“internet bubble.”

In Schedule 5 is a table of the most recent betas graphed abovaighights the most recent

version of the “Nortel phenomenon,” which is the impact of the recghtdommodity prices on
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the TSX. Note for example, that the energy and materials suk betas were low until the
period 2002-2006, since commodity prices were also quite low. Starting in 2@@Rcdity
prices started to increase propelling the prices of commoditkstup and with them the value
of the TSX Composite. As a result the betas of the energy amiatgssub index increased, as
this time resource stocks drove the market. For the period 2004-2008dha bee energy sub

index was 1.42, not quite a repeat of the “Nortel phenomenon” but the same effect segardle

The recent story of the impact of resource stocks, like the earlier sthigrted, simply indicates
that statistics like betas tell the truth: to understand themhgwa to understand the financial
and economic environment that generated them. This is that periodiealyarket is driven by
particular sub sectors and when this happens, defensive stocks likesugiet “left behind.”
However, this is what we mean by low risk, that they do not go up amd tothe same extent
as riskier sector$ It is my judgement that betas tend to revert to their lomgaverage levels:

for the market as a whole this is 1.0, but for regulated firms this is about 0.4%-0.55.

Q. HOW DID CANADIAN UTILITIES BEHAVE DURING THE RECEN T STOCK
MARKET CRASH?

A. Much as we would expect: they behaved like low risk stocks. Oerbaer 9, 2008 a
story in the Calgary Heraltl discussed the implications of the price of oil dropping from
US$144 to US$50 and what it meant for oil and gas companies and pipdihéscisle, CEO

of TransCanada, noted that although it was more difficult to m@®ey TransCanada had just
raised $1.16 billion in an issue that was over subscribed. Kvisle iaditi@at it underscored the
attractiveness of infrastructure investments in troubled timée drticle also noted that
Enbridge had increased its dividend by 12 per cent and upped its 2008yeaynidance by
about 20 per cent. Enbridge’s CEO Pat Daniel said he's confiderdditm@any can maintain 10

2 Note that if we estimate the betas of Canadian UHCs using a US indexysither without exchange
rate adjustments, the betas are even lower since the Canadian madtgidrfectly correlated with the
US market and utilities are typically locally owned stocks.

%0 This is also accepted in the literature. Gombola and Kahl, éT8eries properties of utility Betas,”
Financial Managemen1990, come to the same conclusion.

%1 Shaun Polczer, “Pipeline companies weather darkest hour; Bsecsthy crisis worst in oil patch
history” Calgary Herald, December 9, 2008.
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per cent earnings per share growth for at least the nextyéars, a testament to thoav-risk
business mode(emphasis added) of pipelines in general.” The article wenb mstate that
“Enbridge has been one of the top performers on the TSX, losing onped Gent year-over-
year compared to more than 41 per cent for the TSX main boardvamopaing 56 per cent for
the TSX's capped energy index since June.” It further quoted Danishydng "l think that
speaks to the low risk, steady predictable nature of our busineBspple don't really realize it
until you get into tough times like this.(emphasis added) The article went on to note that
“Enbridge shares gained $1.32, or three per cent, on the Toronto Stock d&cimaklonday to
finish at $39.50 while Trans-Canada added 60 cents to close at $33.90.”

To see how Canadian utilities have performed during the last two yearkdditheir stock price
performance against that of the TSX/S&P index using data fronodea, since similar data is
not available yet in standard data bases. The following twghgrare for Emera (EMA.TO) and

Fortis (FTS.TO). Both of these companies are close to being pure regulktied.uti
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2 The important point is that over the last two years the TSX loggpdd about 20% and at times
3 was off well over 40%. However, an investor in Emera is now up andrat st barely 10%,
4  whereas an investor in Fortis has about broken even and had a maximuwhabeut 20%. The
5 following is a graph of Gaz Metropolitain which is almost a pure utility
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7 Again the implication is the same: overall Gaz Metro has broken even and at mergidsaffoss

8 of 20%, less than half that of the Canadian market as a whole.
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Q. HAVE YOU ESTIMATED THE TWO FACTOR MODEL YOU PRESENTED
LAST YEAR?

A. Yes. The CAPM is a single factor model, where all thatematis the risk of holding
securities in a diversified portfolio. However, the two-factaydel indicates that the CAPM
does not capture all of the risks that affect securities. Ibbaa known for some time that the
CAPM, when used with Treasury Bill yields as the risk-frae,rtends to give low estimates for
certain types of securities, which is partly why for retpriareasons it is normally used with the
long Canada bond yief. However, this practice caused many of the problems in regulatory
awards in the mid 1990s when the long Canada bond yield was so highidfli&ion concerns,
government deficits and the large risk premium embedded in governmentiblatsd which did

not have a counterpart in the equity market.

The exposure of utility returns to this interest rate factoalll “gamma” to contrast it with the
beta which is the exposure to the market risk. The following grapmi thke gamma of the
SP/TSX utility index. This gamma is estimated in the saig ag the beta, that is, over monthly

returns for five years starting in December 1987 so the first gamma esisnfiait 1992.

Utility Gamma
(Interest Rate Sensitivity)

0.9

12/31/1992

12/31/1993 +
12/31/1994 -
12/31/1995 +
12/31/1996 -
12/31/1997 A
12/31/1998 -
12/31/1999 -
12/31/2000 -
12/31/2001 -
12/31/2002 -
12/31/2003 -
12/31/2004 -
12/31/2005 -
12/31/2006 -
12/31/2007 A
12/31/2008 -
12/31/2009

32 This is also why the market risk premium is normallynestied over the long Canada bond return,
rather than over Treasury Bills returns.
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What is of importance is that this gamma has been relastabfe averaging about 0.50 for the
last fifteen years in a range form 0.2 to 0.80. This confirmsatietiat utilities are regarded as
“defensive” stocks and behave much like the long Canada bond. Of impoitatceassess

wither this interest rate risk affects the exposure oftieslito the stock market that is their beta.
The following graph indicates the beta of the utility indexnestted in the normal way against
the market return, which is a “one factor” model and also aghatktthe market and the return

on the long Canada bond, where the beta is estimated from a “two factor” model.

Single and Two Factor Beta Estimates
New TSX Utility Subindex
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Quite clearly the beta is essentially the same whetheanastd from the one or two factor
model. Overall, | judge utility stocks to have about half the exposuthe equity market as the

average stock and half the exposure to the bond market as the long Canada bond.

The two-factor model partly adjusts for the known estimation probtértiee CAPM by directly
incorporating the risk of the long Canada bond through a term orgntate risk premium. For
example, the data indicate that utilities have about half as mtetest rate risk as the long
Canada bond and half as much risk as the stock market. If yields o@dmragla bonds increase
and the return on the long Canada bond is only 2.0% while the stock nmaregises by 10%,
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then the return from holding the utility stock will be 6% over th&-fiise rate: 5% due to

exposure to the market factor and 1% from exposure to the interest rate factor.

Q. OVERALL WHAT IS YOUR RISK ASSESSMENT OF A BENCHMAR K

UTILITY?
A. My assessment can be summarised as follows:
Relative standard deviations of ROESs: 40% of the risk of Corporate Canada
Relative ROE betas: negative risk premia!
Recent beta estimates: 0.30-0.40
Recent price performance during the crisis: half as risky

Overall | rely on my judgment and the tendency of risk to reeeltng run averages and use a
normal range for a benchmark utility’s risk as 45%-55% &y 1as the market or typical stock. |
see nothing in the recent risk measures to indicate that skigamnking has changed in any

material way.
Q. HAVE CANADIAN REGULATORS ACCEPTED THIS RISK RANKING?

A. Yes. The AUC placed a benchmark utility at 50%-63% as riskih@saverage stock
(Decision section 254); the Regie at 50-55% last year and thkCEDecision page 60) at 60%-
66%. Of these only that of the BCUC appears to be outside of @nedds range and probably
reflected their view that the business risk of Terasen Gakddancreased. In this it would be
more consistent with the Regie’s addition of 0.25% for Gaz Metnaber risk (low end

estimate) which with a 5.5% market risk premium implies adrdpeta of 0.05 or 0.55-0.60 for

Gaz Metro. In this sense the differences could simply be in defining the “befchma
Q. WHAT DOES THIS MEAN FOR THE FAIR ROE?

A. With a market risk premium estimate of 5.0%-6.0% and a relagkeassessment of 45-
55%, | place the utility risk premium at 225- 330 bps or a mid poinbofa275 bps. This mid
point of my range is consistent with the Regie’s determinatianlofver end of the range for a
utility risk premium last year. When added to a 4.5% LTC vyield théans a fair return of
7.25%. This is reasonable compared to an overall expected marketofedB0-10.50% and an

average Corporate Canada ROE of 9.72%.
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This estimate is of the fair return on the market value oktbek, consistent with the way that
Mr. Justice Lamont and economists define the fair return. Howewsse Hre costs attached to
raising capital, which are not reflected in this estimate.tiisrreason it is conventional to add
0.50% for flotation costs, when applying the fair return to the book valukeoéquity of a

utility. | would therefore recommend a fair ROE of 7.75%.

Compared to the Regie’s determination last year | have used a flotati@dpestiment of 0.50%
whereas the Regie used 0.30% plus a 0.25% addition for the resoitetfier models or 0.55%
overall. I do not regard this difference of 0.05% as being mateoalkégjuently | judge the only
difference between my mid point ROE recommendation and that ®®ebe’s “bottom of the
range” estimate to be the addition of 0.25% for Gaz Metro’s higbk and 0.25% for the
impact of the financial crisis. However, | judge the Regidhdwe already compensated Gaz
Metro for its higher risk by effectively allowing a 46% equratio as compared to the 36%
common equity ratios allowed by the OEB for Enbridge Gas Disiibwnd Union Ga¥® So

the most significant difference is the bonus for the financial market conditions.

In terms of the two factor model incorporating interest natemeans that other adjustments are
necessary as well. In particular, since the interest rateror premium is the premium over
Treasury Bill yields, the market risk premium must be estimatdioel same way. In Appendix B
(Schedule 1) | show that the realised return difference betlwagrnCanada bonds and Treasury
Bills was 1.25% using arithmetic returns for 1957-2009, which is @ismaimately the average
yield difference. The market risk premium over Treasury bilksildl therefore be on average
about 1.25% higher than over long Canada bonds. Consequently the 5.00-6.00% | aior using
the market risk premium over long Canada bonds should be increased to about 6.25%-7.25% as a
risk premium over “normal” Treasury Bill yields. The utilitisk premium would therefore be
0.5*6.25% or 3.13% with a 5.0% market risk premium plus 0.5*1.25% or 0.63% for thetinteres
rate risk premium. The overall risk premium of 3.76% would be thatdaess of the “long run”
average Treasury Bill yield, which is simply the rate expkfrtem rolling over treasury bills for

thirty years, equivalent to the long Canada bond. The best esfon#tes is simply the forecast

¥ The allowed common equity ratio for Gaz Metro is 38.5% and 7.5% preferred iginplawever,
imputing does not increase financial risk.
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long Canada bond yield minus the 1.25% interest rate risk premium. 2ohsith the 4.50%

forecast | estimate this at 3.25%.

