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CAARS 

VANCOUVER, B.C. 

December 17th, 2012 

 (PROCEEDINGS RESUMING AT 8:34 A.M.) 

THE CHAIRPERSON:   Please be seated.   

FBCU - PANEL 2, EXPERT OPINION ON BENCHMARK FAIR RETURN:  

KATHLEEN McSHANE, Resumed: 

MR. HOBBS:   Mr. Chair, Commissioners, I think I am the 

next on the list.  I have one filing, and it’s Dr. 

Safir’s evidence.   

THE CHAIRPERSON:   Okay.   

MR. HOBBS:   Or, opening.  Pardon me.  Dr. Safir’s opening 

statement.  

THE CHAIRPERSON:   Okay.   

MR. HOBBS:   If I may file that.   

THE CHAIRPERSON:   Thank you, Mr. Hobbs.  

MR. HOBBS:   It’s Exhibit C4-15.   

THE HEARING OFFICER:   C4-15.   

 (OPENING STATEMENT OF DR. ANDREW SAFIR MARKED EXHIBIT 

C4-14) 

THE CHAIRPERSON:   We should take a moment to say good 

morning to everybody, and I hope everybody had a good 

weekend.  I am sorry the weather didn’t cooperate.   

CROSS-EXAMINATION BY MR. FULTON (Continued): 

MR. FULTON:   Q:   Good morning, Ms. McShane.   

MS. McSHANE:   A:   Good morning.   
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MR. FULTON:   Q:   I want to move into the area of small 

utilities at this point.  And what you’ll need for our 

discussion is your evidence, Exhibits B1-20 and B1-24, 

the rebuttal evidence.  And I’ll begin with your 

evidence.  At page 127 of your evidence, you noted 

that "While there is no single right proportion for 

short-term debt in a deemed capital structure, utility 

industry data indicate that this proportion should be 

very small, for example, 1 to 2 percent."  Agreed?   

MS. McSHANE:   A:   Sorry, what page are we on?   

MR. FULTON:   Q:   Page 127, lines 3248 to 3250.   

MS. McSHANE:   A:   Oh, yes, I have that.   

MR. FULTON:   Q:   Okay.   

MS. McSHANE:   A:   And, yes, that’s what it says.   

MR. FULTON:   Q:   Okay.  And then am I correct in 

understanding that the utilities that you included in 

your sample to derive the 1.2 percent figure are the 

investor-owned Canadian utilities with rated debt that 

are found in Schedule 5 of Appendix F, page 2 of 2?  

So, Schedule 5, page 2 of 2 of Appendix F.   

MS. McSHANE:   A:   That’s correct.   

MR. FULTON:   Q:   Okay.  And can you explain why you 

believe this sample is representative of the utilities 

with rated debt in B.C.?   

MS. McSHANE:   A:   It’s not specifically intended to be 

rated utilities in B.C.  It was intended to cover a 
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full range of investor-owned utilities in Canada.   

MR. FULTON:   Q:   Okay.   

MS. McSHANE:   A:   I didn’t believe that there was 

anything unique to B.C. utilities that would suggest 

that the levels of short-term debt that rated 

utilities in B.C. maintained, which would suggest 

looking at them only.   

MR. FULTON:   Q:   Okay.  Now, the response to BCUC IR 

143.2, which is at -- in Exhibit B1-20 at page 350, 

the FBCU states in approximately the middle of the 

response that "short-term financing in FEI’s capital 

structure averaged 4.6 percent at year-end over the 

past five years, and reached a low of 0.1 percent and 

a high of 9.4 percent at year-end, December 31, 2011, 

and 2008 respectively." 

  And then if you turn to the response to IR 

189.2, which is found in B1-24 at page 95 --  

MS. McSHANE:   A:   Sorry.  Could you repeat where I’m 

going?   

    Proceeding Time 8:40 a.m. T2 

MR. FULTON:   Q:   Yes.  The response to BCUC IR 189.2, 

which begins on page 95 of Exhibit B1-24.  And on 

pages 96 and 98 there are tables and the average -- 

the short-term financing in both FEI and FortisBC's 

capital structure from those tables averaged 5.28 

percent for FortisBC Energy Inc. and 5.27 percent for 
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FortisBC Inc., correct? 

MS. McSHANE:   A:   Correct. 

MR. FULTON:   Q:   With those numbers in mind, would you 

not agree that the share of short-term debt financing 

in capital structure of investor-owned utilities with 

rated debt in B.C. is around 4 to 5 percent rather 

than the 1 to 2 percent for the Canadian industry 

average? 

MS. McSHANE:   A:   Based solely on those two utilities, 

those are the averages.  Those would reflect the 

specific circumstances of those two utilities over 

that time period including seasonality of the 

revenues.  The numbers would also be reflective of the 

utility’s external financing requirements. 

  So for example, for a company that needs to 

issue long-term debt in a fairly substantial sized 

issue, they would tend to build up short-term debt 

until such time as there was sufficient short-term 

debt that they could issue say 100, 150 million dollar 

long-term debt issues.  So that the circumstances need 

to be taken into account in determining how much would 

be appropriate for a small utility generically.   

MR. FULTON:   Q:   In your opinion, if the Commission were 

to determine that short-term debt should be included 

in the deemed capital structure of utilities without 

third party debt, should the Commission review the 
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appropriate portion of the deemed short-term debt at 

and only at cost of capital hearings?   

MS. McSHANE:   A:   So, for example, if we were talking 

about one of the small thermal energy projects, for 

example, which might have a revenue requirement 

proceeding every five years, then I would think that 

you would look at what the circumstances are for that 

utility at the time of the revenue requirement 

proceeding.  I don’t think it needs to be limited to a 

cost of capital proceeding.   

MR. FULTON:   Q:   I next want to discuss with you some 

approaches to calculate deemed interest rate for long-

term debt, and last week I provided your counsel with 

a witness aid styled Approaches to Estimating the 

Deemed Interest Rate for Long-Term Debt.  Do you 

recall seeing that document? 

MS. McSHANE:   A:   Yes, I do.   

Proceeding Time 8:45 a.m. T03 

MR. FULTON:   I do apologize, Mr. Chairman.  I thought I 

had copies of that document.  If we might just have --  

  My friend, Mr. Ghikas, has helped me out, 

Mr. Chairman.  We’ll make some more copies, but I 

would ask that the document headed “Approaches to 

estimating the deemed interest rate for long-term 

debt” be marked the next A exhibit, which is A2-43.   

THE HEARING OFFICER:   Marked A2-43.   
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 (DOCUMENT HEADED “APPROACHES TO ESTIMATING THE DEEMED 

INTEREST RATE FOR LONG-TERM DEBT” MARKED EXHIBIT A2-

43) 

THE CHAIRPERSON:   Thank you.  

MR. FULTON:   And you will notice at the bottom of A2-43, 

Mr. Chairman, that it says one of two.  The second 

page is on the reverse side.   

THE CHAIRPERSON:   Thank you.  Good use of resources.   

MR. FULTON:   Q:   Now, Ms. McShane, have you had an 

opportunity to review that document?   

MS. McSHANE:   A:   I have reviewed it, yes.   

MR. FULTON:   Q:   Okay.  And A2-43 shows three different 

approaches to estimating the deemed interest rate for 

long-term debt.  The first is the FBCU approach, which 

is described as Option 1.   

MS. McSHANE:   A:   Yes.   

MR. FULTON:   Q:   The second is the Corix approach.  And 

the third alternative is an alternative that staff is 

asking you to consider.  

  Now, do you first of all agree with the 

summary of the FBCU Option 1 that appears in A2-43?   

MS. McSHANE:   A:   Yes, I do.   

MR. FULTON:   Q:   Okay.  And do you also agree with the 

summary of the Corix alternative that appears in A2-

43?   

MS. McSHANE:   A:   Yes, I do.   
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MR. FULTON:   Q:   Okay.  Now, I want to focus my 

questions on the Corix and staff alternative first of 

all.  So can you tell me whether you agree or disagree 

with any part of the Corix proposal?   

MS. McSHANE:   A:   I think that the Corix proposal is a 

reasonable approach.  I don’t have any basic 

disagreement with the way they have suggested this 

might unfold.   

MR. FULTON:   Q:   If we then turn to the -- well, before 

we do that, in terms of Corix, do you agree with Corix 

that there may be a need to adjust the credit spread 

based on an assigned Triple-B credit rating to account 

for either significantly higher or lower business 

risks of a specific utility relative to a Triple-B-

rated entity?   

    Proceeding Time 8:51 a.m. T4 

MS. McSHANE:   A:   So if I understand what Corix is 

suggesting, they’re suggesting that there would be a 

benchmark credit spread which would be based on the 

assumption, I’ll call it the rebuttable, that the 

rating was Triple-B, Triple-B low.   

MR. FULTON:   Q:   Yes.   

MS. McSHANE:   A:   And that specific utilities should 

have the opportunity to present a case if they believe 

that their business risks were materially different 

from what effectively underlies the benchmark.   
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MR. FULTON:   Q:   Yes. 

MS. McSHANE:   A:   And that seems like it would be a 

reasonable approach and essentially create some 

efficiencies and streamlining.   

MR. FULTON:   Q:   Now if we turn to the third 

alternative, the Commission Staff alternative, can you 

tell us whether you agree with all or part of that 

alternative?  And if you do, why you do.  And I 

believe I said if you agree, but if you agree or 

disagree with all or part of it. 

MS. McSHANE:   A:   So the way I understand the way this 

is described is that there’s essentially a presumption 

that the entity is A-rated to start with.  But maybe 

I’ve misunderstood that.  Because Step 2 says "assign 

the credit rating based on an assessment of the 

business and financial risk".  And then effectively 

what I understand to be the case is that you look at 

what the credit spread for the Government of Canada -- 

between the Government of Canada Bond and an A 

utility, and add a premium if necessary to reflect 

whatever that credit rating is that’s been 

hypothetically assigned. 

MR. FULTON:   Q:   Yes. 

MS. McSHANE:   A:   So I guess the difference really is --

between the Staff’s approach and the other two 

approaches, is the idea that really an A-rated utility 
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is a benchmark where the other one, the other two are 

premised on Triple-B, Triple-B low being the 

benchmark, if I could sum it up that way.   

MR. FULTON:   Q:   Yes. 

MS. McSHANE:   A:   I guess my own personal view is that 

for the companies that we’re likely to be dealing 

with, that it is much more likely that they would be 

Triple-B on a standalone basis, and it makes sense to 

me to use a Triple-B yield as the benchmark to begin 

with.  And you could do that by using a Triple-B 

index.   

MR. FULTON:   Q:   And which Triple-B index would you use? 

MS. McSHANE:   A:   Well, there are two.  There’s a 

corporate Triple-B index that the DEX long-term 

Triple-B index, and there’s also a Bloomberg Triple B 

utility index that’s analogous to the Bloomberg A 

utility index that’s used by the Ontario Energy Board, 

for example, to set their deemed long-term debt rate 

for the Ontario electricity distributors.  

Proceeding Time 8:56 a.m. T05 

MR. FULTON:   Q:   So one could use either.   

MS. McSHANE:   A:   I think so.  I think it would be 

reasonable to use either.   

MR. FULTON:   Q:   Okay.  Is there anything else, then, 

you want to say about the third alternative?   

MS. McSHANE:   A:   No, the only -- well, I guess the 
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answer is yes.  I mean, I think still I would say that 

the Corix idea of having, you know, each utility have 

the ability to make a case that they might be 

different from the benchmark is a reasonable 

suggestion.   

MR. FULTON:   Q:   Okay.  Now, in terms of the three 

alternatives, are there parts of the alternatives that 

could be combined?  And by that I am suggesting is it 

just you adopt one of the three alternatives and 

that’s it, or alternatively can you pick which parts 

of the alternatives you want to use and apply a melded 

or a merged alternative?   

MS. McSHANE:   A:   Well, I guess when I look at the three 

alternatives, with the caveat that I’ve indicated on 

the staff alternative where I think it’s more 

appropriate to use a Triple-B as the benchmark, I 

mean, I think that these -- there is enough overlap in 

these approaches that you could, to use your term, to 

meld them in a way that sort of takes the best of all 

three.   

MR. FULTON:   Q:   Thank you.  Could I ask you to turn to 

page 88 of Exhibit B1-24?  And that page contains a 

table that is part of a response to BCUC IR 188.1.2 on 

page 87.  And I want to focus on the second cell that 

refers to regulated utility power generation energy 

and infrastructure.  So, the heading for that cell 
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was, “Please identify the comparable industry lines of 

business for each circumstance described, and why,” 

and you reference on that -- in that cell, regulated 

utility power generation energy infrastructure.   

  As an undertaking, could you compare the 

Fortis alternative, which appears on A2-43, and the 

staff alternative, which appears on the same exhibit, 

to derive the deemed long-term debt for a triple-B-

rated small utility using real data?  And the real 

data that I would like you to use is the most recent 

data for the entity -- the most recent data and the 

entities in the regulated utilities industry by proxy, 

and those are the entities that are described in the 

cell on page 88 of B1-24.   

MS. McSHANE:   A:   I will do my best.   

Information Request  

MR. FULTON:   Q:   Thank you.  Next I’d like to discuss 

interest automatic -- the interest automatic 

adjustment mechanism for short-term interest rates and 

in the response to BCUC IR B1-41 10.2, and I have a 

page reference.   

THE CHAIRPERSON:   344? 

Proceeding Time 9:01 a.m. T06 

MR. FULTON:   Yes, 344.  Thank you, Mr. Chairman.   

 Q:   The FECU mention that "If the Commission requires 

that there be a small component of short-term debt in 
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the capital structure, then the cost rate should be 

reviewed at the time of the revenue requirements 

review as is the case with other regulated utilities 

who forecast that they will use some short-term debt 

in the regulated capital structure during the test 

period."   

  Now, a five-year test period is being 

proposed by FortisBC Alternative Energy Services Inc. 

in the two proceedings that are currently before the 

Commission.  The District Energy System proceeding and 

the TELUS Garden Thermal Energy System proceeding.  

You’re aware of that?   

MS. McSHANE:   A:   I was aware of that, yes.   

MR. FULTON:   Q:   Yes.  And I’ve provided your counsel 

with extracts from the applications in both those 

proceedings.   

  And the references are at page 57 for the 

Kelowna District Energy System, just below the heading 

6.3, and for the TELUS Garden Thermal Energy 

application again it’s under the heading 6.3 at page 

56 of that application.   

  Mr. Chairman, while Ms. McShane is looking 

at the document, I would ask that the extracts from 

the application for the District Energy System and for 

the TELUS Garden matter be marked the next exhibit.  

These two applications, or the extracts, are on one -- 
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should be one exhibit.  And that, I believe, would be 

A2-44.   

THE HEARING OFFICER:   A2-44.   

(EXTRACTS FROM KELOWNA DISTRICT ENERGY SYSTEM APPLICATION, 

NOVEMBER 2, 2012 AND TELUS GARDEN THERMAL ENERGY 

SYSTEM APPLICATION, OCTOBER 16, 2012, MARKED EXHIBIT 

A2-44) 

MR. FULTON:   And the references, Mr. Chairman, to the 

initial five-year test period are on page 57, just 

immediately below 6.3, on page 2 of Exhibit A2-44.  

And then if you turn to the TELUS Garden Thermal 

Energy System, it’s page 56 again, just below the 

Section 6.3.   

 Q:   Now, you can tell me, Ms. McShane, when you’re 

ready for a question.   

MS. McSHANE:   A:   Oh, I’m sorry.  I didn’t realize you 

were waiting for me.  I’m ready.  

MR. FULTON:   Q:   Okay.  In the case of a five-year test 

period such as those being proposed in the two FAES 

proceedings, why wouldn’t an annual automatic 

adjustment to the deemed short-term interest rate 

using a formulaic approach similar to that used by the 

OEB be better than fixing the deemed short-term rate 

for the entire five-year test period?   

    Proceeding Time 8:51 a.m. T7 

MS. McSHANE:   A:   First of all, did we actually have a 
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question about an automatic adjustment mechanism 

applied to short-term debt?   

MR. FULTON:   Q:   In the IRs you mean? 

MS. McSHANE:   A:   I don’t remember addressing that issue 

specifically.  Maybe we did.   

MR. FULTON:   Q:   My understanding is that there wasn’t 

because it was being proposed to be reviewed at the 

revenue requirement.   

MS. McSHANE:   A:   Well, the Ontario Energy Board, I 

wouldn’t call what they do with short-term debt being 

an automatic adjustment mechanism.  What the Ontario 

Energy Board does is twice a year they elicit 

estimates from investment banks to determine a deemed 

short-term rate, and that deemed short-term rate 

becomes applicable for companies subject to the deemed 

short-term rate, which have rates that become 

effective on either of those two dates at which they 

do those estimates.   

  Now, my understanding is that the 

electricity distributors in Ontario are the ones -- 

some of them, not all of them but some of the smaller 

ones are the ones that would be governed by this 

deemed short-term debt rate, and because they are 

subject to performance-based rates I don’t believe 

that their cost of debt underlying their base rates 

changes until such time as their rates are rebased.  



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  686 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

So I don’t think there really is an automatic 

adjustment mechanism in the sense I understand you to 

be suggesting.   

MR. FULTON:   Q:   If a deemed short-term rate was 

calculated today, and if the short-term interest rates 

were to increase over the next five years, what would 

happen to the realized net income of a small utility 

or project if the deemed short-term interest rate was 

fixed until the next revenue requirements review in 

five years without being adjusted annually to keep up 

with the trend in interest rates?   

MS. McSHANE:   A:   Well, that’s sort of an interesting 

question because it really depends on whether there’s 

any actual short-term debt there.  In our discussion 

we’re really talking about deemed amounts.  So what 

actually would happen depends on how and if the small 

utility is actually financed.  It may only be deemed 

financing.  In principle, if the situation were as you 

describe, if they had an actual, actual short-term 

debt equal to the deemed and interest rates rose, 

their net income would be lower than it otherwise 

would be because they would only be allowed to recover 

a lower cost than they were incurring.   

Proceeding Time 9:11 a.m. T08 

MR. FULTON:   Q:   Thank you.  Now, you spoke just a few 

moments ago about what the OEB does in terms of 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  687 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

obtaining estimates, and it obtains up to six quotes, 

and it discards the highest quote and the lowest quote 

if there are six, and then uses the average of the 

remaining four.   

MS. McSHANE:   A:   That’s my understanding, correct.   

MR. FULTON:   Q:   Yes.  And if less than four quotes are 

obtained, it uses the average of the quotes it 

obtains.  

MS. McSHANE:   A:   Correct.   

MR. FULTON:   Q:   And in its response to BCUC IR 190.1, 

at page 99 of Exhibit B1-24, the FBUC -- the FBCU 

state that it "considers that there should be a 

minimum number of quotes obtained since having a 

minimum number of quotes would provide the Commission 

with a degree of assurance that the results are more 

representative of a consensus view."  What would be 

the minimum number of quotes that you would recommend?   

MS. McSHANE:   A:   I would say three.   

MR. FULTON:   Q:   I’d now like to turn to the issue of an 

interest automatic adjustment mechanism for deemed 

long-term interest rates.  And here I am going to 

refer to BCUC IR 141.10 at page 343 of B1-20, first of 

all.   

MS. McSHANE:   A:   Sorry, and the page number was, 

please?   

MR. FULTON:   Q:   343.   
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MS. McSHANE:   A:   343, okay.  I have that.   

MR. FULTON:   Q:   Okay.  And the references that I’m 

going to give you in this -- for this question, relate 

to whether the deemed debt rate should be fixed for 

the term of the deemed debt or changed annually.  So, 

if we begin with page 343, the statement appears in 

the response beginning with the second sentence. 

"In the FBCU’s view, the deemed debt rate 

should be fixed to match the selected term.  

The FBCU do not see any pros with annual 

varying the imputed cost of debt for what in 

principle should be viewed as a fixed rate 

debt instrument.  Varying a long-term debt 

rate annually potentially exposes the 

issuer, or the customer, to avoidable 

interest rate risk.”   

  And then turning over to page 345, there is 

a reference back in the response to 141.12 to 141.10, 

and in the last sentence of the response, after 

referencing back to 141.10, the statement appears: 

"The FBCU believe that the deemed cost rate 

should remain unchanged for the deemed term 

of the debt.”   

  And then finally if you could turn to 

question 188.8 in Exhibit B1-24, which is at page 93 

of that exhibit, the response to that question says in 
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part, 

"If the regulated entity applied for a fixed 

deemed debt rate for an amount of debt then 

the expectation would be that the rate would 

be set for the period in question.  

Additional debt issuance by the entity in 

question should reflect the appropriate rate 

applied for at the time the debt was to be 

incurred.” 

  Do you agree with the views that are 

expressed in the references to the information 

responses that I’ve provided you?   

MS. McSHANE:   A:   Yes, I do.   

    Proceeding Time 9:17 a.m. T9 

MR. FULTON:   Q:   Okay.  In your view are there any 

circumstances where the utility would come back to the 

Commission to reopen and change the deemed debt rate 

that was approved for a specific amount of debt before 

the end of term?   

MS. McSHANE:   A:   I can’t think of any.  I was 

proceeding on the assumption that the deemed debt 

would be effectively, you know, treated the same way 

as a real debt issue.  Off the top of my head I can’t 

think of any reasons that a utility would come back to 

the Commission to have the rate for a real debt issue 

reset before the term ends.  There may be situations 
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that I’m not thinking of, but nothing comes to mind. 

MR. FULTON:   Q:   Thank you.  Now, if you turn back to 

page 344 of Exhibit B1-20 and the response to BCUC IR 

141.10.2, there the question was asked whether the 

deemed cost of debt should be evaluated annually or 

biannually at the time of the revenue requirements 

review, and the FBCU stated: 

“For long-term debt, not unless the small 

utility has actually issued debt whose cost 

differs from the previously deemed rate.” 

  Now, in that response, am I correct in 

understanding that response that what the FBCU 

describes is a situation where they would request a 

change to the deemed debt rate before the end of the 

term? 

MS. McSHANE:   A:   Yes, because they’ve actually issued 

debt.  It’s not asking for a different deemed debt 

rate.  It’s asking for a real debt rate. 

MR. FULTON:   Q:   Thank you.  And if the Commission 

allowed that type of reopener, would you agree that 

the utility is more likely to ask for a change in debt 

rate if the rate on its issued debt is higher than the 

deemed rate than if the rate on its issued debt is 

lower than the deemed rate?   

MS. McSHANE:   A:   Sorry, I didn’t follow that. 

MR. FULTON:   Q:   Okay.   
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MS. McSHANE:   A:   I think I followed but -- 

MR. FULTON:   Q:   Okay.  Is it more likely that in those 

circumstances -- is it more likely for the utility to 

ask for a change in the debt rate if the rate on its 

issued debt is higher than the deemed rate than if the 

rate on its issued debt is lower than the deemed rate?  

MS. McSHANE:   A:   No, I don’t think so.  If they 

actually issue debt, whether it’s above or below, 

they’re going to ask for a change.  I don’t think it 

would be reasonable to expect that a company would go 

out and actually issue debt and then not seek to have 

the rate on actually issued debt reflected in revenue 

requirements.   

MR. FULTON:   Q:   All right.  Let’s then perhaps consider 

a couple of hypotheticals.  If at Year 8 a utility is 

able to go out on the markets and issue long-term debt 

at a fixed rate lower than its previously approved 

deemed rate, would you agree that the utility has no 

incentive to ask the Commission to decrease the 

utility’s deemed debt rate to match the actual rate 

before the end of the deemed debt term?   

    Proceeding Time 9:22 a.m. T10 

MS. McSHANE:   A:   Well, they may not have a financial 

incentive but they have actually gone out and issued 

debt, I mean it seems to me that they have an 

obligation to come to the Commission and say, “We’ve 
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issued debt.  Here’s the cost of this debt.  This cost 

of debt should be reflected in the revenue 

requirements.” 

  My understanding is as well, and I’m not a 

lawyer, but that if the company were to issue debt 

they have to get permission from the Commission to 

issue the debt.     

MR. FULTON:   Q:   Next if we could turn to the issue of 

the relationship between debt and return on equity, 

and begin with page 123 of your evidence, lines 3135 

to 3140. 

THE CHAIRPERSON:   What page was that, Mr. Fulton? 

MR. FULTON:   Page 123. 

THE CHAIRPERSON:   Sorry, okay, I was at 23. 

MS. McSHANE:   A:   I have that.     

MR. FULTON:   Q:   And last week I provided your counsel 

with a document headed Credit Rating and Equity Risk 

Premium Guidelines.   

MS. McSHANE:   A:   Yes, I have that.   

MR. FULTON:   Mr. Chairman, if we could mark that document 

the next A2 exhibit, it will be A2-45.   

THE HEARING OFFICER:   Marked A2-45.   

 (DOCUMENT HEADED "CREDIT RATING AND EQUITY RISK 

PREMIUM", MARKED EXHIBIT A2-45) 

MR. FULTON:   Q:   Okay.  Now, Ms. McShane, I’ll let you 

read lines 3135 to 3141 to yourself, and then I’ll ask 
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my questions.   

MS. McSHANE:   A:   I’ve read those. 

MR. FULTON:   Q:   Okay.  Now, let’s consider a scenario 

in which two small utilities or projects face the same 

financial risk as implied by their identical deemed 

capital structure but different levels of business 

risk.  Does it follow that they should be assigned 

different credit ratings for the purpose of 

calculating their deemed interest rates?   

MS. McSHANE:   A:   Based on the hypothetical scenario you 

gave me, possibly.  Depends on how different the 

business risks are, but it would be likely that they 

could if -- have different credit ratings if one had 

significantly higher business risks than the other and 

the same capital structure.   

MR. FULTON:   Q:   And then if we look at a second 

scenario in which a small utility or project faces the 

same level of financial risk and the same business 

risk as a benchmark utility, does it follow that the 

standalone credit rating assigned to the small utility 

should be the same as that of the benchmark utility? 

Proceeding Time 9:27 a.m. T11 

MS. McSHANE:   A:   Well, I think there are three 

components.  One is what I'll call the fundamental 

business risks.  You can go through and say, well, 

this small utility has, you know, very similar 
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fundamental business risk to the benchmark.  It’s the 

same capital structure but the fact remains it’s still 

a very small utility.  So, it would unlikely to be 

able to raise debt on a stand-alone basis at an A 

rating.  So it probably still should be treated as a 

Triple-B company for cost of debt purposes.   

MR. FULTON:   Q:   All right.  If a small utility or 

project had a deemed capital structure identical to 

the benchmark utility’s capital structure, would you 

say that the two utilities face the same level of 

financial risk?   

MS. McSHANE:   A:   They have similar financial risk as 

measured by that one factor, but financial risk isn’t 

only capital structure.  I mean, it’s also whatever 

credit metrics a rating agency would look at, which 

are a function of more than just capital structure.  

They’re a function of, you know, the cash flows from 

the operation.   

MR. FULTON:   Q:   Okay.  Now, in terms of the second 

scenario, if the Commission were to find that the 

small utility or project’s business risk is neither 

higher nor lower than that of the benchmark utility, 

would you agree that no equity risk premium over the 

benchmark utility ROE would be justified in that case?   

MS. McSHANE:   A:   So, if the Commission were to find -- 

I’m just going to repeat it to make sure that I 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  695 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

understand what you said.  If the Commission were to 

find that including size factors -- I added that -- 

that the Commission were to conclude that the small 

utility were no -- had no greater business risk or had 

the same business risk as the benchmark, and the same 

capital structure, then it would logically follow that 

their ROEs should be the same.   

MR. FULTON:   Q:   Thank you.  For any individual small 

utility or project, would you say that there needs to 

be some consistency between the approved deemed debt 

rates and the allowed return on equity?   

MS. McSHANE:   A:   I’m not sure what you mean by 

“consistency”.  They should be consistent in the sense 

that all of the relevant factors across utilities 

should be taken into account.  They should be 

consistent across utilities as far as cost of debt.  

They should be consistent across utilities as far as 

common equity return.   

MR. FULTON:   Q:   So hypothetically if a small project 

had the same capital structure as the benchmark 

utility, and the Commission found that the project was 

not facing higher business risks than the benchmark 

utility, in your opinion would allowing this project 

to earn the same ROE as the benchmark utility, with no 

equity risk premium, but assigning it a Triple-B 

rating to derive its deemed debt, be inconsistent?   
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MS. McSHANE:   A:   I think a bit, yes.  Because, I mean, 

the Triple-B debt rating would capture in my view the 

size elements of the ability to raise debt.  So, we 

are sort of saying that there is additional size-

related risk there which we haven’t reflected in the 

ROE.  Which investor -- equity investors likely would.   

Proceeding Time 9:33 a.m. T12 

MR. FULTON:   Q:   Okay, thank you.  Now, if we can turn 

to Exhibit A2-45.  And the first key assumption 

underlying the framework for the guidelines in A2-45 

is that the capital structure of the small utility is 

the same as that of the benchmark utility.  The 

exhibit then provides three possible scenarios for a 

small utility’s business risk relative to that of the 

benchmark utility.  The Commission could find either 

that the business risk faced by the small utility is 

lower, the same, or higher than the benchmark utility.  

And those scenarios are found in column 4.   

  And if we take R-1 as an example, if the 

Commission found that the business risk and the 

financial risk, as implied by capital structure, are 

the same for the small utility and the benchmark 

utility, it would mean that there was no premium or 

decrement over the benchmark ROE.  And so that outcome 

is found in the third column of cells.   