The fair return from the two factor model is then this long rtea3ury Bill yield of 3.25% plus
the risk premium of 3.76% or 7.01%. Adding the 0.50% flotation cost allowanes §.51%. If
the high end market risk premium estimate of 6.0% is used thesporrding two factor model
estimate is 8.01%. These estimates support my fair ROE reawhatien for a benchmark
utility of 7.75%.

Q. DOES YOUR RECOMMENDATION REFLECT MARKET CONDITIONS?

A. Yes. It is my judgment that markets have reverted prettghnto normal, considering
where we are in the business cycle. While there are still concerns dbanat debt cascade, they
are not of the same order of magnitude as those which upset nfesketSeptember 2008-April
2009. Put another way before the AUC | indicated that yields onedl i&rporate bonds were
50 bps higher than | would have expected, given the stage of the businkessPeytly in
response the AUC increased their CAPM estimate by 50bps, jtist 8egie increased theirs by
25-55 bps. Now with utility bond yields at 130 bps we are much closeh¢oe | would expect
them to be, so the need for a bonus has dissipated.

However, recognising the way that utility boards added this “botmghe CAPM estimate
points out that the normal CAPM estimation procedures uses a lomganket risk premium, as
well as an average relative risk coefficient. As a resh#, fair return estimate is relatively
insensitive to current market conditions. This relative insensitofithe CAPM estimate points
to the value of some form of “conditional” CAPM. Academics have iy&®d conditional

models for some time, but the decisions last year point to a CéAstivhate conditional on
corporate bond yields or spreads. As a result, | looked at this amghthesvidence that | am
aware of is a paper by Professor Aswath Damadoran at New York University.
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Professor Damadoran has written a series of textbooks concerrdedaliation as well as a
recent paper on the equity risk premitihihe following is his Table 15 from this recent paper

where he estimates the equity risk premium (Market Risk Premium) for the US

Table 15: Equity Risk Premium (ERP) for the United States

Approach Used ERP Additional information

Survey: CFOs 3.80% Campbell and Harvey survey of CFOs
2008)

Survey: Global Fund 3.80% Merrill Lynch (July 2008) survey of

Managers global managers

Historical - US 4.79% Geometric average - Stocks over T.Bonds:
1928-2007

Historical — Multiple Equity 4.04% Average premium across 17 markets:

Markets Dimson, Marsh and Staunton (2008)

Current Implied preminm 4.54% From S&P 500 — 9/14/08

Average Implied premium 3.98% Average of implied equity risk premium:
1960-2007

Implied premium adjusted 3.12% Using regression of implied premium on

for T.Bond rate and term T Bond rate

structure

Default spread based 3.80% Default Spread * (ERP/ Default Spread

premium average)

Professor Damodoran cites several sources for his market gskiymn estimates; including
survey data of CFOs and Fund managers, historic estimatearsimimine in Appendix B,
implied estimates using cash flow models both with and without adpassnior bond market

spreads and an estimate based on default spreads.

There are two important insights from his table. First, thgeaof his estimates for the US
market risk premium is from 3.12%-4.54% which are all lower tharestiynate of 5.0%-6.0%.
However, more importantly he has a model that estimates the tntéskepremium which
incorporates corporate spreads. Damodaran estimates the mellgremium by looking at the
relationship between implied market risk premium estimates andefalt spread on BBB
bonds from 1960-2007. He estimates the market risk premium as the r@d@Ratimes the
default spread on BBB bonds. Applying this to the recent spike in spredadianada would
indicate that the market risk premium at its peak during thediabarisis was over 9.0%, since

% A. Damodaran, “Equity Risk Premium (ERP), Determination, Estimatidriraplication,” Stern
School, NYU, October 2008.
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the BBB spread in Canada reached over 450 bps; well above itsulorayerage. Conversely
with the latest BBB spread in Canada (May 5, 2010) at 2.11% this watlthe current market
risk premium at 4.22%, which is less than my 5.0%-6.0% market rskipm estimate. Further
we can expect it to decline as the economy and markets redosertisese spreads are clearly

cyclical.

Damadoran’s model is an interesting way of incorporating spreaderporate bonds into a
time varying utility or market risk premium. However, if a molilke this is used it introduces a
large amount of volatility into the allowed ROE for little gaimce over the course of the
business cycle the spreads average out. For example, since 1938Blspriead has averaged
176 bps in a range of 38-464 bps. If the market risk premium varidsooy 2X the BBB spread

and the average utility has a relative risk assessment of 0s5@dhid indicate that the average
“US” utility risk premium has been 352 bps in a range from 38-464vifts the median or

typical utility risk premium lower.

In my judgment it is better to ignore this volatility and simpbe a long run average market risk
premium. This seems to fit with the Regie’s decision in Gardvievhere it indicated (section
255) that a medium or long run perspective is normally adopted and ihgt historical

averages fits this concept.

58



© 00 N o 0o b~ w

10
11

12
13
14
15
16
17
18

19
20

21

22
23
24

V. A BETTER ROE FORMULA?

Q. WHAT IS YOUR JUDGMENT ON Ms. McSHANE’'S NEW ROE FORMULA?

A. On pages 64 and on in her testimony Ms. McShane suggests a new R@QiEaf@he

indicates that in her view the original ROE formula used byNE8, the OEB, the Manitoba
PUB, the BCUC, the Regie, and Newfoundland are all broken and ssiggestv formula. She
doesn’'t give the actual formula, but she uses the NEB’s data, isilcdhe longest series
available for one single ROE formula and the results fronRéngie’s ROE formula would be
“almost identical.” Working backwards from the data in her 8alee 28 indicates that her

revised NEB formula is

Benchmark ROE = 12.25% + 0.50*(Change in LTC yield) + 0.50* (chang®iipotate yield
spread)

Here Ms. McShane uses 12.25% as the base on the assumption N&Btget it right in 1994
in its multi-pipeline (RH-2-94) hearing and then adjusts each y&OE by 50% of the change
in the forecast LTC Yield and 50% of the change in the corporalig¢ gier equivalent term
LTC bonds. | will call this model “1994 McShane.” From this she cotodgke conclusion that
the resulting additional average allowed ROE of 1.1% per year (pdgéogether with the
observation that the ROE is closer to that of US utilities mélaatsthis is a better model.
However, there are severe flaws in Ms. McShane’s approach.

Of most importance is that Ms. McShane ignores the fact thatifBzalso examined its ROE

formula in a TransCanada cost of capital hearing in 2001 and concluded (RH-4-2001, page 53)

Views of the Board

Having carefully considered all of the evidence relating to rate of refurn on common
equity, the Board has concluded that the RH-2-94 Formula continues to yield returns that
are appropriate for the Mainline. In arriving at this conclusion, the Board gave primary
weight to the evidence related to EREP analvsis.

The Board then went on to use the 5.73% RH-2-94 formula forecast LTC ybelddand
estimated a higher market risk premium of 5.50-6.0% as a resuledoiced barriers to

international investment and a decline in interest rates. Fuhidddard noted that the resulting
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equity risk premium for the TransCanada Mainline that results tf@mRH-2-94 formula of

3.88% was well within the range of estimates provided by the company’s syibre¥ilbert®

In effect by taking her formula back to 1994 Ms. McShane imghasthe NEB’s ROE formula
was incorrect almost from the start and specifically time decision in RH-4-2001 was
incorrect®®
from 1995 to 2008, including the Regie in its own deliberations in 1999, 2004 andraga07.

This | find difficult to accept since every one of these hearimgslved extensive evidence and

Further she implies that every other Canadian regulator alstemly got it wrong

was fully litigated, that is, none of these decisions were rendered in secdaskion’’

If instead we rebase using the NEB formula for the 2001yt when the old formula was
extensively examined and explicitly determined to be fair r@agonable for the TransCanada

Mainline, we have the following revised “2001 McShane” formula:
2001: ROE =9.61 + 0.5* (LTC Yield- 5.73) +0.5*(Spread — 1.56)

Where | have used the values in the RH-4-2001 decision plus Ms. McSlameEast spread of
1.56%. Note in particular that the RH-4-2001 decision was made durindotheos/n of the
early 2000’s after the Internet Bubble stock market crash anddgteyear’s financial crisis
period, the corporate spread was at elevated levels at 1.56%eyBiEB formula ROE was
judged to be giving fair and reasonable results. Further the omlficignt note on the elevated
corporate yield spread was that the Board rejected Dr. Vilbes€sof this spread in forecasting
the LTC yield.

| would also note that in its RH-2-94 decision the Board stated (page 28)

“Dr. Sherwin and Ms. McShane concluded that the only appropriate adjustment
mechanism would be one based on the equity risk premium method. Examining the

% By only adjusting to 75% of the change in the forecast LTC yield, the NiBufa automatically
increased the utility risk premium by 25% of the forecast chandeihTC vyield.
% Implicitly the Board was also being unfair and unreasonable in not allowemgTanada to re-enter
fair ROE testimony in 2004.
37 Also Ms. McShane has herself supported a 75% ROE adjustment to LTC ynfgeshFor example,
her client Ontario Power Generation requested and was granted thehes©&HB formula ROE in a
decision dated November 3, 2008.
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historical relationship between interest rates and risk premiumsytfaind that for
every 1% change in interest rates there was an approximately 0.5% change insk
premium in the opposite direction. However, because the Board has decreassdafat
return in lock step with interest rates in recent years (i.e. 1991 to 1994)ethémesses
argued that the adjustment mechanism should allow for symmetrical treatnvithin
some range. With this in mind, Dr. Sherwin and Ms. McShane recommended a
mechanism which would adjust the approved rate of return on common equity on a
one-to-one basis with changes in forecast interest rates as long as intertest stayed
in the 7.0 to 10.0% range. Outside this range, approved rate of returns would be
adjusted by one-half the change in forecast interest rates.

As currently Ms. McShane testified that a 0.50 adjustment waerglly necessary, but she
recommended a 100% adjustment inside an LTC forecast range of 7.0-10a004ccdll this
“1994 S&M” after Dr. Sherwin and Ms. McShane and use the allowel# BO10.0% at a
forecast LTC yield of 7.0% in the ROE formula, after which the 50% adjustnaets. st

For the period of the financial crisis, 2008 to 2010 the benchmark ROEs thgnt2001
McShane” ROE formula, the “1994 McShane” formula, the “1994 S&M” foenand the actual
ROE formula are then:

NEB Formula 1994 McShane 2001 McShane 1994 S&M
2008 8.71 10.13 8.83 9.31
2009 8.57 10.73 9.43 9.21
2010 8.37 10.30 9.00 9.13

Of note is that “1994 S&M” would indicate allowed ROEs 0.82%-1.42% less what Ms.
McShane would now recommend with the benefit of hindsight. That is, NE& had accepted
the actual recommendations of Ms. McShane in 1994, rather than what she says tloelyasteoul
done using her 2010 judgment, she would have regarded her current ROE eedations as

excessive!