MS. McSHANE:   A:   Sorry.  So --  
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MR. FULTON:   Q:   So the business risk and the financial 

risk as implied by the capital structure are the same?  

And that’s in the fourth column of cells.  And that 

being the case, on an R-1 low credit rating, it would 

mean that there would be no premium or decrement -- 

the outcome would be that there would be no premium or 

decrement over the benchmark ROE.   

MS. McSHANE:   A:   So, I have a situation where I have a 

small utility which is presumed to be able to raise 

short- and long-term debt at the same cost as the 

benchmark utility, at the same capital structure.   

MR. FULTON:   Q:   Yes.   

MS. McSHANE:   A:   I mean, that’s what those cells show, 

but for a small utility, that to me is a highly 

unlikely scenario.   

MR. FULTON:   Q:   Can you comment on whether you see 

value in these guidelines to establish consistent 

deemed debt rates and return on equity for small 

utilities or projects without third-party debt?   

MS. McSHANE:   A:   Well, the idea is fine, in the sense 

that it establishes sort of relationships.  So that if 

I had another utility that was of the same business 

and financial risk as the benchmark utility, mentally 

I could say to myself these are -- you know, these are 

the outcomes I would expect.  I would expect it to 

have a similar short-term debt cost, I would expect it 
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to have a similar long-term debt cost.  I would expect 

it to have a similar ROE.  So, you can sort of -- you 

could look at utilities to see if you were being 

consistent across all of the utilities that you are 

charged with setting the allowed return for.  

  I guess the problem I’m having a bit is, 

there does seem to be -- because of the way the table 

is set up, a presumption that you could have small 

utilities that would equate to the benchmark utility.  

And I just think that that’s not likely.  But the idea 

of having the increments I think is a good one. 

    Proceeding Time 9:38 a.m. T13 

MR. FULTON:   Q:   The next issue that I want to address 

with you are credit ratings for short-term and long-

term debt instruments, and if you could turn to BCUC 

IR 144.5, B1-20, and also have before you B1-24, the 

response to BCUC IR 191.1.   

MS. McSHANE:   A:   Sorry, and the second -- I have the 

first one and the second one was? 

MR. FULTON:   Q:   191.1, which is at page 100 of the 

Exhibit B1-24. 

MS. McSHANE:   A:   I have both of those.   

MR. FULTON:   Q:   Okay.  And in the response to IR 144.5 

it states in part that a short-term debt rating of R-1 

Low generally maps to long-term credit ratings in the 

A category.  And then the response to 191.1 says that 
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long-term ratings in the Triple-B to Triple-B Low 

category generally map to short-term ratings of R 

minus 2 Mid to R minus 2 Low.   

  Now, as an undertaking, if you look back at 

A2-45, could you provide in one table a short-term 

debt rating scale to the long-term debt rating scale 

of DBRS, Moody’s and Standard & Poors?  So that what 

would happen is you would have six columns, two 

similar to the first two columns on A2-45, although I 

will point out that in A2-45 the DBRS short-term debt 

rating scale to the DBRS long-term debt rating scale 

is indicative only.  So if there are different scales 

that you have, you can change them in your document.  

So one would have two columns for DBRS short-term, 

long-term; one, two columns for Moody’s short-term and 

long-term; and one for Standard & Poors short-term and 

long-term. 

MS. McSHANE:   A:   I can do that. 

Information Request  

MR. FULTON:   Q:   Okay, thank you.   

  I’d now like to turn to the issue of small 

utility size as a component of investment risk, and if 

we begin with your evidence at pages 134 to 136, and 

would you agree with me that in that portion of your 

evidence you’ve provided the Commission with the 

Alberta Utilities Commission example which granted 
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AltaGas a 43 percent equity ratio compared to ATCO Gas 

of 39 percent?   

MS. McSHANE:   A:   Yes. 

MR. FULTON:   Q:   Okay.  And in terms of the difference 

in the allowed equity ratio, this is equal to 4 

percent or 400 basis points increase to the equity 

thickness, correct? 

 Proceeding Time 9:43 a.m. T14 

MS. McSHANE:   A:   It’s four percentage points different, 

yes.   

MR. FULTON:   Q:   Yes.  Would you also agree with me that 

by increasing the equity thickness, you are not 

granting an equity risk premium.  In other words, 

simply increasing the equity thickness is not the same 

as granting an equity risk premium.   

MS. McSHANE:   A:   That’s correct.   

MR. FULTON:   Q:   Now, on page 139 of your evidence, you 

also provide a further example, and that relates to -- 

pardon me, page 135, you provide a second example, and 

that is the example of the Régie adopting an equity 

risk premium for a Gazifère of 25 to 50 basis points 

above the applicable benchmark utility?   

MS. McSHANE:   A:   Yes.  

MR. FULTON:   Q:   Okay.  In your opinion, do you consider 

the 25 to 50 basis points a reasonable recognition of 

the small-size utility’s inherent risks?   
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MS. McSHANE:   A:   I’d say it very much depends on the 

specific company.  I’m not sure I could say that as an 

overall proposition, that would be the case.  I think 

in the case of Gazifère, a 50 basis point different at 

the common equity ratio that it was is appropriate.   

MR. FULTON:   Q:   Okay.  Do you know what the empirical 

evidence was that the Régie relied upon to base its 

decision of the 25 to 50 basis points?   

MS. McSHANE:   A:   I’m trying to remember.   

MR. FULTON:   Q:   Well, let me be more specific, then.  

Your evidence at page 135 refers to the Morningstar 

study.  Do you know whether the Régie relied upon the 

Morningstar study?   

MS. McSHANE:   A:   My recollection is that they had that 

information, but I’m not positive.  The answer to your 

question specifically is, if you’re asking whether 

they said, “Are 50 basis points, or are 25 to 50 is 

based on X, Y, Z,” they did not.  That I know.   

MR. FULTON:   Q:   Okay.  Certainly your evidence at page 

35 indicates that there are studies which show that 

small companies tend to exhibit higher betas than 

larger companies, correct?   

MS. McSHANE:   A:   Yes.   

MR. FULTON:   Q:   And the studies that you refer to are 

the Morningstar studies that appear as footnotes 166 

and 167?  
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MS. McSHANE:   A:   Yes.   

MR. FULTON:   Q:   And you also refer to Mid-Cap and 

Micro-Cap stocks at lines 3463 to 3470.   

MS. McSHANE:   A:   Yes.  

MR. FULTON:   Q:   In your opinion, would Gazifère be a 

Micro-Cap company?  

MS. McSHANE:   A:   Yes.   

MR. FULTON:   Q:   What about Fortis Alternative Energy 

Services Inc.?  Would it also be a Micro-Cap company?   

MS. McSHANE:   A:   Yes, in the individual projects within 

it as well.   

MR. FULTON:   Q:   Okay.   

MS. McSHANE:   A:   Obviously.   

MR. FULTON:   Q:   Yes.  You would agree, I take it, that 

all the projects currently operating in FAES are small 

utility projects.   

MS. McSHANE:   A:   Yes.   

    Proceeding Time 9:49 a.m. T15 

MR. FULTON:   Q:   So, if we were to use capital markets 

terminology and also apply a standard -- a stand-alone 

approach to reviewing each of the FAES projects, would 

you consider FAES as a whole to be a Micro-Cap 

company, or do you consider the projects individually?   

MS. McSHANE:   A:   Well, I think I would look at the 

projects individually, but the fact is that FAES as a 

whole would be considered Micro-Cap in this taxonomy.   
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MR. FULTON:   Q:   And now if we turn to Mid-Cap stocks, 

would FEI be an example of a Mid-Cap stock?   

MS. McSHANE:   A:   Yes.  Within the Ibbitson breakdown, 

yes.     

MR. FULTON:   Q:   And in terms of the Morningstar study, 

is it relevant only in the context of CAPM returns?  

In other words, is it only relevant if you use a CAPM 

model to evaluate returns?  

MS. McSHANE:   A:   No.  This is the way the study was 

conducted, but the findings that smaller Cap stocks 

seem to require have -- require higher returns and 

have achieved higher returns is independent of the 

type of model that’s used to do the estimation.   

MR. FULTON:   Q:   If the Commission were to determine 

that the benchmark ROE is to be based on a multiple of 

other common equity rate model such as DCF, the 

comparable earnings test as two examples, would you 

need to amend the 200 basis points return?   

MS. McSHANE:   A:   I’m not sure what you mean by amend.   

MR. FULTON:   Q:   Would you need to change it? 

MS. McSHANE:   A:   I don’t see that there’s anything to 

change.  These data were provided for the purpose of 

simply giving the Commission some evidence of higher 

returns required for small utilities.  There was no 

attempting being made on my part to try to say that, 

you know, a small utility in B.C. requires 200 basis 
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points.  That wasn’t the intention of this evidence.  

It wasn’t trying to pin a number for a utility, if you 

will. 

MR. FULTON:   Q:   How relevant or how much weight do you 

-- in your view, should the Commission place on the 

Morningstar study, given that it appears to only be 

based on the CAPM model?   

MS. McSHANE:   A:   I think it’s relevant in the sense 

that -- these studies are done year after year and 

they consistently show that small utilities require 

higher returns than larger utilities.  I don’t really 

think that its usefulness should be judged by the fact 

that it only uses the CAPM test to derive these 

conclusions. 

MR. FULTON:   Q:   Okay. 

MS. McSHANE:   A:   Again, I mean, as I said to you, I’m 

not using -- I’m not trying to say by setting this 

material out that these are the returns that the 

Commission should employ in determining how much 

additional return might be required for a small 

utility.  It was simply to provide some background, if 

you will, for higher returns for small utilities.      

 Proceeding Time 9:54 a.m. T16 

MR. FULTON:   Q:   Do you know if the Morningstar study 

has been applied, or accepted, by any Canadian public 

utility’s Commission?   
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MS. McSHANE:   A:   I don’t know what you mean by 

“accepted”.  If you’re asking me --  

MR. FULTON:   Q:   Relied upon.   

MS. McSHANE:   A:   -- if anybody’s actually taken the 

results literally and said, “I’m going to add 200 

basis points,” no.  And that, again, that wasn’t the 

intention of providing the study.   

MR. FULTON:   Q:   Okay.  At the bottom of page 135 of 

your evidence, you -- and I’m at lines 3475 to 3477 -- 

you state that the Morningstar study demonstrated that 

the returns for small publicly-traded electric utility 

-- electric, gas, and sanitary utilities have been 

approximately 1.5 and 3 percentage points higher on 

average than large -- than those of large utilities.  

Can you clarify what that means?  In other words, 

which large utilities are you talking about?   

MS. McSHANE:   A:   I don’t know specifically what 

utilities were in the analysis.  But what Ibbitson has 

done is taken all the different industries and tried 

to determine whether or not they are conclusions that 

-- of the small size effect hold across industries.  

And they have shown that for the utility sector, in 

the United States, that this phenomenon still occurred 

-- has occurred.   

MR. FULTON:   Q:   Okay.  Do you know whether the 1.5 

percent to 3 percent is measured in terms of ROE or 
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net income?   

MS. McSHANE:   A:   No, these would be market returns.   

MR. FULTON:   Q:   If you could turn back to Exhibit B1-

20, page 331, which contains in your response to BCUC 

IR 139.3 -- so, 331, Mr. Chairman. 

  And I’ll just let you read the question and 

answer to yourself, Ms. McShane, and then you can tell 

me when you finish that, and I’ll ask my question.   

MS. McSHANE:   A:   I’ve read this.   

MR. FULTON:   Q:   Now, here the question asks for your 

comments on the OEB’s 2006 decision which no longer 

considers utility size as a proxy for risk in setting 

capital structures.  And your response says that in 

your view the OEB was motivated to reduce barriers to 

consolidation industry and having different capital 

structures would be a barrier.  That’s a summary of 

the question, an accurate summary of the question and 

answer?   

MS. McSHANE:   A:   Yes, I think that’s fair.  

MR. FULTON:   Q:   Okay.  And can you tell me whether your 

response is based on the wording of the decision, or 

it represents a view -- it represents your own view?   

MS. McSHANE:   A:   Well, it was intended to, I guess, 

represent my interpretation of what they said.  I 

mean, I was taking their words.  They said in the 

decision when they were talking about "the issue of 
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size differentiated capital structures, that the 

trend" -- and then in bracket, "(prior mergers and 

acquisitions in the Ontario distribution sector)" 

underscores the need to ensure that the board does not 

create barriers to consolidation.  In the board’s 

view, one of those barriers is the differing capital 

structures of distributors."   

MR. FULTON:   Q:   All right.   

MS. McSHANE:   A:   So, I was looking at their words.   

    Proceeding Time 9:59 a.m. T17 

MR. FULTON:   Q:   All right.  Thank you for that 

clarification.   

  If you could next turn to your response to 

BCUC IR 139.5 which is at page 332 of B1-20, and there 

your response in part says: 

“The small size of the FAES projects 

warrants a higher common equity ratio than 

the recommended common equity ratio for 

benchmark FEI.” 

 And that’s because of certain risk factors related to 

small size.   

MS. McSHANE:   A:   Right.   

MR. FULTON:   Q:   Do I take it that what you are urging 

here is an increase in the equity ratio as a component 

of the capital structure? 

MS. McSHANE:   A:   What I’m saying is that all other 
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things equal -- of course they never are, but all 

other things equal, that I would anticipate having a 

higher common equity ratio for these small projects 

than for the benchmark utility.   

MR. GHIKAS:   Mr. Chairman, if I may interject here, I 

could see where my friend’s questions were tied in 

with the deemed debt issues that are part of the Phase 

1 earlier on.  We’ve now come, I think, across the 

line and into Phase 2.  And being cognizant of the 

time in particular, in my submission, my friend should 

be careful not to go into the issues that are in Phase 

2 and the equity risk premium associated with small 

utilities is clearly one, in my submission, that falls 

within a Phase 2.   

MR. FULTON:   What my questions are directed to, Mr. 

Chairman, are the framework rather than the actual 

equity ratio, and I appreciate that those actual 

ratios will be dealt with in Phase 2.   

THE CHAIRPERSON:   Thanks.  You may proceed but keep it 

tight.   

MR. FULTON:   Right.  Thank you.  

 Q:   Would you agree with me that in the thermal 

energy projects proposed by the FAS that are presently 

before the Commission, FAES has proposed a capital 

structure for those projects similar to the capital -- 

the current benchmark’s capital structure? 
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MS. McSHANE:   A:   I believe that that was the case for  

-- I believe that is the case, but my recollection is 

that in one of the most recent ones that was filed 

there was a short discussion about the fact that FAES 

considered the 40 percent to be too low for those 

types of projects, and that should be an issue that 

would be dealt with more generically in this 

proceeding, I believe.   

MR. FULTON:   Q:   And don’t those thermal energy projects 

also propose an equity risk premium of 50 basis points 

above the benchmark’s return? 

MS. McSHANE:   A:   The FAES ones -- 

MR. FULTON:   Q:   Yes. 

MS. McSHANE:   A:   -- as opposed to those of others? 

MR. FULTON:   Q:   Yes. 

MS. McSHANE:   A:   I believe they all have, yes. 

MR. FULTON:   Q:   So could you clarify then what your 

recommended approach is for a generic methodology for 

recognizing a utility’s small size?  Should the 

Commission increase the equity thickness?  Should it 

recognize an increased ROE?  Or should it adopt a 

combination of both approaches? 

MS. McSHANE:   A:   Well, the Commission’s general 

approach has always been to take both -- to use both 

capital structure and ROE as -- I’ll call them 

adjusting variables, and I mean I think that it can 
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still continue to use both in the context of smaller 

utilities as well.  But it need not limit itself to 

just capital structure or ROE.    

Proceeding Time 10:04 a.m. T18 

MR. FULTON:   Q:   Okay.  If the Commission were to grant 

a higher equity thickness as opposed to a higher ROE, 

what would you consider the determining factors or 

criteria should be for that result?   

MS. McSHANE:   A:   I’m not sure I understood the thrust 

of your question.  Are you asking me what factors 

should they consider to determine whether -- which 

variable to use?  Or --  

MR. FULTON:   Q:   Yes.  If they were only to grant a 

higher equity thickness as opposed to a higher return 

on equity.   

MS. McSHANE:   A:   They’re the same factors that they 

would consider if they used both variables.  What are 

the business risks?  I mean, how small the utility is, 

it’s just a question of where they want to reflect it.  

If they want to reflect it in both capital structure 

and ROE, or in just ROE, or a combination of the two.   

MR. FULTON:   Q:   Would you agree with me that you are 

not proposing a size premium per se, you are only 

recommending that the Commission recognize the risks 

involved with small-sized utilities when they 

establish the ROE for those utilities?  
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MS. McSHANE:   A:   Correct.   

MR. FULTON:   Q:   And this, I think, leads into the point 

that Mr. Ghikas was raising, and demonstrates that 

where we were going, at least, is it your opinion that 

during the next phase of the proceeding, when the 

Commission is looking at each utility’s equity risk 

premiums decrement compared to the benchmark, that 

that is the place where the Panel could recognize 

utility size as one of the risk factors facing any 

particular utility?  

MS. McSHANE:   A:   Correct.  

MR. FULTON:   Q:   And perhaps I could take you next to a 

Corix response in Exhibit B2-10, which is a response 

to IR 42.8.  Exhibit B2-10, IR 42.8.  There, Corix 

says that "The determination of the cost of common 

equity is always an art and not a science."  Do you 

agree with that statement?   

MS. McSHANE:   A:   It’s a combination.  So, there is some 

science, obviously, underlying it, and there is some 

art or judgment.   

MR. FULTON:   Q:   Okay.  Would you agree with me, though, 

that the exercise for determining the cost of equity 

is a very subjective exercise?   

MS. McSHANE:   A:   It is somewhat subjective.  But the 

subjectivity is within the context of data and factual 

information.  And I think that’s exactly, you know, 
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what the second line of this response says.  

“Subjectivity can be minimized by relying on empirical 

evidence and financial modeling.”   

MR. FULTON:   All right.  Thank you, Ms. McShane.  Those 

are my questions.  Thank you, Mr. Chairman.   

THE CHAIRPERSON:   Thank you, Mr. Fulton.  It’s about five 

after ten.  It might be a good opportunity to break 

and we’ll come back with any Panel questions at that 

time.   

 (PROCEEDINGS ADJOURNED AT 10:09 A.M.) 

 (PROCEEDINGS RESUMED AT 10:27 A.M.) T19/20 

THE CHAIRPERSON:   Please be seated. 

  Mr. Ahmed?   

MR. AHMED:   Mr. Chairman, I have one undertaking for 

filing.  This is FortisBC Utilities' Undertaking 

Number 12.  The transcript reference where the request 

was made is Volume 3, page 385, line 25 to page 386, 

line 11.  It was a request that Ms. Leeners provide a 

summary of how much capital was spent during the most 

recent performance-based rate-making period.  I 

believe this should be Exhibit B1-48.   

THE HEARING OFFICER:   Marked B1-48.  

 (RESPONSE - "FORTISBC UTILITIES UNDERTAKING  

 NO. 12", VOLUME 3, PAGE 385, LINE 25 TO PAGE 386, LINE 

11, MARKED EXHIBIT B1-48) 

MR. AHMED:   Thank you, Mr. Chairman.   
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THE CHAIRPERSON:   Commissioner Giammarino, would you like 

to start?   

COMMISSIONER GIAMMARINO:   Sure, if I can just find one -- 

yes.  Yes, fine.  Should I start?   

THE CHAIRPERSON:   Yes, do.  

COMMISSIONER GIAMMARINO:   Good.  Ms. McShane, I just want 

to clarify some things in my head.  I’ve read through 

and there is just a few questions, I think, of clarity 

that I’d like.  So, if you could turn to Volume 3 of 

the proceedings.  On page 484, line 14.  Are you 

there?   

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   Okay.  On line 14, Mr. Wallace 

says to you,  

"Okay, well what it looks to me like you’re 

doing is you’re taking the historic equity 

returns and subtracting the current long-

term Canadas to get your risk premium…" 

 And the subsequent response, I wasn’t clear, that -- 

is that what you do?  You take the historic equity 

returns and subtract the short-term -- sorry, the 

long-term risk-free rate?   

MS. McSHANE:   A:   What I do is I assess the long-term 

historic return.  Well, let me back up. 

  So, first I look at the historic risk 

premium, measured as the equity market returns and the 
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income portion of the long-term Canada bonds.   

COMMISSIONER GIAMMARINO:   Mm-hmm.   

MS. McSHANE:   A:   And then what I tried to do is to 

assess the two pieces of that, the equity returns and 

the income returns, to determine whether any 

adjustments need to be made to either, to determine 

the forward-looking risk premium.  So I would say no, 

I don’t simply subtract the current or expected yield 

on Long Canadas from the historic equity market 

returns.  But I do determine that the historic equity 

market returns have not trended either way, down or 

up, and so they remain a reasonable approximation of 

the future, whereas with the Long Canada -- I mean, we 

obviously have gone through a sea change, if you will, 

in the level of those returns.  So I do reflect the 

lower expected bond returns in my estimate of the 

future market risk premium.   

COMMISSIONER GIAMMARINO:   I’m sorry, but the number that 

you used, I think -- I still don’t think I know the 

answer to the question.  The 7.2 to 7.5, that was 

taking the historical average, wasn’t it, of 11 and a 

half equity return over your data period, and 

subtracting from that the 4 percent.  Isn’t that what 

you did?  

MS. McSHANE:   A:   It effectively works out to that.  But 

I go through a significant amount of other analysis to 
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determine that that’s an appropriate return and risk 

premium.   

COMMISSIONER GIAMMARINO:   Okay.  If you could just -- 

okay.  So you’ve considered it, but effectively that’s 

what you’ve done.   

MS. McSHANE:   A:   That’s -- I mean, it is equivalent to 

that at the end of the day.   

COMMISSIONER GIAMMARINO:   That’s right.  Now, if you 

could turn to your Schedule 2, page 1 of 2.   

MS. McSHANE:   A:   Sorry, which --  

COMMISSIONER GIAMMARINO:   In your evidence, Schedule 2, 

page 1 of 2.  Schedule 2.  Did I say schedule?   

THE CHAIRPERSON:   No, you said it correctly.  I heard it 

wrong.   

MS. McSHANE:   A:   These are -- this is the interest rate 

schedule?   

COMMISSIONER GIAMMARINO:   That’s right.   

MS. McSHANE:   A:   Sorry.  Schedule.   

COMMISSIONER GIAMMARINO:   Schedule.   

MS. McSHANE:   A:   I’m American, I’m sorry.   

COMMISSIONER GIAMMARINO:   That’s all right.  Canadians 

are schizophrenic.  We use both of them. 

  So if we could look at the 1990.  Suppose  

-- you see the number there.  The short-term interest 

rate, the T-bill rate, for 1990 was 12.81 percent.   

MS. McSHANE:   A:   Correct.   
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COMMISSIONER GIAMMARINO:   So if we were to do what you 

did, if we were at a hearing in 1990, we would get 

probably a negative risk premium or a zero risk 

premium.   

MS. McSHANE:   A:   Well, that’s the short-term rate.  I 

mean, if literally that had been what had been done, 

then that’s -- then you’re right.   

COMMISSIONER GIAMMARINO:   Right.   

    Proceeding Time 10:34 a.m. T21 

MS. McSHANE:   A:   I mean, that’s what would fall out of 

it.  I don’t believe that’s literally what I’ve done.  

What I’ve done is to look at whether historic equity 

market returns are an appropriate estimate of the 

future, and even in 1990  -- I mean I don’t think that 

if you were looking at the Long Canada as opposed to 

the T-Bill, right?  That the long-term expectation 

would have been that it was -- and here we’re looking 

at an annual number of 10-69.  I think it would have 

been somewhat lower than that.   

COMMISSIONER GIAMMARINO:   All right.  Now, if we went -- 

the data is not there for the ‘80s but the bond rates 

and the risk-free rate were even higher. 

MS. McSHANE:   A:   Yes, they were. 

COMMISSIONER GIAMMARINO:   Yes.  So there would have been 

periods, I’m guessing, you know, that you’d get an 

extremely small zero, possibly negative risk premium.   



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  717 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

MS. McSHANE:   A:   You could have.  I think that there 

was evidence at that time that the market risk premium 

was considerably lower than it is now.   

COMMISSIONER GIAMMARINO:   Okay, but it is standard 

procedure in most textbooks that I know of to take the 

average of the market return minus some debt, usually 

the risk-free, through that period.  Would you agree 

with that? 

MS. McSHANE:   A:   Sorry, say that again please? 

COMMISSIONER GIAMMARINO:   Let me ask it just a slightly 

different way.  Can you provide me with a reference to 

not subtracting off the current period's return every 

time -- in getting an estimate of the risk premium, I 

wonder if you can find a reference for me that would 

do what you effectively did.  In other words, everyone 

that I could think of would subtract the current 

period’s debt yield from the current period’s market 

return and take the unconditional mean of that as 

their estimate of the risk premium.  And I couldn’t 

think of, but you might have one, a reference that 

would say no, what you can do is take the 

unconditional average return on the market, subtract 

the current risk premium from that.  Is there a 

reference you can give me? 

MS. McSHANE:   A:   No, I doubt that I can find you an 

academic reference that would indicate that.  I think 
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perhaps what’s missing from what I’m saying to you is 

that what I’m effectively indicating is that the 

historic equity market returns are in effect 

representative of the forward-looking market return. 

COMMISSIONER GIAMMARINO:   Okay, thanks.  Can you turn to 

page 88 to 98, and I’m not going to ask you anything 

specific here.  So just if you could just refresh your 

mind about what happens on page 88 to 98.  So this is 

where you’re doing a relative risk adjustment.   

MS. McSHANE:   A:   Right. 

COMMISSIONER GIAMMARINO:   Okay.  This is -- there was a 

lot of analysis here and I’m just trying to put it 

together in my head, so I’m hoping this might work.  

Can I just describe to you what I think you did, and 

you can tell me, “No, you’ve got it completely wrong,” 

or that’s kind of what you did. 

MS. McSHANE:   A:   Okay. 

COMMISSIONER GIAMMARINO:   Okay.  So it seems to me that 

what you did is you said, “Look, a single factor, 

CAPM, has an intercept larger than the risk-free 

rate.”  And can we refer to that as Alpha?  Would that 

be okay?   

MS. McSHANE:   A:   Fine. 

COMMISSIONER GIAMMARINO:   Okay.  So there’s an Alpha in 

the -- and can I call the traditional CAPM the single 

factor? 
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MS. McSHANE:   A:   Sure. 

COMMISSIONER GIAMMARINO:   There’s one factor, it’s the 

market.  And then you’ve done some analysis to suggest 

that a second factor is the return to long-term bonds 

and that it seems to explain returns.   

MS. McSHANE:   A:   Well, partly.  I did look at interest 

rate sensitivity as the second factor and concluded 

that it explained some more, that there was still a 

lot less that wasn’t.   

COMMISSIONER GIAMMARINO:   Right.  Okay, then you compared 

the Alpha -- can I continue to call it the Alpha?  Of 

a two-factor model? 

MS. McSHANE:   A:   You may.   

COMMISSIONER GIAMMARINO:   You’ve got this two-factor 

Alpha.  And that’s effectively -- and you compare that 

to the risk-free rate and you say the differences are 

risk adjustments.  Is that a fair summary of what you 

did?  I’m looking for simplicity here just to -- 

because there’s a lot of analysis. 

    Proceeding Time 10:40 a.m. T22 

MS. McSHANE:   A:   Okay.  What I say is that in order to 

derive a reasonable estimate of the relative risk 

adjustment going forward, that differences needs to be 

somehow captured or incorporated into the relative 

risk adjustment.   

COMMISSIONER GIAMMARINO:   Right, and you took that Alpha 
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and you’ve added it to the single factor capital asset 

pricing law, basically.   

MS. McSHANE:   A:   No, I added it to both.  I did it with 

the single variable model but I also incorporated it 

into the two-variable model. 

COMMISSIONER GIAMMARINO:   Right, okay, great.  That’s 

very helpful to me.  I was wrestling with what exactly 

was happening on those pages and I think you helped to 

clarify it. 

  Can I ask you a few questions about what 

you did and just -- we all have to -- of course you 

make choices as you’re analyzing.  So did you consider 

-- you reference a nice summary by Fama and French 

that looks at the capital asset pricing model and 

summarizes a huge literature that has looked at what 

else might explain returns, and they come up with, 

well, three factors, they’ve now added four:  size and 

book to market, which we’ve heard a lot about.  We’ve 

heard a lot about size today. 

  So it seemed to me when I saw what you did 

that given your objective it would have been 

reasonable to consider doing an analysis like Fama and 

French, of three or four-factor model instead of 

taking the one interest rate sensitivity.  Is that 

something that you think is a reasonable thing to do?  

And then I guess why didn’t you do that if you think 
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it’s reasonable?   

MS. McSHANE:   A:   I think it’s reasonable to try to 

capture these other factors.  I know that it’s been 

very difficult to have regulators accept the 

Fama/French type models, and I think given the fact 

that it is that difficult and depending on the data 

you use, you don’t necessarily get results that are 

something that’s easily translatable into a return for 

these purposes.   

COMMISSIONER GIAMMARINO:   Perhaps.  You know, the common 

terms for them are value and growth stocks. 

MS. McSHANE:   A:   Right. 

COMMISSIONER GIAMMARINO:   In size of the market --   

MS. McSHANE:   A:   Right. 

COMMISSIONER GIAMMARINO:   So I think most investors use 

that as a way of thinking about things.   