McShane 2001 is more interesting, since the ROE increase frerf2001 McShane” ROE

formula over the old NEB formula of 0.63% - 0.86% is approximately the “Barsesl by the

various Canadian boards discussed earlier. Further the allowed ROE®adly consistent with

the allowed ROEs of 9.0% by Newfoundland and the AUC for an geersk utility; the 9.20%

used by the Regie for Gaz Metro (an above average risk utih)9.50% used by the BCUC

and the 9.75% used by the OEB; none of these boards allowed benchmarlatRO&Esevel
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recommended by Ms. McShane and they were all made at thenthiof the worst financial

crisis since 1937.

Q. DO YOU RECOMMEND THE BOARD USE A “2001 McSHANE” ROE
FORMULA?

A. No. The above example is mainly to illustrate that you get differesailts simply by
starting at different points in time where various boards found R@E formulae to be giving
fair and reasonable results. In fact | chose 2001 partly bedzatsgetar was similar to the recent
period of record high spreads and the spread difference of 0.32%mgmred to the 2010
forecast, was similar to the 0.50% that | felt was “anomalou&ngthe stage in the business
cycle at the time of the BCUC and AUC hearings.

Q. IF THE 2001 McSHANE ROE FORMULA MIMICS THE ACTIONS OF
REGULATORS WHY DON'T YOU RECOMMEND THE BOARD USE IT?

A. One reason is that “2001 McShane” adds 50% of the change in thd apoaee 1.56%.
However, from my graph of spreads it is highly unusual for A sisréa exceed 1.56%, since
this is pretty close to the maximum spread we see at theé @fasormal recession. The spread
only exceeded 1.56% in 2008/9 since the US almost destroyed its baydieign &ind put us all
perilously close to a Great Depression Il. Hopefully the USl&arnt the lessons of 2008/9, just
as they did in 1932/3, and will return to regulating its finargyatem in a more prudent manner.
Basically | don’t think we need an ROE formula that capturesnipagt of the worst financial
crisis since 1937, since it then generates needless volatitiig annual allowed ROEs for little
gain. However, of more importance than the capture of changes iorfiwrate yield spread is
that the McShane ROE formulae capture a 50% adjustment to tloadotelC yield, which
does not make any sense.

Q. WHY DOESN'T A 50% ADJUSTMENT TO FORECAST LTC YIELDS MAKE
SENSE?

A. The NEB rejected a 50% adjustment to forecast LTC yieldsthveas proposed by Ms.
McShane and Dr. Sherwin in RH-2-94 partly perhaps because the varmarsseecommended

a range from 0.50-1.0. At the time Dr. Berkowitz and | recommende80aadjustment and |
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have always regarded the difference between 0.75 and 0.80 as de naniintecommended
that boards keep their 0.75 adjustment to changes in forecast LTdS. yiaurther a 50%

adjustment has also been rejected by other boards where Ms. Mdfalsgo@posed it. As far as
| am aware the recent decision of the OEB to impose a 50% raéjusts the only Canadian
board that has used this adjustment and that was not a decisionsthidrérom a litigated

hearing®®

My reason for using 0.75 is based on how the market and utilityoreskia behave given my
assessment of the relative risk of a benchmark utility. Suppaseéhe market risk premium is
5% at a forecast LTC yield of 6.0%, and that a utility has admticient of exactly 0.50. With
this data the market's required return is 11%; which is the l@mada yield of 6% plus the
market risk premium of 5%. The utility's fair return is then 8.5%ictvis the long Canada yield

plus half the market risk premium. For simplicity | ignore any flotation dastance.

If the long Canada yield declines by 1.0% to 5%, and the adjustmédfitieo¢is 0.50, then the
allowed utility ROE would decline by half the change in the LTC yield or 0.60860%. Its risk
premium would correspondingly increase by 50% of the chandeeihTC yield or 0.50% to
3.0%. However, if the utility risk premium increases by 0.5% antéte is 0.50, this means the
market risk premium increases by 1.0% to 6.0%. As a result #nketrs fair rate of return is
unchanged at 11.0%. Consequently we get a strange result thaadjusement coefficient is set
at 0.5, the overall required return on the market is independent of thgieldCwhich renders
the whole notion of a risk premium over the LTC yield moot.

On the other hand, if the adjustment mechanism is set at 1.0 it also means tekinbesrof the
long Canada bond relative to the equity market is constant. My AppensitosBs that this has
not been the case, since a major factor driving LTC yields &as government debt financing
and inflationary expectations, neither of which have been constantiang periods of time.
Consequently, | judge the market risk premium to move inversely anth Canada bond yields,

which means that an adjustment coefficient has to be betwesn tihe extremes of 0.50 and

% The OEB model resulted from a technical conference. Further the OB $8DE based on a simple
average of the risk premium estimates from 4 utility witnesses andfnifyseore interveners had been
present presumably the allowed ROE would not have been as high.
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1.0. As a result | regard an adjustment coefficient of 0.75 of i ROE to forecast LTC

yields to be reasonable.

Q. SO DO YOU RECOMMEND A 75% ROE ADJUSTMENT AND A 50% SPREAD
ADJUSTMENT?

A. Of the alternatives this is the best for several reasorst, Bank of Canada researchers
have indicated that for investment grade bonds most of the yield cl{@8y® was due to
liquidity changes rather than changes in default risk, which indicates tlye® @l of the change
in the yield spread may be due to default risk that mightris®d to changes in the equity
market. Consequently, although | judge 50% to be marginally excessiama accept this as it

evens out over the business cycle.

So if we accept the NEB’s judgement that its formula ROEw@ging fine in 2001, we have
the following ROE adjustment formula (Booth1l):

ROE =9.90% = 6.12% + 0.75*(LTC Yield -6.12%) + 0.50*(Spread — 0.94%)

This uses the data for 2000 in McShane Schedule 28 and wdg aelésne when not just the
NEB but every other board in Canada accepted the ROE adjustmentad@sgiving fair and
reasonable ROEs; in fact the AEUB had yet to have its geR@te hearing that mimicked the

NEB formula. The 2000 date also has three advantages:

1. The yield spread of 0.94% was approximately normal. Since 1980 the A spread using
Scotia Capital’'s index has averaged 104 bps, which is biased slightly high due to the
unprecedented levels of the last two years.

2. As long as the Bank of Canada sticks to its 1.0-3.0% inflation forecast | woulghat#ici
that the LTC yield will average about 5.50%. This is consistent with mydstet 4.5%
for next year as the economy recovers and then some normal over shooting as the
economy peaks.

3. The date is shortly after the Regie’s decision on Gazifere in 1999.

For comparison purposes | also use a second formula (Booth2) using dag®3omwhen the
LTC yield was about normal given the Bank of Canada’s operatirgge rfom inflation of 5.55%
and the spread was also about normal at 0.98% as we were mid-pbmtunsiness cycle. This

formula is
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ROE = 9.46% = 5.55% + 0.75*(LTC Yield -5.55%) + 0.50*(Spread — 0.98%)

This ROE formula has the advantage of being closer to “normalh ghe policies of the Bank
of Canada; its disadvantage is that some may say that the 8@ddROE formula was not
working correctly at this point in time even though other boards réreeed their ROE formula

later than this.

| backfilled the allowed ROEs generated by these two ROE fartoul994. They are presented
in Schedule 8 along with the actual NEB ROE formula and that of Ms. McShanefamended
ROE formula. The following graph contains the ROEs generated by all fooulfoe.

ROE Formula
13
12.5 -
12 1
11.5 -
11 |
10.5 -
10 1
9.5 | \/\
9,
8.5 | =
8 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
‘—NEB —— McShane — Boothl Boothz‘

Four conclusions are immediate from the different formulae. MistMcShane’s ROE formula
significantly overstates the fair ROE for every year sib@84, implying that just about every
regulatory board in Canada has been getting it wrong for théflash years. Second the major
difference occurs in 1999 about the time of the Regie’s Gazitaision. After that date there is
no clear trend in the difference between Ms. McShane’s formarkus the others. Third, both
Boothl and Booth2 track the NEB’s ROE formula quite closely, excephé periods when the

spread was significantly different from average. This is wheatvould expect. For example, in
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the late 1990s Ms. McShane has the spread at 27-28 basis points, wieishlisv*® as a result
the allowed ROE drops more with Boothl and Booth2 than with the NEB fardmutontrast,
during the slowdown/recession years of 2000-2003 and again 2008-2010 the RO oth1
and Booth2 exceeds the NEB formula ROE, since it picks up the imitheise higher spreads.
As a result, both Boothl and Booth2 avoid the complaint levelled at thengxROE formula
that during these periods of crisis, the allowed ROE and utilityptdmg costs move in opposite
directions. Finally Boothl and Booth2 are almost identical, they difyeonly 3 bps in their

estimates.

| would recommend that if the Regie decides to change its formula RQm&itbthe need for the
sorts of additions that were made by boards last year ther & fmmula like Boothl, which
mimics the performance of the NEB’'s ROE formula at a tinfeerwsimilar formulae were
judged to be giving fair and reasonable ROEs. This formula alscettst for the behaviour of
the ROE formula during recessions when corporate spreads andhatilibyving costs increase.
Over the whole of the business cycle | would anticipate thawitigd change the ROE from the
Regie’s existing formula in range of about 63 bps, since | would expecormal range of the
A spread to be from 50 to 175 bps. However, in my judgement this formuiginaiéy
overstates the fair ROE and should be recalibrated. This would mean a reduabontds0-100

bps in the intercept.
Q. WHERE CAN THE REGIE GET THE YIELD SPREAD DATA?

A. As far as | am aware there are no publicly available ssuof yield spread data. This
was the main reason why the use of yield spreads was rejegtdte AEUB in 2004. Ms.
McShane recommends the use of PC Bond which has the Scotia Ciaitalaga. However, if
the Board or its experts has access to a Bloomberg terrh@atén download series C29530Y,
which is the 30 year A rated yield that Bloomberg estimate€d&madian utilities and is used by
the OEB in their new ROE formula. The OEB then also uses @a®ies V39056 for the LTC

yields. The same series can also be used to backfill to 2001.

39| can't find support in the Scotia Capital A yield series to support suespreads.
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Q. WHAT WOULD THIS MEAN FOR GAZIFERE?
A. A new formula based on the 1999 decision would be as follows:
ROE = 10% + 0.75* (LTC vyield forecast — 5.70%) + 0.50 * (Spread — 0.99%)

These are the data involved in Gazifere’s last fair ROEeraebation where from Ms.
McShane’s Schedule 28 she has the corporate spread at thas t@8dps. Obtaining a forecast
spread is very difficult, but the current utility spread is about 13Gsbpsith my LTC forecast
yield of 4.50% the new formula would give a fair ROE of 10.0% + 0.75*(4.50-5-7p0*
(1.30-.99) or 9.25%. The decline in the LTC yield would cause the fair @@Eop by 0.90%
while the increase of 31 bps in spreads would cause an offset of XGdnpsared to the Regie’s
decision last year where Gaz Metro was awarded a 0.25-0.55%o0additihe ROE due to the
crisis, the addition resulting from the new formula would only be 15 lkflecting the
stabalisation in financial markets that has occurred since thenewdowas | have indicated
before | consider this formula in need of some rebasing as | jhégessult to be above a fair

and reasonable ROE.
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V. US ESTIMATES

Q. WHAT IS YOUR JUDGMENT ON THE USE OF US ESTIMATES IN CANADA?

A. Ms. McShane’s recommendations are almost entirely based on it$ hiding
companies and | regard them as biased high estimates for Gaugititees for two reasons.
First, the US financial markets exhibit more risk than the Canaaiarkets and have generated
higher risk premia in the past. Second although the principles of tiegudae the same between
the US and Canada, as is widely recognised the implementatidferent. As a result estimates
from US regulated utilities can only be used in Canada if significant adjust are made and as

far as | can see Ms. McShane has not made any.