MS. McSHANE:   A:   I don’t disagree with you that, you 

know, people think about it that way.  I think what’s 

difficult is to try to actually capture and quantify 

it and have it be something that’s -- have those 

factors be -- not constant, that’s the wrong term, but 

to have those factors be sustainable over a period of 

time.  That’s still not the right word.  It’s up here 

somewhere but -- 

COMMISSIONER GIAMMARINO:   Yes, I think in general we talk 

about the robustness of the results. 
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MS. McSHANE:   A:   Yes. 

COMMISSIONER GIAMMARINO:   And I think, you know, they 

have been beaten to death.  Wouldn’t you agree?  The 

literature has certainly spent a lot of time.  So on 

that basis you might also agree it’s not unreasonable 

to look at that as an expert in the area. 

MS. McSHANE:   A:   Fair enough. 

COMMISSIONER GIAMMARINO:   I know that -- I sympathize and 

understand -- 

MS. McSHANE:   A:   Right. 

COMMISSIONER GIAMMARINO:   -- your concern about whether 

regulators would accept it.   

MS. McSHANE:   A:   Yeah, and I have tried at different 

points in time to try to come up with, you know, 

estimates of those factors that would, as you used the 

correct word, that were robust and have not had much 

success in determining something that I would feel 

comfortable presenting to a regulator and asking them 

to accept that as an alternative model. 

COMMISSIONER GIAMMARINO:   But to some extent you have 

walked down that road a little bit by adding a factor. 

MS. McSHANE:   A:   True.  True enough. 

COMMISSIONER GIAMMARINO:   Can I ask you also about your 

estimate of the Alphas?  You did that on a utility 

index, so that’s a portfolio of utility stocks. 

MS. McSHANE:   A:   Right. 
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COMMISSIONER GIAMMARINO:   And then you -- but you did 

your CAPM on a portfolio of comparable firms.  Right?  

So when you estimated the CAPM you had different firms 

that had traded securities.  Have I got that right? 

MS. McSHANE:   A:   You’re talking about the actual market 

portfolio?   

COMMISSIONER GIAMMARINO:   No, no, sorry.  When you 

estimated betas for the CAPM, you used comparable 

individual firms that -- 

MS. McSHANE:   A:   Yes, right.   

Proceeding Time 10:44 a.m. T23 

COMMISSIONER GIAMMARINO:   That were comparable, because 

they were in the same industry, that sort of thing.   

MS. McSHANE:   A:   Correct.  

COMMISSIONER GIAMMARINO:   But the analysis in page 88 to 

98 uses a utility index.   

MS. McSHANE:   A:   Correct.   

COMMISSIONER GIAMMARINO:   So that seems a little unusual, 

that switch, to me.  Because the utility index would 

include stocks that you might not see as comparable.  

So, what was the rationale for going for an index in 

that part of the analysis and then comparable firms in 

the other?   

MS. McSHANE:   A:   Mostly ease of analysis, frankly.  

COMMISSIONER GIAMMARINO:   Okay.   

MS. McSHANE:   A:   But that the utility index, at least 
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historically, has had in it the major publicly traded 

gas and electric utilities.  So there are others in 

there that you might not consider to be strictly 

comparable.  But it’s not the utility index of the old 

days, where, you know, it had Bell BCE.  I mean, it -- 

the index that I used was the old gas and electric 

index, which is then -- which then ended in 1987, I 

guess, that the data end.  No, I think they actually 

end later than that.  But we have data for the new 

index going back to ’87.  So it’s mostly a gas and 

electric index up through the end of the '80s.   

COMMISSIONER GIAMMARINO:   Your estimation period in these 

pages 88 to 98, is 1970 to 2011?  

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   And your estimation period for 

betas is typically five years of monthly data, is that 

right?   

MS. McSHANE:   A:   It -- the betas are over a number of 

five-year periods, yes.   

COMMISSIONER GIAMMARINO:   Oh, okay.   

MS. McSHANE:   A:   Monthly data and weekly data.   

COMMISSIONER GIAMMARINO:   So what guided that choice?  

Now, can I just add a little bit, so that I could get 

an answer to another part?  On page 91, footnote 1 of 

2 at the very bottom of that.  And just a simple part 

of that quote, where you say, “Because of the 
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availability of monthly data in computer-readable  

form …”  Was that what motivated this choice?  Or was 

there something else?   

MS. McSHANE:   A:   I had always used monthly data.  No 

particular reason other than that that seemed to be 

the standard for quite a while.  But obviously that’s 

changed.  There is a lot more use of weekly betas 

based on weekly data than there was before.   

COMMISSIONER GIAMMARINO:   Sorry.  My question is more 

about the estimation period.  You’ve got one estimate 

of this two-factor model that goes for 41 years.  And 

the betas are five years.   

MS. McSHANE:   A:   But -- true, but the betas cover 

multiple five-year periods.   

COMMISSIONER GIAMMARINO:   Right.   

MS. McSHANE:   A:   I mean, the idea with the model that 

goes back to 1970 was to try to capture how much in 

the long term -- how much difference there was between 

what the CAPM predicts and what has actually been 

earned by utilities.  Not to limit it to just 

specifically five-year periods.   

COMMISSIONER GIAMMARINO:   I guess what’s prompting my 

inquiry is this -- sort of the typical explanation of 

the five-year window that I’ve heard historically is 

that we worry about the stability of the firm.  And, 

you know, 10 years ago or 40 years ago, it may not 
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have been the same company.  And so there were studies 

that showed that betas were stable, if you go back 

five years.  And that’s like the average beta.  So 

there is no reason for you to be confined to that, or 

constrained to that, for a utility. 

  But, so I wouldn’t have been surprised to 

see a longer term on both these regressions, or a 

shorter term on both.  But you matched, you mixed and 

matched, and that would cause me to wonder why you 

would have -- do you think the utility index is 

stable?  The betas are stable -- but somehow the 

individual utilities are not, when you did the beta?   

MS. McSHANE:   A:   I guess I really hadn’t thought about 

the individual utilities versus the portfolio.  I can 

see where you might, with respect to individual 

company betas, look at some longer-term betas.  I 

mean, there is no -- as I said, no magic in five 

years.  You know, to some extent, you're trying to see 

whether there has been any trend or any instability in 

them.  So, I mean, it’s nice to be able to look at 

them on sequential five-year periods, just --  

Proceeding Time 10:49 a.m. T24 

COMMISSIONER GIAMMARINO:   Okay.  A simple methodology 

question.  You regressed returns on excess market 

returns, and then you looked at the intercept and 

compared it to the risk-free.  It seems to be more 
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standard to do excess returns on excess returns.  So 

we would have been subtracting the risk-free from both 

the company returns and, you know, the answers are 

probably going to be very similar.  But I’m just 

wondering why you chose to do it that way. 

  And of course then you have the problem of 

comparing the intercept with the risk-free, whereas if 

you had done excesses on excesses, we could talk about 

the significance of the intercept, and that would -- 

it’s all handled, you know?  

  So it seemed like an unusual specification.  

I just wondered why you would have gone that way.   

MS. McSHANE:   A:   I guess I did it that way so that I 

ended up with a return.   

COMMISSIONER GIAMMARINO:   Yeah.   

MS. McSHANE:   A:   A measure of the utility return.  But 

I understand what you’re saying, that that would be an 

alternative way, that an appropriate way to do it 

would -- to look at the differences versus the 

differences.   

COMMISSIONER GIAMMARINO:   Okay.  You talk about 

benchmarks and on page 15 you state, “The concept of a 

hypothetical utility is too ambiguous to serve as a 

meaningful yardstick for the purposes of comparing 

business risk of utilities.”  That’s the quote. 

  And so, my question, I guess, stems from 
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the fact that FEI is not traded.  And so as a result 

you have to construct hypotheticals in looking at 

earnings growth forecasts, in looking at betas.  

You’ve got to come up with data.  And that’s 

necessarily going to require that we look at a 

hypothetical benchmark.   

MS. McSHANE:   A:   Right.  I have to say, I struggled a 

little bit with this, and there is a footnote in here.   

COMMISSIONER GIAMMARINO:   Okay.   

MS. McSHANE:   A:   On page 14, that basically says that 

when you select the comparable companies to begin 

with, effectively that’s what you are doing, right?  

Is you are saying that these are, in a sense, 

hypotheticals.  You’re not going to find a company 

that has the same characteristics as FEI.   

COMMISSIONER GIAMMARINO:   Right.   

MS. McSHANE:   A:   And what I was trying to do in my head 

was to say, what’s the difference between doing that 

part of the process, where you’re trying to choose 

companies that you can use as comparables, because FEI 

isn’t traded -- what’s the difference between that?  

And then the second step, or what we’re referring to 

here, I guess, as Stage 2, where the Commission is 

going to be effectively charged with figuring out what 

differences in ROE or capital structure there should 

be as between FEI and the other B.C. utilities.  So, 
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to me, it made sense, you know, once we had gotten to 

the point where we had an ROE and capital structure 

for FEI, then it made more sense to use FEI -- the 

characteristics of FEI, to be able to assess what the 

ROEs and capital structure should be for the other 

B.C. utilities.   

COMMISSIONER GIAMMARINO:   Right.   

MS. McSHANE:   A:   As opposed to trying to say, “Well, 

you know, the ROE and -- an ROE of, let’s say, 10 

percent on 40 percent equity would apply to some 

company that has -- I don’t know, 100,000 customers 

and it’s got, you know, this and that and the other 

hypothetical characteristics.”  Well, you can’t go out 

and find me one of those companies.   

COMMISSIONER GIAMMARINO:   Sure.   

MS. McSHANE:   A:   So, what good does that do you?   

COMMISSIONER GIAMMARINO:   Yeah, but my point really was 

that on page 15 you’ve presented what sounded like a 

very strong case that we’ve got the benchmark here.  

And I just -- and I think I’ve heard from you now.  I 

wanted to confirm that you agreed that there is a lot 

of adjustment required when we are doing a lot of the 

analysis on betas, on growth and what-not.   

  It’s a hypothetical benchmark.  We can’t go 

out and look at the traded securities and say this is 

-- these are now the returns that the investors 
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expected on FEI. 

    Proceeding Time 10:55 a.m. T25 

MS. McSHANE:   A:   Correct.  That’s absolutely right.  

You are looking at comparables and what the returns 

for those companies that you determined to be 

relatively similar to FEI, but yet are publicly 

traded.   

COMMISSIONER GIAMMARINO:   One small follow-up question to 

that.  One way in which they’re clearly not 

comparable, I guess, is the capital structure across 

your comparable firms.  They’re going to be different 

from each other and different from the proposed for 

FEI.  So did you take asset -- did you unlever the 

betas essentially and -- 

MS. McSHANE:   A:   Did not, no. 

COMMISSIONER GIAMMARINO:   Okay.  So that’s something that 

would be a fairly reasonable and quick adjustment.  I 

don’t know how it would affect your results. 

MS. McSHANE:   A:   It would be a reasonable adjustment, 

it would be a reasonable thing to do.  I mean if you 

proceeded on the premise that what you had were 

companies that were for sure the same business risk, 

right, and then that would make sense, that you would 

unlever the betas to get to the asset beta and then 

lever them back to get to the 40 percent that you’re 

proposing. 
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COMMISSIONER GIAMMARINO:   Okay.  Now, can I talk about 

dividend discount a bit.  So we’ll go away from page 

88.  Thank you for your help.  That was good.  And I’m 

looking at something you said, so it’s in Volume 4 of 

the proceedings near the end of the day.   

MS. McSHANE:   A:   When I was tired and would have said 

anything? 

COMMISSIONER GIAMMARINO:   Yes.  We all were.  Yes, and 

we’re going to go to page -- sorry, 666.  It’s a bad 

omen.  And it’s line 17 that I’d like you to look at.   

MS. McSHANE:   A:   Yes, I have that. 

COMMISSIONER GIAMMARINO:   Yes.  So here you were 

discussing a question that Mr. Fulton raised about 

Enbridge and growth and that sort of thing, and I just 

want to -- and it was late in the day so I just need 

to clarify.  In this quote you’re saying that, well, 

you know, when we look at companies with different 

growth, they typically have different earnings/price 

ratios, and so these things -- now, you said  

"… Not saying that they’re going to entirely 

offset each other, so that you’d get exactly 

the same answer…" 

 By "answer" I think you mean the same cost of capital. 

MS. McSHANE:   A:   Right.   

COMMISSIONER GIAMMARINO:   But we do know some things 

about growth options, right?  So I just want to, I 
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want to make sure, it’s true we don’t know what will 

happen at the end of the day, but if I do have two 

companies that are identical in their core operations, 

and one of them has a growth options, that company 

will be riskier.  I guess would you agree is the way I 

should be saying this.  Would you agree?  That company 

will be riskier because growth options are risky.  And 

so the cost of capital would be higher.   

MS. McSHANE:   A:   I would say that as a general 

proposition you’re right that if a company has -- a 

lot of its expected return is in the growth, then 

there’d be more uncertainty around that.  So yes. 

COMMISSIONER GIAMMARINO:   Okay.  Okay. That’s fine.  

There were a couple -- I think that was sufficient. 

  Now, can I talk to you about comparable 

earnings for a little bit.  On page 2 of your 

testimony you say, “The economic principle guiding the 

fair return is the opportunity cost principle.”  You 

probably don’t have to turn to it if you trust that 

that’s what you’ve written.  It’s a very simple 

statement.  

  Now, the opportunity costs, we think of the 

investor’s position and there’s two components of that 

in my mind, so tell me if this is consistent with what 

you were thinking of.  There’s the amount of money 

that they have and the expected cash flows they will 
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receive per dollar invested.   

MS. McSHANE:   A:   From the investor’s perspective, yes. 

COMMISSIONER GIAMMARINO:   That’s right, okay.  So the 

amount of money that they have is captured by the 

market value.  The amount of money that is at risk at 

any time for an investor -- sorry, that is -- the 

opportunity costs would play on is the market value.  

In other words, an investor could sell at the market 

value and reinvest in this hypothetical alternative 

that we keep thinking about where the opportunity cost 

comes from.   

MS. McSHANE:   A:   By that definition, yes. 

Proceeding Time 11:00 a.m. T26 

COMMISSIONER GIAMMARINO:   Okay.  And you have said 

elsewhere, and I might have the quote, but there are 

differences between market and book.   

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   Yes.  And they will come about, 

you talked about inflation and that.   

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   Okay, that’s good.  Now, the 

other part of it, though, is the return per dollar.  

Right?  And the return for dollar is the cash that the 

investor can spend.  When we think of a return, an 

investor, they say, if I give up a dollar today, I 

will be able to spend $1.10 tomorrow in cash.  Is that 
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okay?  You’d agree with that.   

MS. McSHANE:   A:   Right.   

COMMISSIONER GIAMMARINO:   Okay.  So now when we do a 

comparable earnings, though, we take a ratio of net 

income and divide it by some kind of average book 

value.  Is that correct?   

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   So the net income is not a cash 

flow measure.   