Q. WHY DO YOU REGARD THE US AS RISKIER THAN CANADA?

A. Apart from the statistical evidence in Appendix B Schedule 10 that the S&P500 index has

exhibited more volatility than the TSX Composite in Canada, we Hawdact that experts
generally estimate the US market risk premium as higher ith&Canada. Further the recent
financial crisis highlights the on-going differences betweertffeand Canada. For example the
US decision to let Lehman Brothers go into bankruptcy on September 14frR@8ed the
financial melt down and was a huge mistake. The result wasrircredit markets and a stock

market collapse pushing the world into its first ever global crisis.

In all of this Canada was largely a bystander wondering how digelstrous and elementary
mistakes could be made in the US. As Prime Minister Stephen Harper said at thar@®@¥0 s

“Unregulated financial markets do not work. Canada has known that for a long ltime.
thought frankly, we all knew that from events of many decades ago — but obtheusly
United States went on a different path.”

With stronger regulation of its financial system Canada avoidedtoblems in the US. The
Office for Superintendent of Financial Institutions (OSFI), foaraple requires 7% common
equity and 10% total capital for the Canadian banks, whereas the fBarikternational

Settlements requirements are for a minimum of 4% and 8% resggcturther, the Canadian
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banks significantly exceed these minimums with the Royal Bank avfa@a, for example,
recently at just under 10% for common equity and 13% for total €4pi@ASFI has also
enforced the latest Basel 2 standards that use more refikedvaights for different banking
assets. In contrast, the US has yet to adopt Basel 2 for &lamiss and generally its banks
operated with far less capital, which is partly why they e@epeed such disastrous results,

These differences are symptomatic of basic cultural differences lmethhee®&S and Canada.

At the current point in time Canada is opposing the efforts of teakd the US to impose
another tax on banks. Both the US and the UK allowed banks to fail, oritewkdver, at a
significant cost to tax payers and the tax is designed schinabst of future bailouts is paid for
from the proceeds of this tax. In other words it is a policyakkldwing the banks to be
“aggressive” but making sure the cost of any failures are pesdgh this quasi insurance fund.
In contrast, Canada regulates its banks much more closely andhaevany banking problems
during the financial crisis and objects to paying a tax thabisneeded given its more prudent
regulatory policy. This is very similar to the attitude towagodblic utilities, where the US has
allowed 6 public utilities to fail, a situation that is in sharp msttto the significant regulatory
protection allowed in Canada where regulators take enormous efforts to protedith& uti

These philosophical differences are now compounded by significanerediffes in

macroeconomic financial conditions. Whereas the size of the Canadieih aledi the strength of

the Canadian economy are much better than anticipated just a silerago, the US continues
to have problems and the size of its deficit raises signifloagtrun inflationary concerns. This
is reflected in higher long term US Treasury bond yields thaim equivalents in Canada (4.5%
versus 4.0%), higher borrowing costs (US Prime is 1.0% higher thaamiad@) and a strong C$.
Taking estimates from a country with different economic problamishégher interest rates and
costs of capital and applying them to Canada without adjustmmaplysdoes not make any

economic or financial sense.

O refer to tier 1 capital as common equity but it also included non-cunifagipetual preferred shares.
“The efforts of the BCUC in protecting Pacific Northern Gas atassic example.
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Q. IS IT COMMONLY ACCEPTED THAT US UTILITIES ARE RIS KIER THAN
CANADIAN ONES?

A. Yes. Moody’s is one of the two major US bond rating agenciesnaaanajor review of
its rating methodolody it cited three major factors that determined how it rated t

supportiveness of regulation. These were (paraphrasing)

. Protecting the system to ensure reliable supply

. Protecting the consumer from monopoly over charging or sudden large rate
increases;

. Attempting to achieve a balance between satisfying shareholders vdigaa®f

to hold down prices.

It then had a rating scale from 1-4 with 1 being the most suppoggdatory environment
(SRE). Canada was rated 1 whereas the different US statesrated either 2 or 3. SRE1 was
defined as “Regulatory framework is fully developed, has shown atlan record of being
highly predictable and stable and there is a very high expectdtionely recovery of costs and
investments.” SRE2 and SRES3 indicate less assurance of cost yecandr greater
unpredictability or inconsistency in regulation.

Moody’s reviewed this report and issued a new one in August200% new Moody’s report
refines their assessment into four major areas where ifollbeving table the % indicates the

weights applied by Moody'’s,

. Regulatory framework: 25%
. Ability to recover costs and earn profits: 25%
. Diversification: 10%

. Financial strength and liquidity: 40%

Moody’s states very clearly “for a regulated utility thediceability and supportiveness of the
regulatory framework in which it operates is a key credit cmmation and the one that

differentiates the industry from most other corporate sectorsquisk glance at Moody’'s

*2 Rating methodology: global regulated electric utilities, Moody’s March 2005.
*3 Infrastructure Finance; Regulated Electric and Gas Utilities, ARDED.
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weights indicates that fully 50% of the weighting is basedhenfitst two criteria which both

reflect the supportiveness of the regulatory environment.
Further in discussing the US and Canada Moody'’s states,

“Moody’s views the regulatory risk of US utilities as being higher introases than that
of utilities located in some other developed countries, including Japan, Australia and
Canada. The difference in risk reflects our view that individual state regulaiessi
predictable than national regulation; a highly fragmented market in the UI% ries
stronger competition in wholesale power markets; US fuel and power marketsrare m
volatile; there is a low likelihood of extraordinary political action to supporiliaga
company in the US; holding company structures limit regulatory oversight; and
overlapping and unclear regulatory jurisdictions characterize the US maskatresult
no US utilities, except for transmission companies subject to federal regukaiore
higher than a single A in this factor.”
Moody’s goes on to discuss how 4 of the 6 investor owned bankruptcies i trestlted from
regulatory disputes culminating in insufficient or delayed ratefrfor the recovery of costs
and/or capital investment in utility plant. Moody’s further stdtesis characteristic of the US,
the ability to recover costs and earn returns is less cemarsubject to public and sometimes
political scrutiny.” | would emphasise here Moody's phrase Sasharacteristic of the US” since

this reflects a less protective regulatory environment than we have in Canada

It is well recognized that the typical US utility has bathhigher allowed ROE and more
common equity than their Canadian counterpart. In Ms. McShane’s rasimany she
compares regulated utility ROEs in Canada versus those idShea her Figure 1 on page 8.
While in Schedule 4 she has the common equity ratios for Canaditesuvhile in Schedule 5
she ahs the same for her sample of comparable US utilitiesh widicate higher US common
equity ratios. All else constant with these better financiahmpaters, both higher ROEs and
more common equity, if they have the same business risk they worddobtter bond ratings.
However, this is not the case. In answer to an information requasturrent National Energy
Board hearing (IOL information request #197d) Ms. McShane provided tbevifod histogram

of US bond ratings and their respective business risk scores.
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Ms. McShane’s histogram provides the total number of US utiitiesach rating class broken
out according to their business risk ranking from Fair to Excell@no observations are
apparent. First, many of the lower rated companies are alsl‘exteellent” in terms of business
risk (even some with junk bond ratings) so this is not a main det@ninof their bond rating.
Second, and more important the typical (modal or median) bond rating iWShis BBB,

whereas in her April 2010 testimony (reproduced as my Schedis.WicShane provided the
bond ratings for Canadian utilities where the mode and mediaraisdAall would be A except

for considerations of size and poorly rated parent holding comp#nies.

What is clear is that despite their poorer financial ratienadian utilities have higher bond
ratings, which simply reflects the importance placed by #img agencies on the differing
regulatory approaches in the US and Canada. Adopting these USidinpaameters as

“targets” for a Canadian utility then makes no sense, sintkeeabloody’s weights make clear

*4 S&P will not rate a sub higher than its parent unless it is ringéerbat is, insulated from a raid by its
poorly rated parent. Enron raided its subs to the tune of $2 billion when the pared taouble.
Further various US regulators did not protect bond holders during the tritda@mmunications M&A
wave.
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the most important factor is the impact of the regulatory envieminvhich accounts for 50% of

the rating.
Q. ARE THERE OTHER FACTORS DEPRESSING BOND RATINGS IN THE US?

A Yes. S&P has been concerned for sometime that US regulaweesnot protected US
bond holders from corporate M&A activity and raids by poorly rated npace holding
companies. This was a feature of the late 1990s when many lwg@idee companies either
took over or were taken over by Internet companies and were subsgqimnmtigraded. In
response, S&P implemented a policy that the credit rating efyalated telecom can not be

higher than the credit rating of its parent. For non-telecom utilities S&%sta

“rarely view(s) the default risk of an unregulated subsidiary as beingastiladiy
different from the credit quality of the consolidated entity. Regulated salisglcan be
treated as exceptions to this rule — if the specific regulators involvedzetea to
create barriers that insulate a subsidiary from its parent.”
In other words there is a cross subsidy from the regulated tontiegulated entityinlessthe
regulated entity is “ring fenced” so that any problems on the non-regsldeedo not impact the

regulated side. S&P refers to this as “structural insulation techniques” whizimmolve:

. separate incorporation of the sub

. independent directors

. minority ownership stakes

. regulatory oversight to insulate the subsidiary

. Restrictions on holding company cash management programs

S&P is very forthright in that the onus lies on the regulators. It states

“the bar has been raised with respect to factoring in expmtiathat regulators would
interfere with transactions that would impair credit quality. dchieve a rating
differential for the subsidiary requires a higher standard wfleace that such
intervention would be forthcoming.”

My reading of these remarks is that having been “burned” with ti8stelecoms and the lack

of reaction from US public service commission S&P is now taking a tougher linkutititees.