MS. McSHANE:   A:   No.   

COMMISSIONER GIAMMARINO:   And the book value is not a 

measure of the market value.   

MS. McSHANE:   A:   No.   

COMMISSIONER GIAMMARINO:   So it seems to me that 

comparable earnings is kind of some distance from the 

opportunity cost principle.   

MS. McSHANE:   A:   Within the context of utility 

regulation, because that’s the way we measure returns, 

and we apply the market return to a book value equity 

and a book value capital structure, to my mind, the 

comparable earnings measured in the way we do is 

relevant only within -- only really within the utility 

regulatory framework.   

COMMISSIONER GIAMMARINO:   But would you disagree with the 

distance between the idea of an opportunity cost and 

that measure?  So if I can summarize what you just 
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said, it’s that as a practical matter, this might be 

easier to work with.  Is that kind of --  

MS. McSHANE:   A:   No, I don’t think I mean it as a 

practical matter.  It is because of the utility 

paradigm.  We don’t set the return on market value.  

We take a market return and we apply it to book value.  

The book value of the assets, the book value of the 

equity.  So, to me, because the regulatory framework 

here in North America is on original cost, we don’t 

look at capital structures generally, on a market 

value basis.  When we do the cost of capital, it’s all 

related to book value.  So somehow we need a measure 

of return that is done consistent with the same model 

that we use to set the returns.  And that’s why to me 

comparable earnings is relevant.   

COMMISSIONER GIAMMARINO:   But you would agree that in 

terms of an opportunity cost, it doesn’t match up that 

closely to what we would consider the exact 

opportunity cost to the investor.   

MS. McSHANE:   A:   No, it is not an opportunity cost in 

the same sense that you were talking about.   

COMMISSIONER GIAMMARINO:   Okay.  Thanks.  Can I go on?  I 

have a few more questions.   

THE CHAIRPERSON:   Absolutely.   

COMMISSIONER GIAMMARINO:   Can I ask you about the risk --  

MS. McSHANE:   A:   It’s like a master class.   
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COMMISSIONER GIAMMARINO:   Yes.  Sorry, I know.  And 

everyone who thinks that they left school is probably 

cringing right now. 

  The risk-free rate.  Can I ask you about 

the risk-free rate?  So in the CAPM, the risk-free 

rate is -- maybe we should -- would it be okay if I 

call it the default-free rate?  We want something that 

will be paid for sure.   

MS. McSHANE:   A:   Yes.   

COMMISSIONER GIAMMARINO:   Okay.   

MS. McSHANE:   A:   You could call it that.   

COMMISSIONER GIAMMARINO:   Now, the ideal would be a 

dollar that’s paid at points in time that correspond 

to the dollars that are paid by -- as an opportunity 

cost, again.  We say, well, the investor could have 

invested in a risk-free security, and in an idealized 

world, we could have a dollar that’s delivered if FEI 

is going to deliver a dollar of cash flow next 

quarter, the offset for that would be a dollar 

delivered by the government default-free next quarter.  

So we would -- what we would like is a series of 

promises to pay a dollar.  That would be the ideal 

risk-free default-free asset.  Would you agree?  

Stripped securities, if that would help, or stripped 

bonds.   

MS. McSHANE:   A:   Well, I think that’s what we’re trying 
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to get at, yes.   

    Proceeding Time 11:05 a.m. T27 

COMMISSIONER GIAMMARINO:   So I am surprised to see all 

the work that goes into estimating forecasts of the 

bond yields, and dealing with bond yields that don’t 

match up, perhaps, to the cash flows you’re looking at 

when we do have a series of expected -- not expected, 

of returns for dollars quarterly.   

  So the Bank of Canada published its 

quarterly -- they’re called spot rates.  That would be 

the return -- the one-year spot rate would be a return 

for the first year, if I got a dollar at the end of 

the year.  So you can get quarterly cash flows 

dollars, and they have rates for every maturity.  And 

there’s so much work that’s gone in in your report, 

and others, on using other surrogates.  I’m wondering 

why you wouldn’t just go directly to the spot curve 

that the Bank of Canada publishes.   

MS. McSHANE:   A:   Are you talking about the zero thing 

that they do? 

COMMISSIONER GIAMMARINO:   Yeah.  Yeah, the zeroes, yeah.  

Yeah, I’m wondering if you’d agree that that would be 

an idea risk-free asset.  It would give you a dollar 

for every quarter.  You know, that’s pretty good.   

MS. McSHANE:   A:   I know this issue had been addressed 

in another proceeding that I was in and someone else 
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had proposed that rather than looking at the 

forecasts, which -- 

COMMISSIONER GIAMMARINO:   Fraught with difficulty. 

MS. McSHANE:   A:   Pardon me?   

COMMISSIONER GIAMMARINO:   It is fraught with -- you’d 

agree that the forecasts are fraught with 

difficulties.  We’ve got forecasts.   

MS. McSHANE:   A:   I guess all forecasts are, you know, 

they’re uncertain.   

COMMISSIONER GIAMMARINO:   Yeah. 

MS. McSHANE:   A:   But I think, you know, we are trying 

to match up the cost of equity not just today but 

looking forward because we’re looking at a forward 

test period.  So that to me is why we’ve tried to 

incorporate forecast Long Canadas rather than -- 

COMMISSIONER GIAMMARINO:   But you -- so these things go 

30 years and would you agree that, you know, a 30-year 

strip rate includes forecasts?  Those are investors’ 

forecasts are built into the -- 

MS. McSHANE:   A:   Today. 

COMMISSIONER GIAMMARINO:   Yeah. 

MS. McSHANE:   A:   Yeah.  I mean effectively that’s the 

information that’s incorporated into today’s interest 

rates.   

COMMISSIONER GIAMMARINO:   Okay.  So just the bottom line 

is you’d agree that might be an alternative to 
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consider. 

MS. McSHANE:   A:   It’s a possibility.  I mean it’s 

something that regulators have considered before and 

then we’ve all sort of stayed with using the consensus 

forecast to develop ROEs.  I don’t know that there’s 

necessarily anything that you really gain from going 

to the zeroes over using the consensus forecasts 

consistently.   

COMMISSIONER GIAMMARINO:   Can I talk about your global 

considerations?  So on page 74 you say: 

“Equity markets are global.  Investors are 

increasing committing equity funds beyond 

domestic borders.”  

MS. McSHANE:   A:   Yes. 

COMMISSIONER GIAMMARINO:   How did you include that in 

your analysis? 

MS. McSHANE:   A:   How did I include it?  Indirectly by 

giving weight to U.S. data as well as to Canadian-

specific data.  I didn’t do a world CAPM or anything 

like that, if that’s what you’re asking.  Just more -- 

COMMISSIONER GIAMMARINO:   Yeah, I was wondering about if 

your CAPM, if you adjusted the market to take into 

account holdings of U.S. securities for instance. 

MS. McSHANE:   A:   Not specifically, no.  I mean I did 

give weight to the data, but there’s no specific 

weighting one way or the other.   
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COMMISSIONER GIAMMARINO:   Okay.  About business risk and 

diversification.  On page 11 you say: 

“The overall cost of capital to a firm 

depends in the first instance on business 

risk.” 

MS. McSHANE:   A:   Start at page 11? 

COMMISSIONER GIAMMARINO:   Yes, I’m sorry. 

MS. McSHANE:   A:   Yes. 

COMMISSIONER GIAMMARINO:   I should wait till you get 

there. 

MS. McSHANE:   A:   I’m there.   

COMMISSIONER GIAMMARINO:   So you say: 

“The overall cost of capital to a firm 

depends in the first instance on business 

risk.” 

MS. McSHANE:   A:   Yeah. 

COMMISSIONER GIAMMARINO:   Now, would you agree that some 

of that risk is diversifiable?  And can I give you an 

example, if customers switch from gas to electricity 

or vice versa in my pension fund, for instance, that’s 

probably diversifiable?   

Proceeding Time 11:10 a.m. T28 

MS. McSHANE:   A:   It’s diversifiable within the context 

of a portfolio.   

COMMISSIONER GIAMMARINO:   That’s right.   

MS. McSHANE:   A:   Less diversifiable for FEI as a stand-
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alone entity, who has to deal with the customers 

moving from natural gas to electricity.   

COMMISSIONER GIAMMARINO:   Okay.  All right.  So I’m not 

saying that that risk is irrelevant, but in terms of 

the opportunity cost investors can diversify their 

portfolios.   

MS. McSHANE:   A:   Investors can diversify their 

portfolios, yes.   

COMMISSIONER GIAMMARINO:   Now, I would -- and so, what 

I’m trying to clarify here is that when you talk about 

these business risks as relevant to the cost of 

capital, I would interpret that as talking about the 

component -- the total risk, which affects the 

possibility of bankruptcy and financial distress and 

difficulty, that sort of thing.  And is that what you 

were getting at with that statement?   

MS. McSHANE:   A:   It is referring to the specific 

business risks faced by an individual company, which 

would lead to variability in their returns.  And lead 

to the possibility that that company won’t be able to 

recover its invested capital.  So it’s not 

specifically within the context of the capital asset 

pricing model, or diversified portfolios, but specific 

to that investment.   

COMMISSIONER GIAMMARINO:   Okay.  Sorry, I’ve just got to 

find -- okay.  If I can get you to turn to page 67, 
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line 1711.   

MS. McSHANE:   A:   I have that.   

COMMISSIONER GIAMMARINO:   So it’s bullet 1 that I want to 

ask you about. 

"The CAPM attempts to measure within the 

context of a diversified portfolio what 

return an investor should require in 

contrast to the return that the investor 

does require, or what returns are actually 

available to investments of comparable 

risk." 

  So, my question on that is, I just don’t 

understand it at all.  So can you explain what you’re 

saying in that first statement?   

MS. McSHANE:   A:   To me, the capital asset pricing model 

is a formula which has certain assumptions behind it.  

So, if you look at a beta, for example, you take a 

risk-free rate and you add a beta times the market 

risk premium, and within the assumptions of the model, 

that is supposed to tell you what return you should be 

looking for from this investment within the context of 

a diversified portfolio.  It may be something quite 

different from the return you actually could get from 

investments that are similar to the -- whatever ones 

you’ve actually assessed by reference to the model.   

COMMISSIONER GIAMMARINO:   So you don’t see it as an 
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opportunity cost.  That return, because of --  

MS. McSHANE:   A:   I see it as one way of getting at it, 

but I also see that what comes out of the formula 

result could be quite different, for example, in the 

case of utilities, where the returns that have been 

achieved by utilities and the returns that have been 

estimated by reference to a discounted cash flow test, 

for example, which looks directly at utility returns, 

those expectations oftentimes are quite different than 

what comes out of the capital asset pricing model.   

COMMISSIONER GIAMMARINO:   Okay.  So you -- I think, if I 

understand the bottom line, it’s that there are other 

explanations of returns -- not that there -- that 

statement was confusing, because it was first of all 

normative.  It said you should, which is -- I’m not 

sure where the normative part came from, and because 

it is an opportunity cost estimate.  You may not like 

the estimate, but that doesn’t make it any more 

normative than any other test, for instance. 

    Proceeding Time 11:15 a.m. T29 

MS. McSHANE:   A:   Well, I mean, I guess we could agree 

to disagree on that, but I do view it as a normative 

state. 

COMMISSIONER GIAMMARINO:   I see. 

MS. McSHANE:   A:   A normative model in the sense that 

basically what -- the model is saying if all of these 
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assumptions hold, which we all know they don’t, but if 

all these assumptions hold, what you should expect is 

the risk-free rate plus the beta times a market risk 

premium.  And the fact is that reality may be a lot 

more complicated than that.   

COMMISSIONER GIAMMARINO:   Okay.  I think I’ve just got 

one more question.  On page 31 if we go to line 785. 

MS. McSHANE:   A:   Yeah, I have that. 

COMMISSIONER GIAMMARINO:   Okay,  

"The comparative earnings yield EP, the 

inverse of the price earnings ratio provide 

a rough guide to the direction of the market 

cost of equity over this period.  The 

forward EP of the S&P 60 is increased from 

approximately 5.2 to 7.8, implying that the 

market cost of equity has risen since late 

2009."   

  Now, elsewhere in your analysis you use the 

dividend growth model and we know there’s another 

component to the return in that model.  It’s not just 

the earnings price but there’s also the growth rate. 

And you have in your discussion of capital markets 

talked about how there’s uncertainty, the economy is 

slowing, so that could imply maybe slower growth.  And 

I guess my question is do you agree that this is only 

part of the story?   
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MS. McSHANE:   A:   The earnings/price ratio. 

COMMISSIONER GIAMMARINO:   Yeah. 

MS. McSHANE:   A:   Oh, for sure.  I mean that’s why I 

said it only provided a rough guide because the growth 

part is missing.  But I have looked at the forecast 

earnings growth rate so that I’m comfortable that that 

part of the equation has been properly reflected.   

COMMISSIONER GIAMMARINO:   Thank you.   

THE CHAIRPERSON:   Commissioner Harle. 

COMMISSIONER HARLE:   Just one question.  It’ll be much 

more generalized in nature than you’ve been exposed to 

for the last day and a half.  Two days. 

  So I’ll take it out of the context of the 

application on the art and science of driving out a 

return on equity requirement for 10 and a half percent 

that FEIs come at.  And my question is along the lines 

of:  If you’re asking for 10 and a half percent, and I 

go back to Ms. Leeners’ comments earlier that drew on 

the pension portfolio equity component requiring 7 

percent forecast, and that potentially that 7 percent 

portfolio including utility kinds of equities in it, 

and although she didn’t get into the makeup of what 

might be in the equity portfolio that their pension 

advisers used, I guess I’m looking at this more from a 

lay person’s perspective of if you’re asking for 7 

percent and a component of investors that would be 
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looking at equity portfolios of looking at perhaps 7 

percent as a reasonable return on equity, I’d just be 

interested in your views around the gap, you know, the 

3 and a half percent gap between kind of a 7 percent 

versus a 10 and a half percent requirement.   

MS. McSHANE:   A:   This requires a long answer. 

COMMISSIONER HARLE:   Good.   

MS. McSHANE:   A:   So I start with the proposition that 

the 7 percent that’s coming out of the pension fund 

managers or actuaries, first of all it’s conceptually 

different from the measurement of the return you would 

use to determine the cost of capital, cost of equity.  

I think Dr. Booth correctly, in his testimony, 

explained that if you start with one of these numbers 

from -- it’s a compound average.  It represents a 

return that would be achieved year after year.  Has no 

variability in it. 

    Proceeding Time 11:21 a.m. T30 

  So in the first instance, even to get to a 

number that you should be comparing to the ten and a 

half, you need to convert that 7 percent to an 

arithmetic average.  So that gets us to 9 for the 

market.   The difference between the two.   