5 S&P, Corporate Ratings Criteria, 2003, pages 44-45.
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This policy was reinforced by the problems surrounding Enron, wheRCFRas less
forthcoming than expected in reining in the financial policies of Wlmes. After Enron
siphoned off $1.5 billion from its two natural gas pipelines, the FERG@utesl a review of
inter-affiliate transfers. Many expected FERC to impose mum equity ratios of 30% and
requirements such as maintaining an investment grade bond ratiog bleé parent could
manage the subsidiary’s cash. However, when the FERC announcemeanaaes November
2003 it fell far short of S&P’s expectations. As S&P noted

“the degree of oversight by the FERC has traditionally beerthasssufficient to justify
insulation. That the FERC took almost two years to respond to the pipehne
situation indicates that timely intervention that would protect bondhatderests is not
likely when a regulated utility’'s parent is experiencing finahproblems. It seems clear
to Standard and Poors that the new rule falls far short of provigkengegjuisite insulation
to justify any ratings separation for utilities regulated primdyhyERC”

It is clear from this comment from S&P that the businessafigkutility is only one factor in the
bond rating. Further the combination of weak US regulatory oversightvanership of a utility
within a diversified holding company with a weak bond rating doomatility to also have a

weak bond ratingegardlesshow strong its common equity ratio and how high its allowed ROE.

The upshot is that even US utilities with an excellent busineksprofile, similar to that of
Canadian utilities, will have poorer financial market accesssantbey are in a regulatory
jurisdiction that mimics the degree of protection Canadian utilisxperience and are

structurally insulated or “ring fenced” from their aggressive parents.
Q. HAVE CANADIAN REGULATORS CONFIRMED THIS?

A. Yes. The Board of Commissioners of Newfoundland and Labrador comnmmtels.

McShane use of US “comparables” and stated (decision page 17)
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3 The Board believes that. in this type of analysis. it 15 not enough that the chosen
4 comparables are the best available. If this data 1s to be relied on 1t must be shown to be a
5  reasonable proxy or that reasonable adjustments can be made to account for differences. The
6  evidence showed sigmificant differences m wvirtually all of the comparables including sigmificant
7 levels of non-regulated and non-utility business as well as riskier generation projects, earnings
8  wvolatility, more competition and less regulatory support. While 1t was argued that, on balance,
9 the U.S. comparables are reasonable proxies the Board notes the overwhelming evidence of a
10 lack of balance as it was clear that on almost every measure Newfoundland Power would have to
11  be considered less nisky than the U.S. comparables. The Board heard evidence that the rating
12 agencies consider U.S. companies to be peers for Newfoundland Power but the Board does not
13 conclude from this that they are the same Moody's comments acknowledge the differences in
14  operations m the U5, and Canada:
15
16 "NPI's Baaal issuer rating reflacis the fact that the company s operations are exclusively based
17 in Canada, a jurisdiction where regulatory and business environments in general are relatively
18 more supportive than those aof other international jurisdictions such as the United States, in
19 Moody’s view.” (Application, 17 Revision, Exhibit 4 - Moody’s Credit Opinion. August 3,
20 2009)
1 21
2 As the Newfoundland decision clearly states, it is not enough thattilites be used simply
3 because there are not enough Canadian ones available: compaaablés he the same to be
4 used without any adjustment. And here the Board found “overwhelming” edadimat Ms.
5 McShane’s sample of US utilities were riskier on almost yeveeasure than Newfoundland
6 Power, which it regarded as an average risk Canadian utility.
7  Also the BCUC (decision page 52) commented on Ms. McShane’s u$8 obmparables and

8 while they felt they were useful, where no Canadian data was available)sbestated

The Commission Panel agrees with Dr Booth that “significant risk adjustments” to US utility data
are required in this instance to recognize the fact that TGl possesses a full array of deferral
mechanisms which give it more certainty that it will, in the short-term, earn its allowed return than
the Value Line US natural gas LDCs enjoy. The Commission Panel notes Dr. Booth's suggestion that
the risk premium required by US utilities is between 90 and 100 basis points more than utilities in
Canada require may set an upper limit on the necessary adjustment. Accordingly, the Commission
Panel will reduce its DCF estimate by between 50 and 100 basis points to a range of 9.0 percent to

10.0 percent, before any allowance for financing flexihility.

10 Finally the Regie last year in its Gaz Metro decisiow aisncluded (295) that “The evidence
11 therefore does not make it possible to conclude that the regulatstiytional, economic and
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financial contexts of the two countries and their impacts on theltirey opportunities for

investors are comparable.”

The decisions of the BCUC, the Board of Commissioners of Newfoundtahd.arador and
the Regie istelf indicate that Ms. McShane’s sample of Wifarables” can not be used as a
benchmark for a Canadian utility’s fair ROE without either digant evidence that the
regulatory, institutional, economic and financial are the same eor naking significant

adjustments.

Q. WHY WOULD YOU JUDGE US UTILITIES TO WARRANT 90-100 BPS
HIGHER ROE?

A. If the US market risk premium is 1.0% higher than in Canada, andndSCanadian
utilities had equal relative risk coefficients of 0.50 then that waadant a 0.50% difference in
their ROEs. When this is added to the 0.50% higher long Treasudy (geipared to LTC
Canada yield) then you have a 1.0% difference in the fair ratgwh. If in addition the relative
risk coefficient of US utilities is higher than the 0.50 | am gdor Canada, then the difference
in the fair ROE between Canadian and US utilities would be ggnify greater than 1.0%.
Obviously this assessment will vary over time but a 90—100 bps hRyDé&r for a US utility

seems reasonable at the current point in time.

In addition | should point out that Ms. McShane’s estimation proceduresstmgrate the fair
rate of return for US utilities. Note that in her Schedule 12 antoh ageéSchedules 16-18 she
estimates the fair rate of return using a discounted cash@#) model. This model takes the
current dividend yield, increases it for growth and then adds a grovetbaist as she explains on
page 56 of her testimony. In the standard growth model this growttagbriscassumed to go on
to infinity. The only problem is that she relies on IBES orystagrowtH® forecasts which are
known to be biased high, which poses significant problems. For exampleheduse 16 she
uses an average utility growth forecast of 5.90%, which exceeds theuomominal growth
rate for the US economy which she estimates to be 5.0% (SchedulExt@)polating this

growth forecast to infinity, as is assumed in her model, woddltren all economic activity in

6 Value Line is also an analyst growth forecast
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the US ultimately being regulated utilities. Although she meslithis model in the subsequent

tables the high growth forecast still affects her estimates.

Q. IS THE BIASED NATURE OF THESE GROWTH FORECASTS COM MONLY
ACCEPTED?

A. Yes. On May 21, 2010 the Globe and Mail reported on a McKinsey stinityh w
revisited the question of analyst forecast accuracy. This was fastiead by McKinsey in 2001
in the wake of the Global Settlement, where many investment balmkited that they tied
analyst pay to investment banking fees and compromised the oltyeafitheir analyst reports.

| have attached the complete article as Schedule 6, sindmfiastant to recognise that it is well
accepted that analyst growth forecast are over optimistieXsnple, McKinsey points out that
consensus analyst S&P500 growth forecasts “have typically Inethre i10-12 per cent range,
while actual earnings growth has averaged 6 per cent.” McKigseg on to compare analyst
forecasts to a broken clock which is right twice a day. This 1008t is similar to that reported
on September 28, 2001 by Credit Suisse First Boston (CSFB) wherstdted “We would
remind readers that over the last ten years IBES earninglsensihave on average been 6.0%
too optimistic 12 months prior to reporting date.”

The graph in Schedule 6 indicates a consistent pattern, whamahyst's short term (one year)
forecast are quiet accurate, but this only occurs as a resthieioflong run forecasts being
adjusted as the time period shortens. | would imagine thiscesube as they get closer to the
actual year being forecast they get more guidance from maeagasito the expected earnings
for that year. Regardless, long run analyst forecasts are not vergtacasihas long been known
by finance academics. Chan et’atate “IBES growth forecasts are overly optimistic and add
little predictive power.” Further, Easton and Somiffedocumented the overall size of the
analyst bias at 2.84% and in their conclusions (page 1012) state:

*"L. Chan, J Karceski and J. Lakonishok, “The level and persistence ohgates,” Journal of Finance
April 2003.
8 Easton and Sommers, “Effect of analyst’s optimism on estsnaftthe expected rate of return implied
by earnings forecasts, Journal of Accounting Resed&eh, December 2007.
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We show that, on average, the difference between the estimate of the
expected rate of return based on analysts’ carnings forecasts and the esti-
mate based on current earnings realizations is 2.84%. When estimates of
the expected rate of return in the extant literature are adjusted to remove
the effect of optimistic bias in analysts’ forecasts, the equally weighted es-
timate of the equity risk premium appears to be close to zero. We show,

however, when estimates are based on value-weighted analyses, the bias in
the estimate of the expected rate of return is lower and the estimate of the
expected equity premium is more reasonable, 4.43%.

Easton and Sommers also state (page 986)

Our estimate of the implied expected rate of return on the market from
the value-weighted regression, after removing the effect of bias in analysts’
forecasts, is 9.67% with an implied equity risk premium of 4.43%. Of course,
this estimate of the equity risk premium is more reasonable than that ob-

tained when all observations have equal weight.”

Of importance is that their estimate of the US market risk premium of 4.43%rgsnally below

my own estimate.

This optimism in analyst forecasts has been accepted by othdatmy bodies such as the

Alberta EUB when it stated (Decision U99113, page 49)

“Both the IAT and ATCO used forward-looking estimates of inveskpeetations. ATCO

utilized IBES investor surveys, which the Board considers overly optimistic

The well documented optimism bias of analyst forecasts glégakes Ms. McShane’s DCF
estimates if growth is estimated using these optimistioy/anfdrecasts without any adjustments.
As a result estimates which | would expect to be higher thae tbho€anadian utilities are even

higher given Ms. McShane’s estimation technique.

Q. MS. MCSHANE ASSUMES THAT US UTILITIES WILL GROW AT T HE LONG

RUN GROWTH RATE OF US GDP, IS THIS REASONABLE?

A. No. There is no evidence that the sample of US utilities usellidoyMcShane have
grown at anywhere close to US GDP since 1990. In GI-31 Doc 1.5 EShahe provided the
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average growth rates in book value (BVPS), dividend (DPS) and earnings peEstayéof her
sample of US utilities plus the corresponding growth rate of W#.GShe also provided a
regression result that showed that there was almost no relapidmstiveen the annual growth
rates in these per share amounts and the growth rate on GDP.t0&leeaplained variance of
the regression (R square) varied from a low of 3.3% for the regression of BYRSt&DP to a
high of 9.8% for EPS. The slope coefficients, which indicate howtsangihese values are to
GDP growth, were also highly unstable. | conclude from this thak tigee no significant
relationship between the relevant per share values and GDP grosvth.résult there is no
validity to assuming a long run growth rate for these utilitieS BP DPS approximating US

GDP growth rate: it is an assumption not borne out by the facts.

Further the data provided by Ms. McShane allows an unbiased asses$rtiee growth rates
expected from a US utility. For example, the average DP3980 is given as $0.97, whereas
for 2009 it is $1.56. This means that over this 19 year period the compoungr®#8 rate has
been (1.56/0.97)(1/19) or 2.5%. In contrast a standard log linear growtratesius it at
2.42%. The same values for EPS are 3.62% (2.32/1.18)"(1/19) and 4.19%. In contralstethe
for US GDP 4.82% and 5.24%. What this means is that over the lasafOtlye average DPS
growth rate has been less than half that of GDP, while th&HR& has been slightly more than
half. However, there is no evidence that Ms. McShane’s US wgdityple has been able to grow
their dividends or earnings at anywhere close to the US GDPlgratet This is what we would
expect of mature industries that have large dividend pajouts.