  Essentially, I think that when you are 

talking about who is making these estimates, actuaries 

and pension fund managers, they are going to be very 
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conservative.  I know it says in the rules that they 

are supposed to provide their best estimate, but they 

have absolutely no incentive to be anything but very 

very conservative because they have a lot on the line.  

A pension fund needs to be able to assure that it has 

funds available to pay its retirees.  An actuary or a 

pension fund manager has absolutely no incentive to be 

anything but very conservative.  So that’s the second 

point. 

  And the third point would be that we are 

here determining a return for a utility which is a 

return on book value.   It’s not -- we derive them 

from market returns but we have to recognize that at 

the end of the day it’s a return that is established 

on book value.    

  I think that covers my main points.  

COMMISSIONER HARLE:   Good.  Thanks very much.     

COMMISSIONER O'HARA:    Changing the topic slightly, Ms. 

McShane, and following up on the earlier questions by 

Mr. Wallace, I would like to briefly return to your 

sector ranking exercise.  And I would start on page 

45, Appendix F of your testimony in Exhibit B1-9.   Do 

you have that? 

MS. McSHANE:   A:   I do. 

COMMISSIONER O'HARA:    I recall that you ranked the 

TransCanada Pipelines in a category that has higher 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  748 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

business risk than natural gas distribution companies, 

but that would be below the vertically integrated 

electric utilities?  Was that correct? 

MS. McSHANE:   A:   That was sort of an off-the-cuff 

response. 

COMMISSIONER O'HARA:    Okay, so now if you reconsidered 

that, would you still put it there. 

MS. McSHANE:   A:   No no.  No no no.  No no, sorry.  When 

I originally did the sector rankings, the gas 

pipelines weren’t in my mind. So when Mr. Wallace 

asked me the question I had to sort of think about it.  

But I -- TransCanada is kind of in a fairly unique 

position right now. So whereas these are sector 

rankings subject to, you know, differences among 

companies too, I was trying to think of where I would 

put TransCanada specifically here in the ranking, and 

I still think I would probably put them between 

natural gas distribution and vertically integrated 

electric utilities.  

COMMISSIONER O'HARA:    And that’s just to confirm, so 

that is the pipeline itself, not the holding company? 

MS. McSHANE:   A:   Oh, absolutely, just the mainline.   

COMMISSIONER O'HARA:    Good.  Thank you.  Then we have 

spent a fair bit of time on Enbridge.  So where would 

you put the Enbridge liquid pipeline business? 
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    Proceeding Time 11:26 a.m. T31 

MS. McSHANE:   A:   I don’t know.  I frankly haven’t 

really given it a lot of thought. 

COMMISSIONER O'HARA:   You wouldn’t even want to try. 

MS. McSHANE:   A:   Because it’s been sort of developing  

-- it’s probably in the same areas as the vertically 

integrated electric utilities, but as I say, I really 

haven’t sat down and -- 

COMMISSIONER O'HARA:   This is not science, we’ll agree, 

but I want to get some indication. 

  And one more then, the Spectra?  The old 

Westcoast Gas Transmission Line, where would that fit?  

MS. McSHANE:   A:   Probably between natural gas 

distribution and vertically integrated as well. 

COMMISSIONER O'HARA:   Okay.  Thank you.  And one more 

question of clarification.  Going to page 3 of your 

testimony, Ms. McShane, this is again I guess another 

way to summarize what we have heard over the last two 

days from you, the item B which starts on line 74 and 

goes on to 81 towards the end there: 

“The reduction in long-term Government of 

Canada Bond yields since the end of the oral 

portion of the 2009 application has little, 

if any, correlation with trends in the 

market cost of equity.” 

 And my question is, does this statement apply also to 
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the market cost of utilities, that the trend in these 

bond yields has nothing to do with the -- has little 

if any correlation with trends, with utility market 

cost of equity?   

MS. McSHANE:   A:   Limited.  We know that utility stocks 

are generally intrasensitive, but since the end of the 

hearing when we’ve had this huge decline in long-term 

Canada Bond yields, we have had limited decline in 

utility dividend yields, which would be one way you 

could directly observe the trends in the cost of 

equity.  And I had something that I had put in the 

testimony under Table 3 on page 32.  This was 

specifically addressing the implication of the 

observed decline in long-term Canada Bond yields on 

the cost of equity for utilities, and what I was 

trying to convey in this paragraph was that there was 

a certain relationship that -- I mean it changed from 

month to month, but on average there was a certain 

relationship between utility yields -- sorry, utility 

dividend yields and long-term Canada Bond yields.   

  So if that relationship had continued after 

we started to see this massive decline in long-term 

Canada Bond yields, you would have expected -- and 

this is at the top of page 33.  So at the end of June, 

2012, the long-term Canada bond yield stood at 2.3 

percent.  And historically, the utility dividend yield 
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was 75 percent of the long-term Canada bond yield.  So 

we -- so if we -- if the cost of equity for utilities 

had come down with the decline in long-term Canada 

bond yields, we would have been seeing Canadian 

utility dividend yields of 1.75 percent.  But we’re 

not.  They were 3.7 percent.  So, that is essentially 

supportive of the conclusion that even with utilities, 

which are by their nature interest-rate sensitive, we 

haven’t seen that same decline.   

COMMISSIONER O'HARA:   Thank you.   

THE CHAIRPERSON:   Just one clarification.  In your 

rebuttal testimony, on page 7, it’s not necessary to 

look at it, I’m sure you’ll remember.  You stated that 

if the Commission were to accept the reductions in 

common equity ratio and ROE as suggested by Dr. Booth, 

that it would cause Moody’s to re-evaluate its belief 

that the FEI’s regulatory environment will continue to 

be supportive.  Do you remember --  

MS. McSHANE:   A:   I do remember saying that.   

THE CHAIRPERSON:   Okay.  Just to confirm, you’re 

referring to the recommendations of Dr. Booth in that 

answer.   

MS. McSHANE:   A:   Yes.   

THE CHAIRPERSON:   Okay.  And so you’re not saying that 

any reduction in ROE, or equity ratio, would lead to a 

re-evaluation.   



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  752 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

MS. McSHANE:   A:   No.  I’m not saying that.   

THE CHAIRPERSON:   Yes.  That was my only question. 

  Mr. Ghikas, do you have re-direct?  

MR. GHIKAS:   I have nothing in re-direct, Mr. Chairman, 

thank you.   

THE CHAIRPERSON:   Okay.  I believe -- did you want to say 

something, Mr. Fulton?   

MR. FULTON:   That brings us to the time to move into the 

in camera session, Mr. Chairman.  And so for the 

purposes of going forward, those interveners who have 

not signed confidential undertakings will need to exit 

the room at this point.  Also, those utilities who 

have not signed confidential undertakings will need to 

exit the room at this point.  And on my list, who 

would remain after those exits are FBCU personnel, 

FBCU’s counsel, and their consultant, Commission 

counsel, Commission staff, and Commission staff 

consultants.  There will be a separate transcript for 

this portion of the proceeding, and the broadcast will 

go dead as of now, so that -- I see Mr. Ghikas 

probably has some further additions to the exit 

numbers.  

MR. GHIKAS:   This is late-breaking news, Mr. Chairman.  

To add to the interveners who have signed the 

confidentiality undertakings, Mr. Hobkirk of B.C. 

Hydro and Ms. Braithewaite of BCPSO have also signed 
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undertakings as well, so they will be in attendance.   

THE CHAIRPERSON:   Okay.   

MR. FULTON:   And we have one intervener who is cross-

examining at this point, and that is Mr. Wallace.   

THE CHAIRPERSON:   Mr. Wallace.   

MR. FULTON:   So, just to confirm that everyone who has 

either not signed an undertaking, is not associated 

with the FortisBC utilities, or is associated with 

Commission staff, or its consultants, or counsel, is 

now to have exited the room.   

    Proceeding Time 11:37 a.m. T33 

THE CHAIRPERSON:   Do we want to break for five minutes?    

MR. FULTON:   Yes, why don’t we take five minutes, but I 

would also think, Mr. Chairman, that Mr. Wallace has 

indicated to me that he will be approximately half an 

hour.  When we spoke on Friday we talked about taking 

a shortened lunch from 12 till 1, so it seems to me 

that that would be the appropriate time.  Once this 

stage is finished, it would be appropriate then to 

take the lunch.  Whenever it finishes. 

THE CHAIRPERSON:   Basically we are talking about starting 

at roughly 1:00 when we come back. 

MR. FULTON:   Yes. 

THE CHAIRPERSON:   Okay, that’s acceptable.   

MR. FULTON:   Thank you. 

THE CHAIRPERSON:   Let’s take -- 
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MR. FULTON:   I think we are ready to go actually.    

 (PROCEEDINGS ADJOURNED FOR IN CAMERA SESSION AT 11:39 

A.M.)  

 (PROCEEDINGS RESUMED AFTER IN CAMERA SESSION AT 1:00 

P.M.)        T39/40 

 (PROCEEDINGS RESUMED AT 1:05 P.M.)   T21 

THE CHAIRPERSON:   Please be seated. 

  Before we start, it seems I made a bit of 

an error.  I forgot to excuse the final witness, Ms. 

McShane, and I hereby do so now, but I’d also -- Mr. 

Ghikas, I wonder if you could convey our thanks.  It 

must have been fairly gruelling for two full days in 

there and we really do appreciate it.  Oh, there you 

are, right there, sorry.  I thought you’d hit the 

airport, we’re out of here.  But thank you, Ms. 

McShane. 

MS. McSHANE:   A:   Thank you. 

(WITNESS ASIDE) 

MR. GHIKAS:   Thank you, Mr. Chairman.  The companies will 

then call their next witness which is Mr. Coyne, and 

if I could ask that Mr. Coyne be sworn please. 

FBCU - PANEL 3, EXPERT OPINION ON AUTOMATIC ADJUSTMENT 

MECHANISMS 

JAMES COYNE, Affirmed:  

MR. GHIKAS:   Mr. Chairman, Commissioners, the prefiled 

direct testimony of Mr. Coyne which attached his CV is 
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found at Exhibit B1-31, and his evidence for reference 

is found in the main application, or the main filing 

document at Appendix I, and that’s Exhibit B1-9-6.  

Mr. Coyne also provided rebuttal evidence which is at 

Exhibit B1-32 just for the sake of completion. 

THE CHAIRPERSON:   Thank you.    

EXAMINATION IN CHIEF BY MR. GHIKAS:  

MR. GHIKAS:   Q:   Mr. Coyne, do you have a copy of your 

prefiled direct testimony that was included as part of 

Exhibit B1-31 before you? 

MR. COYNE:   A:   Yes, I do.   

MR. GHIKAS:   Q:   And that attaches your CV, correct? 

MR. COYNE:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  Are the contents of your 

prefiled testimony and CV true? 

MR. COYNE:   A:   Yes, they are. 

MR. GHIKAS:   Q:   Okay.  And if we can just turn for a 

moment to your CV, I’ll just take you through a few of 

the items in your CV, Mr. Coyne.  You have a Bachelor 

degree from Georgetown in business admin and 

economics, and an MS in resource economics, correct? 

MR. COYNE:   A:   Yes. 

MR. GHIKAS:   Q:   And you’ve been working in the energy 

fields since leaving university in 1982? 

MR. COYNE:   A:   Yes. 

MR. GHIKAS:   Q:   You have been the senior vice president 
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of Concentric Energy Advisors since 2006, correct? 

MR. COYNE:   A:   Yes.   

MR. GHIKAS:   Q:   And very briefly, Mr. Coyne, what is 

Concentric?   

MR. COYNE:   A:   Concentric is a consultancy specializing 

in the energy and utilities industries.  We’re a firm 

of about 60 individuals based out of Boston and 

Washington, D.C. and we specialize in the regulation 

of electric and gas utilities and provide work in 

areas of rates and regulation, financial advisory 

work, and also planning and operations related issues.   

MR. GHIKAS:   Q:   And specifically what do you do at 

Concentric?  

MR. COYNE:   A:   I am one of our -- among our testifying 

experts in the areas of rates and regulation, rate 

policy.  I also testify on matters pertaining to low 

income customers, demand-side management, and a fairly 

broad set of issues pertaining to rate and regulatory 

matters.  In addition to that I provided financial 

advisory services to our clients and also strategic 

planning related advice. 

MR. GHIKAS:   Q:   Okay.  And to what extent, Mr. Coyne, 

have you previously testified on matters relating to 

utility cost of capital? 

MR. COYNE:   A:   In many instances both in United States 

and Canada. 
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MR. GHIKAS:   Q:   And does that include evidence with 

respect to automatic adjustment mechanisms?   

MR. COYNE:   A:   Yes, it does. 

MR. GHIKAS:   Q:   Now, just to wrap things up, Mr. Coyne, 

your evidence filed as part of Exhibit B1-9-6 in 

Appendix I, can you very briefly outline for me, Mr. 

Coyne, your conclusion with respect to the merits of 

returning to an automatic adjustment mechanism at this 

time? 

MR. COYNE:   A:   Yes.  We looked at that issue from four 

different perspectives.  We examined formulaic 

approaches that are being used in Canada and elsewhere 

in the U.S.  We analyzed their performance 

historically and also projected their performance 

under a variety of different market conditions.  And 

we also considered the alternatives to the merits of 

these various approaches.  And in doing so we 

concluded ultimately that periodic rate hearings are 

the preferred method for determining a fair rate of 

return for a regulated utility.   

Proceeding Time 1:10 p.m. T41 

MR. GHIKAS:   Q:   Thank you, Mr. Coyne.  And in -- 

finally, do you adopt your evidence filed at exhibit 

B1-9-6, your responses to Information Requests and 

your rebuttal evidence filed at Exhibit B1-32 as your 

evidence in this proceeding?   
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MR. COYNE:   A:   Yes, I do.   

MR. GHIKAS:   Q:   Thank you. 

  Mr. Chairman, Mr. Coyne is available for 

cross-examination.   

THE CHAIRPERSON:   Thank you very much, Mr. Ghikas.   

CROSS-EXAMINATION BY MR. WALLACE: 

MR. WALLACE:   Q:   Mr. Coyne, if you could turn to page 2 

of your evidence.   

MR. COYNE:   A:   Yes.   

MR. WALLACE:   Q:   You state there that the NEB terminate 

-- you list a number of events that have happened on 

page 2 and 3, and you state 

"The NEB terminated its reliance on a 

formulaic automatic adjustment mechanism in 

October, 2009 and has not reconsidered its 

decision.” 

 Do you see that?   

MR. COYNE:   A:   Can you point me to where you are on the 

page?   

MR. WALLACE:   Q:   I have an excerpt from it.  Let me -- 

it’s the first bullet under the caption.  You say, 

“Highlights of these developments include the 

following…”   

MR. COYNE:   A:   Oh, I see.   

MR. WALLACE:   Q:   Can you see that?   

MR. COYNE:   A:   I see, yes.   
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MR. WALLACE:   Q:   And I’d like to explore that with you 

a little more fully.  Are you aware that the National 

Energy Board still publishes the results of its 

automatic adjustment mechanism since it is relied on 

by several pipelines to determine their ROE?   