Q. HOW DO YOU EXPLAIN THE DIFFERENCE BETWEEN ACTUAL AN D IBES
FORECAST GROWTH RATES?

A. Analysts are over optimistic and their forecast growth rates biased high as the
academic and professional research shows. Ms. McShane isstorgcdS GDP growth at
5.0%, which is reasonable given the growth rates over the lagda9.yMs. McShane is then
using the IBES growth forecast of 5.9% as a DPS growth rate iD@kemodel (her Schedule
16) when US GDP is expected to grow at the same 5.0% histovithgrate. It is paradoxical to

*9We would expect the market as a whole to grow earnings and dividends at thec@@Prate, which
is what | showed in my testimony last year for Gaz Metro.
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assume that if the economy is growing at the same rate as it has donddsr 19eyears, that all
of a sudden these utilities will see DPS growth increase #d@@% to 5.9%, an increase of
136%. | would simply put this discrepancy down to analyst over optiraisinsuggest that the
bias in Ms. McShane’s DCF estimates could be as high as 3.4% da&#eS growth rates or
2.3% based on the log-linear regression estimates of EPS grgitiier way, | judge Ms.

McShane’s DCF estimates to be unrealistically high.

Q DO YOU HAVE ANY FINAL COMMENTS ON COMPARISONS WITH THE
us?

A. Yes. Ms. McShane’s Figure 1 on page 8 compares allowed ROEsau&and the US
but investors are concerned about what actually happens. The corrgarisom is the actual
ROEs in Canada and the US which includes the impact of business)xdgterformance based
regulation and incentives. The following graphs the average actuk R(Dce 1993 for the
Canadian UHCs in my Schedule 3 (not including GMI), for the Trana@a Mainline as a pure

utility and the average for Ms. McShane’s US sample.

Earned ROEs
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US ROEs can not be accurately compared to Canadian ones for imdasiom | have discussed

earlier. However, the dramatic difference in Ms. McShanejsiriéi 1 disappears. Although Ms.
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McShane’s sample has earned about 75 bps more on average than CahtiBathése is no
clear pattern indicating any structural change occurringrasudt of the use of ROE adjustment
mechanisms. This could be because there has been a simultaneot@mvsinds performance
based regulation that has enhanced these allowed ROEs into higher earned ROEs.
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V. GAZIFERE'S RISK

Q. WHERE WOULD YOU PLACE GAZIFERE RELATIVE TO YOUR
BENCHMARK UTILITY?

A. Gazifere is a small gas LDC operating in Gatineau. Asaffoutilities its risk can be
assessed on a short and a long run basis. Short run essentially meangite ahiit its allowed
ROE. This can be assessed by looking at the minutia of Gazifgverating results or more
appropriately simply by looking at the history of the company’stglié earn its allowed ROE.
In answer to GI-31 Doc 1.1 and GI-32 Doc 1.5 Gazifere’s acindl allowed ROE were
provided back to 1990. The following graphs these series, where the R€iHak after sharing
efficiency gains with its customers.

ROE Performance
GI-31 Doc 1.1 & GI32 Doc 1.5
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The key point from the above graph is that there is no sign of abifiip of Gazifere to earn its
allowed ROE. Prior to 1999 the actual and earned ROE were vaetgrsidowever, in the 1999
decision that established the ROE formula we start to seanact of performance based
regulation (PBR) as there is slightly more ROE variabbity also a consistent pattern of over

earning.

82



N OO o b~ WwN =

(0]

10
11
12
13
14
15
16
17
18

19
20
21
22
23
24
25
26

Q. DO YOU JUDGE PBR AS INTRODUCING RISK?

A. No. There is no question that PBR does introduce more variabilitth@etROE since the
ability of the company to realise gains is uncertain. Howevsk, means the possibility of
incurring a loss and the simple question to ask is “is Gazfetereholder better off with PBR
than without?” Here the answer is unequivocable, that they are bittdn only two years has
Gazifere’'s ROE been below the allowed ROE (2003 & 2005) wheoea&véry other year since
1998 Gazifere has over-earned. On average the over earning amounts to 0.96% per year.

We can compare Gazifere to the TransCanada Mainline, whereagatitly there was no PBR
on the Mainline and all TransCanada could do is benefit from forémasts” as a forward test
year pipeline. Over the period since 1999 the TransCanada Mainlineaved by 48 bps and
most of this came in 2008 and 2009 while it was on a settlemergnagné where it could
generate efficiencies to its own benefit. Otherwise the kigibthe Mainline as a forward test
year pipeline was to only over-earn by about 30 bps. In contrastdsil of service utilities
where there are a true up of their actual costs do not overaedrexactly earn their allowed
ROE. Foothills used to be a good example of this. From this | conttatleshareholders in a
utility gain from moving from full cost of service to a forwardttgsar and then to a settlement
or PBR, where they keep some of the gains from efficientie® not see much, if any,

downside to a utility from being on a PBR.

The following graphs the actual ROEs for Gazifere and the Tearag{a Mainline since 1990.
Here it is important to note that the TransCanada Mainline rexs doe the NEB ROE formula
since 1995 and it currently under a settlement agreement witiR@te formula. Also the
Mainline was allowed a 30% common equity ratio in 1995 which it contitmedve until 2002
when it was increased to 33% and then 2005 when it was increased to g&fdddstanding is
that the Mainline currently has 40% common equity as part of tlemsent agreement whereby
it redeemed its US junior subordinated debentures for a capitathgdimeduced the cost of

service.
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My conclusion from this is that there is very little short rwsk rattached to Gazifere. It has a
long history of earning its allowed ROE and there is no reasbali@ve that this will change in
the short run.

Q. DO YOU REGARD THESE DEVIATIONS FROM ALLOWED AS MATERIAL?

A. Not really. | have always believed that the use of defewabunts and true ups that
reduce the gap between allowed and actual ROEs also reducdsoriexample, in RH-2-94,
the NEB’s multi-pipeline, hearing my late colleague, Dr. Berkowand | made a distinction
between the full cost of service gas pipelines like Foothitld, the forward test year pipelines
like the TCPL Mainline, where the equity holders are at riskveriances from the forecast
revenue requirement. We therefore recommended 28% common equity farlltloest of
service pipelines and 30% for the forward test year pipelines. Wowie NEB decided (RH-2-
94, page 25)

“With regard to the argument that regulation shields pipelines from risk, thd Boar
believes that its regulation provides pipelines with a degree of assurarust faovery
which is absent for non-regulated industrials. However, the Board believéisehat
realities of market forces cannot be discounted when addressing pipelinessbus
risks.”
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The Board then allowed 30% common equity for all the mainline gadipés, regardless of
whether they were forward test year or full cost of serpipelines. This would indicate that the
“true ups” involved in a full cost of service pipeline were not valogdhe NEB. Similarly |

would suspect that the deviations caused by Gazifere’s PB& arsimilar order of magnitude

and would similarly be regarded as immaterial.

Since 1994 | have modified my position slightly and moved closer to ¢wes\of the NEB. The
main reason for this is that | have yet to see a utiliffes significant losses from being on a
forward test year or operating under PBR. Instead the experigkedhat of Gazifere, is of
consistent gains with relatively few if any losses. Asslliethe risk is asymmetric: persistent

gains but only very rarely, if ever, any losses.

This is supported by the following graph of Gaz Metros’ actualugeadlowed ROE from last
year’s hearing (Booth Appendix H, page 18)

Gaz Metro Allowed vs Actual ROE
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Like Gazifere, Gaz Metro has been on PBR for sometime and hagisas failed to earn its
full incentive ROE. However, there is no question it has earned md?8Rrthan it would have

under full cost of service regulation.
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Q. IF A UTILITY ALWAYS EARNS ITS ALLOWED ROE OR MORE, WH Y DO
THEY HAVE SUCH HIGH COMMON EQUITY RATIOS?

A. | regard risk as being composed of two elements: short teknamd long term risk or the
return on capital versus the returof capital. The above graphs of the actual versus allowed
ROEs reflect the return on capital or the historic short tesin What they indicate is that
neither Gazifere nor the TCPL Mainline have so far sufferednaagrial risk. However, they
say little about long run capital recovery, that is, the retugapital. This is consistent with the
NEB'’s decision for the TCPL Mainline where the NEB stated (RH-4-2001, page 24)

To date, TransCanada’s earnings have not been affected by the excess capacity or
increased pipe-on-pipe competition since the Mainline has been allowed to increase its
tolls with the result that it has earned its full Revenue Requirement. Nonetheless, there
1s some uncertainty over the Mainline’s future ability to attract sufficient gas volumes,
which could have an impact on its earnings. Specifically, the Mainline’s ability to
recover its full cost of service would be put in jeopardy if its throughput declined to a
point where the resulting tolls exceeded what the market could bear. While there is no
mdication that such an outcome is to be expected, the possibility that it may happen
appears to have mncreased since 1994, Accordingly, the Board 1s of the view that there
has been an increase in pipe-on-pipe competition since 1994, which acts to increase the
Mainline’s prospective business risk.

The NEB’s concern with the TCPL Mainline was that as shippens dfif the system it may not
be possible to reallocate the costs to other shippers as thmedolines too large. In this case

there may be an inability to earn the allowed ROE and in aersgtcase, the rate base may
become “stranded” as a death spiral results.

Q. HOW DO YOU ASSESS GAZIFERE’S LONG RUN RISKS?

A. They do not seem to be as severe as the TransCanada Mainlines.résult the
declining load problems referred to by the NEB are not such disagtifactor for Gazifere.
This can be seen in the increasing customer usage on the system.

1999 2003 2006 2009
Residential 19,748 22,633 28,438 32,077
Commercial 2,539 2,562 2,818 2,968
Industrial 14 14 13 12
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The number of residential (+62%) and commercial (+26%) customeradraased significantly
from 1999 to 2009, while the number of industrial customers has dgdiom 14 to 12
reflecting difficulties in the forest products industry. Ovevalumes have been impacted by this
shift to residential and commercial and away from industrial9®0 total volume was 201,029
(1000 M) which by 2009 had declined by 17% to 174,050. However, this was entiretp due

decline in industrial volumes from 96,977 to 47,908 or a decline of 50%.
Q. ISN'T THE DECLINE IN INDUSTRIAL VOLUMES SIGNIFICANT?

A. Yes. It is not good to see any volume declines, particularly smdcstrial volumes often
mean a loss of jobs with implications for both residential and coniaheustomers. However,
the decline in industrial volumes reflects the long run decline inntpertance of the forest
products industry as commerce has moved electronic and there haarbewmeasing shift
towards service industries. The major concern is whether the volucheedean be predicted
and the lost revenues recovered from other system users. Herémportant to note that
although industrial volumes are important they are also often edjasiriskier than residential
and commercial volumes since they are more unstable. Furtherms t&fr revenues the

industrial volumes are not as important. The following graphs Gazifere’s regempmsition.

Gazifere Revenue Composition
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The critical point from the graph is simply the extent to whickiféee has become less reliant
on industrial customers. In 1999 fully 17% of Gazifere’s revenuese ciom industrial

customers whereas by 2009 this had dropped to 6%. Overall | wouldthislde decrease the
short run forecasting risk facing Gazifere with a minor desgaea the company’s long run risk.

However, this conclusion hinges critically on the competitiveness of naturad gafsi@l source.

Currently the rapid development of natural gas from shale haedraalisconnect between the
pricing of natural gas versus oil and made natural gas very congekibr example, in 1999
natural gas had a competitive advantage of 24% over oil in the resideatket, and by 2009
this had increased to 50%. Similarly in the commercial sectarralaas’s competitive
advantage increased fromdsadvantage of 8% over oil to a price advantage of 53%. In both

cases the incentive to use natural gas over oil has increased significantly.

In terms of the competitive position of natural gas with elatgrthe position is not as clear. In
1999 natural gas had a 24% price advantage over electricity but sinte2@@® this had

dropped to 15-27% (GI-31 Doc 1.2) and at times prior to then electriatypé&an cheaper. For
commercial users in 1999 natural gas had a price advantage atgcigteof 57% and by 2009
this had dropped to 33%. Overall natural gas’s competitive advantageibVvexrs increased
since 1999, but decreased relative to electricity. Similar to giinisdictions this has crimped
natural gas’s penetration in new housing, particularly in multdplellings where electricity is

favoured v for a variety of reasons.
Q. WHAT IS YOUR OVERALL ASSESSMENT OF GAZIFERE'S RISK?

A. My yardsticks for Gazifere are the 36% common equity ratios allowed Epli#dg
Distribution Inc and Union Gas in Ontario, the 38.5% allowed Gaz Metro, the 40% allowed
Terasen Gas and the 39% allowed ATCO Gas. In each case these areolange wide

utilities. | would judge Gazifere to have essentially the same businkssri®erasen Gas and
Gaz Metro, since in both cases there is significant competition from prownmatied electric
utilities. | consider the requested 40% to be at the upper end of a reasonable commoatequit
and would also recommend an additional 0.25% risk premium for an overall “normal”
recommended ROE of 8.0%
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Q. ISN'T THE 40% JUSTIFIED BY GAZIFERE'S SMALL SIZE?

A. No. It is undoubtedly true that smaller firms face more financial conttraiowever,

the stand alone principle does not justify passing on these higher costs to cenRagelation
of public utilities is designed to reap the benefits of competition without theigxeic
monopoly power from decreasing long run c38ts. my judgment Gazifere would have a short
life expectancy were it to be an independent utility: it would quickly be taken g\gelaoger
utility able to reap these economies of scale. The record of the disappeaframust publicly
owned utilities in Canada supports this prediction.

Of importance is that some of these economies of scale are financial, ergeatfirms can
access the public markets on better terms. | therefore would expect &&ziberly incur the
financial costs of a larger entity in a competitive market. To allow the hagis¢s of a smaller
utility to be passed on to consumers is then to pass on costs that are not justifiedpetdicem
market. In this way | disagree with the statements made in GI-31 Doc 1.3, @éugfere’s debt
cost is listed as 7.53% or a 5.45% premium over the 5 year Canada yield with 0.20% of this
borne by its parent and the rest allocated to customers. | regard this asnethtaireasonable
and would recommend that the Regie only allow Gazifere the cost actuallyeshbyrits parent

and mirrored down to Gazifere through inter corporate loans.

On March 5 Enbridge raised 9 year debt at 4.53% or a 109 bps spread over €anhilasn
April 10, 2010 its long term debt was 5.26% or about a 125 bps spread over long Canadas.
Charging customers a spread of 5.25% when its parent Enbridge is only incureadsspir

109-125bps is essentially transfer pricing funds to its parent at the expeonsswuhers.

As a benchmark | would point out that the OEB applies the same long term bond cost to all the

electric distribution companies regardless of size. In EB2009-0084 (pagehdliate was
described as the forecast LTC vyield plus the average spread betwatea Atility debt and

LTC yields at the time of the calculation.

* That is fixed cost production.
*1 GI-30 Doc 1.18
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Q. HAVE YOU ANY OTHER COMMENTS ABOUT SIZE?

A. Yes. Ms. McShane on pages 62 on discusses how she judges Gazifere to be no better than
a BBB credit and uses this to compare her estimated equity costs of BBB &atstliti¢s with
A rated US utilities. In this way she suggests that Gaziferedesarrisk premium of no less

than 0.50%. In my judgment this process is flawed.

As | discussed above in my judgement Gazifere is not significantly risldarany other
Canadian gas distribution company and while it may be a BBB credit due tdhh&zmst should
not be passed on to customers. However, of more importance is that Gazifere ispaoaibten
to the BBB rated US utilities in Ms. McShane sample. In answer to my infomraguest 22c

Ms. McShane provided the following table of operating revenues for her US BBB sample

2009
% Millions
Gazifére 19
ATLTETE INC 750.1
ALLIANT ENERGY CORFP 343238
AMEREN CORP 7.090.0
ATMOS ENERGY COEP 4.969.1
BLACK HILLS CORP 1,269.68
CONSTELLATION ENERGY GEP INC 15,598.8
DTE ENERGY CO 8,014.0
ENTERGY CORF 10,745.6
EXELON CORP 17.315.0
FIRSTENERGY CORP 12,712.0
HAWAIIAN ELECTRIC INDS 132096
OGE ENERGY CORP 1.860.0
PEPCO HOLDINGS INC 9,25000
PG&E CORP 13,39900
PINNACLE WEST CAPITAL CORP 3.297.0
PORTLAND GENERAL ELECTRIC CO 180400
PPL CORP 755600
PUBLIC SEEVICE ENTREP GEP INC 1240600
SEMPRA ENERGY 8.10600
SOUTH JERSEY INDUSTRIES INC 845.4
XCEL ENERGY INC 9,644.3
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None of Ms. McShane’s sample utilities are low risk utilities that just hajpplea $mall like
Gazifere. Instead they are some of the largest utilities in the US thhapsen to be very risky.
Constellation Energy Group, for example, has operating revenues of $15.6 billion, @&ite P
which went bankrupt in a previous incarnation, had operating revenues of $13.4 billion. Ms.
McShane regards these companies as good proxies for Gazifere with operatmgsey $21.0
million, but | don’t. The smallest of these companies is Allette, which ignesobange rate
differences, is 35X bigger than Gazifere. | do not regard US utilities a@spgowries for
Canadian companies for the reasons | have given above and comparing @athifdrese

riskier companies further compounds the problems.
Q. WHAT ARE YOUR OVERALL RECOMMENDATIONS?

A. | see no change in Gazifere’s business risk; its customer group has moved moye heavil
toward residential and commercial which would indicate lower risk, whileadajas has lost

some of its competitive advantage over electricity, particularly in theergsal market. Overall

| would regard these changes as evening out and would regard Gazifere asdmjoadlent to

Gaz Metro and Terasen Gas. | therefore would accept a 40% common equity ratio.

In terms of ROE | would recommend an ROE of 7.75% for a benchmark utility and add 0.25%
for Gazifere. In addition | would add 0.50% for 2011 consistent with the Regie’satelzist

year for Gaz Metro, even though the stresses in the financial system haabated. This

produces a recommended ROE for 2011 of 8.50%. For subsequent years | suggest tga the Re
return to its existing ROE formula or add a 50% adjustment to changes in the cospozate

In my judgment this adjustment will even out over the business cycle and simply addytdat

the allowed ROE, but it has the distinct advantage of removing the criticishedeatsuch

formulae that they produce lower allowed ROEs in a recession when LTCfglkblaisd spreads
widen. As a result it may marginally reduce the incentive for utilidestme back before the

Regie and request a higher ROE simply due to the stage in the business cycle

Q. IS THIS RECOMMENDATION CONSISTENT WITH MAINTAING
GAZIFERE’S FINANCIAL INTEGRITY?
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A. Yes. Gazifere’s pre-tax income is determined by these capitallsguecommendations
and the associated equity debt and tax costs. With my recommendations Gazniétae sitility

earnings before interest and tax as a percentage of rate base (EBIT) is

ROE E

EEIT:Rd[D—Ej_[l—Tj[D—Ej

WhereRdis the cost of debD/(D+E) the debt ratio anB/(D+E) the common equity ratio and

T the tax rate. With my recommendations this becomes

5
EBIT=531+=060+
0.70

= 4 = 8.040

Here | have used Enbridge’s cost of debt of 5.31% based on the April 10 yield on its long term

debt plus a 1% approximate allowance for issue costs. In estimating tloé debt | disregard
short term debt costs since these eventually have to be rolled over, so | wouldhe&asd %
as conservative. Similarly | have used 30% as a long run tax rate. Togesemnply an 8.04%
pre tax cost of debt and equity, along with the associated corporate income taxes.

The pre tax interest charge is then 3.19% implying a coverage, or times ieserest, ratio of
2.52 which is consistent with Enbridge Inc’s coverage ratios. The exact irtevesage ratio
will depend on the embedded interest cost, and | use the above calculation simydg litaszan
interest coverage ratio consistent with my ROE and capital struecomymendation. If
Enbridge’s issue costs on debt are 2% instead of 1.0% then the interest coverage.&i; if

its tax rate is 35% it is 2.64, regardless the interest coverage ratio isthighénat for many gas
LDCs?>?

Q. DOES THAT CONCLUDE YOUR TESTIMONY?

A. Yes

*2 |f Gazifere were to have the 36% common equity ratio of Enbridge GaibDiistn in Ontario, all else
constant the coverage ratio drops to 2.38.
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V122501

FX Rate
USs$
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0.84
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0.8
0.7¢
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0.7
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0.67
0.67
0.67
0.6t
0.7z
0.77
0.8¢
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SCHEDULE 1

Average
ROE
11.1¢
12.6¢
11.45
7.51
3.817
1.6¢
3.81
6.7
9.71
10.35
10.9:
8.7¢
9.8¢
10.9:
7.4z
5.67
9.64
11.6¢
12.7
13.9¢
12.9¢
10.3¢
9.17

V37426 V634672/V63462



CANADA BOND YIELDS

Overnight money market rates

Benchmark bonds

Canada
Canada
Canada
Canada
Canada
Canada
Canada
Canada
Canada

Canada

91 day Treasury Bill yield
Six month Treasury Bills
One year Treasury Bills
Two year

Three year

Five year

Seven year

Ten year

Long term (30 year)

Real return bonds

Marketable Bond Average yields

Canada 1-3year

Canada
Canada
Canada

3-5 year
5-10
Over tens

0.25

0.39
0.72
1.29
1.72
2.24
2.83
3.05
3.54
3.93
1.47

1.65
2.55
3.15
3.85

Source: Bank of Canada’s web sitéttip://bankofcanada.ca/en/securities.hfon April 28-May 4, 2010.

SCHEDULE 2



SCHEDULE 3

Earned UHC ROEs

CULtd Emera Enbridge Fortis GMI PNG TransAlta TCPL Mainline Foothills Canada

1993 13.37 12.02 17.53 11.84  19.29 12.92 16.00 14.01 12.31 11.73 3.81
1994 13.71 11.90 9.59 10.71 19.73 13.44 15.10 12.86 11.16 11.5 6.70
1995 14.12 11.55 16.91 10.74  19.50 11.77 14.00 13.20 12.56 12.25 9.77
1996 14.86 10.59 14.47 9.61 19.91 13.32 13.24  12.33 11.83 11.25 10.35
1997 14.87 10.56 14.04 9.43 18.91 13.32 1284  11.25 11.15 10.67  10.93
1998 14.75 9.47 13.25 7.16 19.11 10.14 16.41 7.04 10.63 10.21 8.78
1999 14.54 10.83 13.35 8.56 17.66 10.79 4.88 7.42 9.64 9.58 0.88

2000 15.44 10.88 15.65 9.71 17.93 9.75 8.14 8.44 9.99 9.9 10.93
2001 14.96 10.58 14.90 12.25 17.45 7.50 7.23 10.89 10.01 9.61 7.42
2002 17.56 6.65 10.11 12.24 18091 5.94 2.31 11.93 9.95 9.53 5.67
2003 13.71 9.77 17.31 12.28 18.05 7.59 8.67 12.80 10.18 9.79 9.64
2004 15.19 9.80 16.43 11.25 18.21 6.97 5.97 15.49 10.18 9.56 11.63
2005 12.24 9.03 13.90 12.39 16.94 8.34 7.45 17.56 9.66 9.46 12.70

2006 14.24 9.07 14.26 11.83  15.80 5.86 181 14.10 8.92 8.88 13.95
2007 15.96 10.93 14.53 9.96 13.31 5.00 13.07 13.99 9.13 8.46 12.94
2008 15.67 9.92 22.69 8.68 16.57 6.79 9.77 12.70 9.91 8.71 10.39

STDEV 1.21 1.32 3.04 1.59 1.71 2.97 4.72 2.80 1.07 1.12 2.72
Ratio 0.44 0.48 1.12 0.59 0.63 1.09 1.73 1.03 0.39 0.41
Beta -0.03 -0.06 0.20 -0.09 -0.38 -0.41 -0.51 0.24 -0.21 -0.21

Average  14.70 10.22 14.93 10.54 17.96 9.34 9.81 12.25 10.45 0.071 9.72

Ratio is the simple ratio of the standard deviation of the utilitgihglcompany (UHC) ROE to that of Corporate Canada
Beta is the regression coefficient of the Utility ROE agatimast of Corporate Canada.
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CUL

12/31/1985
12/31/1986
12/31/1987
12/30/1988
12/29/1989
12/31/1990
12/31/1991
12/31/1992
12/31/1993
12/30/1994
12/29/1995
12/31/1996
12/31/1997
12/31/1998
12/31/1999
12/29/2000
12/31/2001
12/31/2002
12/31/2003
12/31/2004
12/30/2005
12/29/2006
12/31/2007
12/31/2008
12/31/2009

Stock Market Betas

EMERA Enbridge Fortis GMI
0.60 0.66
0.61 0.52
0.32 0.25
0.36 0.30
0.36 0.25
0.37 0.21
0.38 0.25
0.50 0.38
0.58 0.39 0.37
0.61 0.54 0.54 0.45
0.49 0.54 0.48 0.51
0.49 0.51 0.50 0.38
0.61 0.40 0.44 0.31
0.57 0.56 0.47 0.49
0.54 0.43 0.25 0.34
0.38 0.29 0.07 0.24
0.28 0.22 -0.10 0.16
0.24 0.17 -0.18 0.15
0.14 -0.05 -0.40 -0.04
0.13 -0.01 -0.31 0.03
0.23 0.06 -0.18 0.22
0.34 0.08 0.21 0.48
0.45 0.21 0.53 0.62
0.17 0.16 0.32 0.18
0.07 0.16 0.33 0.19

PNG
0.29

0.47
0.48
0.38
0.37
0.20
0.18
0.11
0.08
0.01
0.15
0.19
0.43
0.78
0.38
0.38

Terasen TRP

0.55
0.38
0.46
0.45
0.42
0.47
0.46
0.35
0.56

0.45

0.45
0.29
0.44
0.59

0.52

0.49

0.45

0.47

0.36

0.46

0.48

0.51

0.24

0.44

0.43

0.21
0.14
0.47
0.52
0.56
0.56
0.54
0.47
0.47
0.60
0.63
0.57
0.48
0.46
0.33
0.23
0.16
0.10
0.01

SCHEDULE 4

Ft Chicago nBvsta Utility bete

0.79
0.85
0.59
0.63
0.60
0.59
0.54
0.55
0.45

0.58

0.53
0.48
0.34
0.56

0.25

0.18
-0.05
-0.07
-0.42
-0.21
-0.18
0.29
0.47
0.38
0.39

0.62 0.53
0.53 0.50
0.22 0.39
0.20 0.41
0.22 0.40
0.27 0.41
0.28 0.41
0.40 0.44
0.47 0.47
0.56 0.54
0.58 0.52
0.57 0.47
0.46 0.43
0.53 0.51
0.27 0.35
0.24 0.07 24 0
0.14 80.0 0.14
012 00.1 0.12
-0.04-0.06 -0.05
0.05 0.14 050.
0.17 041 501
0.36 0.41 0.34
0.34 0.48 0.46
0.45 0.77 0.36
0.45 0.77 0.35



SCHEDULE 5

Energy  Materials Industrials Con Disc Cons Staple Health  Financials IT Telco Utilities
1992 0.47 1.17 1.29 1.04 0.88 1.07 1.14 0.83 0.51 0.72
1993 0.70 1.24 1.22 0.98 0.78 0.78 1.18 0.84 0.50 0.55
1994 0.68 1.27 1.15 0.92 0.76 0.85 1.14 1.11 0.58 0.63
1995 0.93 1.41 1.19 0.82 0.68 0.36 0.92 1.25 0.53 0.67
1996 0.93 1.28 1.10 0.83 0.66 0.39 1.02 1.36 0.61 0.65
1997 0.98 1.33 0.97 0.82 0.62 0.60 0.93 1.56 0.62 0.53
1998 0.85 1.12 0.94 0.80 0.60 1.02 1.11 1.40 0.92 0.55
1999 0.91 1.04 0.78 0.73 0.43 1.00 1.00 1.55 1.11 0.30
2000 0.67 0.74 0.73 0.69 0.23 1.10 0.79 1.78 0.92 0.14
2001 0.50 0.60 0.82 0.68 0.10 0.98 0.67 2.12 0.94 -0.03
2002 0.43 0.57 0.86 0.73 0.11 0.99 0.67 2.27 0.92 -0.06
2003 0.27 0.43 0.91 0.74 -0.04 0.85 0.39 2.75 0.82 -0.26
2004 0.17 0.42 1.04 0.81 -0.02 0.84 0.41 2.89 0.55 -0.14
2005 0.48 0.78 1.12 0.84 0.14 0.74 0.58 2.71 0.71 -0.01
2006 1.01 1.34 1.05 0.87 0.48 0.88 0.70 2.14 0.49 0.24
2007 1.41 1.47 0.95 0.74 0.54 0.56 0.55 1.22 0.59 0.44
2008 1.42 1.32 0.80 0.59 0.32 0.49 0.59 1.47 0.54 0.49
2009 1.35 1.24 0.83 0.56 0.28 0.42 0.79 1.23 0.48 0.42
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SCHEDULE 6

MARKET LAB

Wall St.'s woeful forecasting not getting better
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Company

Gas Distributors
Enbridge Gas Distribution
Zaz Metropolitain

Pacific Northern Gas
Terasen Gas

Union Gas Limited

Electric Utilities
Altalink L.P.

CU Inc.
Enersourcs
EMMAX

EPCCR Utilities Inc
ForisAlbera Inc.
ForisBC Inc

Hamilton UHilities

Hydre One

Hydro Citawa Holding Inc.
London Hydro

Maritime Electric
MNewfoundland Power
Mowva Scotia Power
Toronto Hydro

Veridian Corp.

FPipelines

Enbridge Pipelinas

NOVA Gas Transmission
Trans Quebec & Maritimes
TransCanada PipeLines
Wesicoast Energy

Medians
Gas Distributors
All Companies

DEEBT AND COMMON STOCK QUALITY RATINGS

Debt Rated

Senior Unsecured
Senior Secured
Senior Secured
Senior Secured

Senior Unsecured

Senior Unsecured

Senior Secured
Senior Unsecured
Issuer
Unsecured Debentures
Senior Unsecured
Senior Unsecured

Secured Debentures (DBRS)

OF CANADIAN UTILITIES

A

A
BEBilow)

A

A

A

A
Alhigh)
A
Allow)
Allow)
Allow)
BEB(high)

Senior Unzacurad (Moody's)

Senior Unsecured
Senior Unsecured
Senior Unsecured
Issuer
Eenior Secured
Eenior Secured
Senior Unsecured
Senior Unsecured
Issuar

Senior Unsecured
Senior Unsecured
Senior Unsecured
Senior Unsecured
Senior Unsecured

" \Withdrawn by company; BEB- prior to withdrawal.

Ms. McShane’s Schedule 3.

Alhigh)
A

A

Aflow)

Afhigh)
A

Alhigh)
A
Allow)
A
Allow)

Bond Rating
Moody's

Al
A3

Baal
Baa?

Aad

AZ
Baal

Al
A2

ces

Stock Ranking

WVery conservative

Average
ery conservative

ery conservative

ery conservative

ery conservative
ery conservative

Very conservative
Very conservative
Very conservative

ery conservative
WVery conservative

WVery conservative
WVery conservative

Very conservative
Very conservative

SCHEDULE 7



1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

Using data from McShane Schedule 26

LTC
9.25
8.03
7.14
6.53
5.69
6.12
5.73
5.63
5.98
5.68
5.55
4.78
4.22
4.55
4.35
4.19

ROE ADJUSTMENT FORMULAE

Spread
0.71
0.42
0.27
0.28
0.99
0.94
1.56
1.31
1.32
0.97
0.98
0.96
1.07
1.18
2.58
1.88

NEB
12.25
11.25
10.67
10.21

9.58

9.9

9.61

9.53

9.79

9.56

9.46

8.88

8.46

8.71

8.57

8.37

McShane
12.25
11.50
10.98
10.68
10.61
10.80
10.92
10.74
10.92
10.60
10.54
10.14
9.92
10.14
10.74
10.31

Boothl
12.13
11.07
10.33
0.88
9.60
9.90
9.92
9.72
9.99
9.59
9.49
8.91
8.54
8.84
9.39
8.92

SCHEDULE 8

Booth?2
12.10
11.04
10.30
9.85
9.57
9.87
9.89
9.69
9.95
9.55
9.46
8.87
8.51
8.81
9.36
8.89