MR. COYNE:   A:   I am aware they still publish updates, 

yes.   

MR. WALLACE:   Q:   Okay.  And are you aware that it’s 

still used by several pipelines to determine their 

ROE?  

MR. COYNE:   A:   I understand that it is still used.  I’m 

not sure beyond that the extent of its use.  I know it 

was baked into certain formulas that do remain in 

effect, yes.   

MR. WALLACE:   Q:   Okay.  And what ROE decisions has the 

NEB made since October, 2009?  Or since 2008, for that 

matter?   

MR. COYNE:   A:   Pertaining to the formula?   

MR. WALLACE:   Q:   Pertaining to the formula, or to ROE 

at all.  I mean, has it had to address this issue, is 

the point.   

MR. COYNE:   A:   My understanding is that it has set it 

aside.  In essence, allowing for settlements to 

continue pertaining to pipeline matters, and it is -- 

it has also heard evidence, of course, in the 

TransCanada Mainline proceeding this past year 
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extensively, but I am not aware of any decisions it’s 

rendered since then, beyond -- well, the TQM decision 

is the one that I am taking you refer to by way of a 

baseline.  But I have not studied their determinations 

beyond their determination on the formula in that 

regard.   

MR. WALLACE:   Q:   Okay.  And the only -- I suggest to 

you that the only ROE decision that the NEB has made 

since 2008 was the 2009 TQM decision that relied on at 

ATWACC methodology?   

MR. COYNE:   A:   That is my understanding.   

MR. WALLACE:   Q:   Okay.  And are you aware that in 2010 

Enbridge, on behalf of line 9, its line 9, oil 

pipeline proposed an AAM before the NEB, and submitted 

evidence provided by Ms. McShane in support of an AAM?   

MR. COYNE:   A:   I am generally aware of that, yes.   

MR. WALLACE:   Q:   Okay.  And are you aware that Dr. 

Booth also provided evidence in that hearing in 

support of an AAM?   

MR. COYNE:   A:   I am generally aware, yes.   

MR. WALLACE:   Q:   Okay.  So, to your knowledge, were 

there any parties opposed to an AAM before the NEB in 

2010 in TQM?   

MR. COYNE:   A:   Opposed to it in TQM?   

MR. WALLACE:   Q:   I’m sorry.  Enbridge line 9.  I mis-

spoke myself.  Where it appears to me that in Enbridge 
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line 9, both parties, both principal parties before 

the Board were supporting an AAM.   

MR. COYNE:   A:   I am not aware in its entirety of the 

line 9 evidence, so I would -- I could not confirm 

that.   

MR. WALLACE:   Q:   You could confirm that it was settled, 

did not go to hearing, but that the -- well, and did 

not go to a hearing, yeah.   

MR. COYNE:   A:   That is my understanding.   

MR. WALLACE:   Q:   Thank you.  And I’d like to turn to 

your U.S. comparisons.  Page 26 of your evidence.  And 

actually it’s your 2010 review which is attached to 

your evidence. 

    Proceeding Time 1:15 p.m. T42 

MR. COYNE:   A:   Right, okay.   

MR. WALLACE:   Q:   And there you speak about your 

formula, a number of formulas, and positively, and at 

one point say "they provide results comparable to the 

directional U.S. litigated returns benchmarked".  And 

am I right in taking from that that one of your goals 

for a benchmark for a fair ROE is that it be very 

comparable to litigated U.S. allowed returns?   

MR. COYNE:   A:   Not specifically. and I think I state in 

the report that we do not presume that that’s an 

objective for this Commission.  But we do look to it 

as a practical matter during this period of time.  
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Most Canadian jurisdictions were relying on the 

formula that was either the same or very close to the 

same.  So we’re looking for some objective evidence in 

North America that provided another benchmark to 

compare it to.  So U.S. litigated returns, we felt as 

though it was an appropriate proxy in that regard. 

MR. WALLACE:   Q:   Okay, and your suggested AAM is based 

in part on average U.S. litigated allowed returns? 

MR. COYNE:   A:   When you say suggested AAM, could you 

specify where, in which proceeding? 

MR. WALLACE:   Q:   In this proceeding I thought. 

MR. COYNE:   A:   Well, I have not recommended an AAM in 

this proceeding, but one of the alternatives we 

studied was one that did rely on a weighting of 50 

percent applied to an index of authorized ROEs for 

electric and gas utilities in the United States.  That 

was one of the four formulaic approaches that we 

considered.   

MR. WALLACE:   Q:   Okay, and at page -- well, back on 

page 26 you do say in the paragraph above that 

graphic, where you’re talking about the various 

alternatives you say: 

“Or a formula that tracks U.S. litigated 

equity returns, the RRA index, as 

recommended by Concentric in Alberta and in 

Ontario, a 50 percent regression formula and 
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50 percent index of average North American 

litigated returns provide results most 

comparable to the directional U.S. litigated 

returns benchmark.” 

  So I took it from that that your company 

recommends a tie, in part at least, to North America  

-- or U.S. litigated returns, that that was something 

that you were -- if you’re going to have a formula, 

that would be something you would like to see in the 

formula.   

MR. COYNE:   A:   That’s very close to what I would say.  

Maybe I would parse that just a little bit 

differently, that in looking at and examining the 

formulaic proposals that are out there once either we 

had felt or would have seen elsewhere, we felt as 

though that tie to authorize ROEs would prevent the 

problem we see with strict reliance just on bond 

yields.  And you’re correct in both Alberta and in 

Ontario we recommended up to a 50 percent weight on 

allowed returns in the U.S. in one of the formulaic 

proposals that we submitted, yes. 

MR. WALLACE:   Q:   Okay, and would it be fair for you to 

-- or to characterize your position as results that 

are not comparable to the directional U.S. litigated 

returns benchmark would not be fair?   

MR. COYNE:   A:   I wouldn’t say it exactly that way, no.  
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I viewed it as an input and I viewed it also as a 

potential for a rail or an off-ramp, to the extent 

that Canadian returns deviate too far from that index.  

That could be cause to re-examine whether or not a 

formula was working properly. 

  So I considered it as being useful two 

different ways.  One is the direct input in the case 

of the index with that 50 percent weight that you 

described, and the other is an off-ramp, a sign that 

the formula might not be working correctly. 

MR. WALLACE:   Q:   Okay, I think you may have taken a 

more strong position in the past but I’ll come back to 

that in a minute.  Do you judge that Canadian -- well, 

do you judge that Canadian allowed returns during the 

period AAMs were in common use to have been fair and 

reasonable?  And I’m saying particularly the period 

1994 to 2008, which was I guess the heyday of 

automated adjustment mechanisms?    

    Proceeding Time 1:30 p.m. T43 

MR. COYNE:   A:   And is your question do I judge them as 

being fair and reasonable over that entire time 

period? 

MR. WALLACE:   Q:   Well, generally during that period, is 

your judgment that they were fair and reasonable? 

MR. COYNE:   A:   Well, in order to make that 

determination one would have needed to have looked at 
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them every year over that period of time in 

relationship to some other objective measure, and I’ve 

analyzed and compared to authorized U.S. ROEs over 

that period of time and I identified something which I 

characterized as a fairness gap.  They were in close 

proximity to each other back in the early to mid-90s, 

and then with the implementation and broadspread use 

of the formula in Canada, they substantially deviated 

from each other.  I don’t know when, but the first 

time that I examined that issue in any depth was in 

2007 for work we did for the Ontario Energy Board, and 

at that point in time I determined that the formula 

was not providing a fair and reasonable return for 

Canada, for Ontario’s utilities.  So my analysis went 

that far. 

MR. WALLACE:   Q:   Sorry, go ahead.   

MR. COYNE:   A:   So my analysis went that far but it 

would be an overstatement to suggest that I’d analyzed 

it in each year in such a definitive way, because in 

the year 2007 and in ‘8 and ‘9 we actually ran numbers 

that allowed me to make a more definitive 

determination. 

MR. WALLACE:   Q:   Now, I’m going to get into that in 

more detail, but in my period I picked, 1994 to 2008, 

I took 2008 as the end point because Ontario Power 

Generation in Ontario requested and was granted the 
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old Ontario Energy Board ROE formula at that time?  

You’re aware of that? 

MR. COYNE:   A:   In 2008 and -- yeah, did you describe 

them as OPG?   

MR. WALLACE:   Q:   Yes, OPG requested and was granted the 

old Ontario Energy Board ROE formula at that time.   

MR. COYNE:   A:   I believe that may have been correct 

because it wasn’t until 2009 that the OEB discontinued 

the formula.   

MR. WALLACE:   Q:   So clearly when they asked -- and that 

request was supported by Ms. McShane?  

MR. COYNE:   A:   Well, I heard your line of questioning 

to Ms. McShane on that issue the other day, but my 

knowledge of it ends there.   

MR. WALLACE:   Q:   Well, the fact that the Ontario -- or 

the Ontario Power Generation requested that return in 

2008 would indicate that they thought at that time it 

was yielding a fair result.   

MR. COYNE:   A:   I really can’t speak to how they felt 

about the formula at that period of time.  I wasn’t 

working with them on that issue.  But I know that up 

until 2009 it was the formula in force in Ontario, so 

I guess that doesn’t surprise me entirely.   

MR. WALLACE:   Q:   Okay.  Thank you.  I’d now like to 

pass to you a document entitled Direct -- or an 

excerpt Direct Testimony of James Coyne on Behalf of 
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ATCO Utilities is the document it’s from in the 2009 

Generic Cost of Capital proceeding in Alberta dated 

November 20th, 2008, and I’ve given that to your 

counsel and you’ve had an opportunity to review it? 

MR. COYNE:   A:   Yes, I have.   

MR. WALLACE:   Mr. Chairman, I’m told that’s Exhibit C6-

20. 

THE CHAIRPERSON:   Thank you.  

THE HEARING OFFICER:   Marked C6-20. 

 (EXCERPT FROM DIRECT TESTIMONY OF JAMES M. COYNE FROM 

ATCO ELECTRIC ET AL PROCEEDINGS, NOVEMBER 20, 2008, 

MARKED EXHIBIT C6-20) 

MR. WALLACE:   Q:   Now, and you recognize this as part of 

your evidence in that proceeding? 

MR. COYNE:   A:   Yes, I do. 

MR. WALLACE:   Q:   Thank you.  And starting at page 3 you 

state: 

“In the analysis which follows, I measure 

the adequacy of allowed returns for 

Alberta’s utilities through several 

alternative screens.  Each of these measures 

points to the same conclusion.  There is a 

deficiency between any reasonable measure of 

"fair" and currently allowed returns.  As 

pictured below and measured against average 

U.S. utility returns, a fairness deficit has 
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prevailed for a decade and has grown in 

recent years under the current formula.” 

  Do you recognize that evidence and recall 

giving it? 

MR. COYNE:   A:   I do. 

MR. WALLACE:   Q:   And I take it -- below that there's a 

graph for Year 1, and that shows the departure from 

Alberta historical authorized returns from U.S. 

historical authorized returns? 

MR. COYNE:   A:   That’s correct. 

MR. WALLACE:   Q:   And that’s that thick, dark section 

that is marked as fairness deficit?   

MR. COYNE:   A:   Correct.     

Proceeding Time 1:26 p.m. T44 

MR. WALLACE:   Q:   Now, so from your point of view at the 

end of 2008, there was a fairness deficit, because 

allowed ROEs in Canada were below those in the U.S.?   

MR. COYNE:   A:   Well, I submitted substantial evidence 

using the DCF and CAPM models in order to measure that 

gap.  But this was the broad-based pictoral associated 

with the evolution over history.  So, but I -- as I 

mentioned, it was -- I provided substantial bottom-up 

cost of capital analysis in reaching that conclusion.   

MR. WALLACE:   Q:   Yes.  But your test, "as measured 

against average U.S. utility returns, a fairness 

deficit has prevailed for a decade."  Those are your 
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words?   

MR. COYNE:   A:   Yes, they are.   

MR. WALLACE:   Q:   Thank you.  Is it your view that 

Canadian regulators have consistently got it wrong 

whereas U.S. regulators have consistently got it 

right?  Or on average, got it right?   

MR. COYNE:   A:   No, those were not my words.   

MR. WALLACE:   Q:   I didn’t say were they your words, I 

said is it your view.   

MR. COYNE:   A:   No.   

MR. WALLACE:   Q:   And you recognize that the graph that 

is found on page -- or the Figure 1 graph includes 

both periods where there was an AAM in effect, and 

where there were litigated Canadian returns in effect?   

MR. COYNE:   A:   Primarily they were AAMs in effect over 

this period of time.   

MR. WALLACE:   Q:   Well, sir, my understanding is that 

AAMs started in Alberta in 2004.  Do you believe they 

started earlier?   

MR. COYNE:   A:   No.  But what I saw over this period of 

time was that when the first formula was adopted in 

B.C. back in 1994, at that point in time I think it 

became very influential over time.  And even for those 

jurisdictions that hadn’t formally adopted a formula, 

their use of the CAPM and I think the inputs to the 

CAPM model associated with the general trends in 
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Canadian bonds forced -- allowed returns to behave 

sympathetically towards the formula even prior to when 

they were adopted.  I discuss that elsewhere in this 

testimony.   

MR. WALLACE:   Q:   So, sir, you’re aware that Dr. Booth 

and Ms. McShane both participated and litigated in 

hearings in Alberta between 1997 and 2004?   

MR. COYNE:   A:   I suspect they did.   

MR. WALLACE:   Q:   And you’re then suggesting that the 

Alberta Board simply got it wrong and was influenced 

by AAMs in neighbouring jurisdictions?   

MR. COYNE:   A:   I don’t believe I said that, no.   

MR. WALLACE:   Q:   Well, you did, I thought, say that 

AAMs were influencing the outcomes.   

MR. COYNE:   A:   I did say that.   

MR. WALLACE:   Q:   Okay.  And presumably you’re saying 

from your drawing, and what I thought I heard you say, 

that the Alberta Board got it wrong and set too low 

returns.   

MR. COYNE:   A:   I did not say that they got it wrong and 

set too low returns.  I said that as measured against 

U.S. returns over the same period of time, and when I 

measured them specifically in 2008, that they would 

not meet the fair return standard in 2008 

specifically, and prior to that time at least as 

measured against U.S. returns, it was probably 
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unlikely that they would have at least for some period 

at this time.  But I had not measured precisely in 

what year they may not have.   

MR. WALLACE:   Q:   Well --  

MR. COYNE:   A:   And in adopting the Alberta decisions 

over these various periods of time, my guess is that 

Dr. Booth and Ms. McShane may not have submitted the 

exact same evidence in that regard.  And when the 

Board came down between those recommendations, I 

didn’t certainly examine it for these purpose.   

MR. WALLACE:   Q:   Sir, when you call it a fairness 

deficit that’s existed from 1996 to 2008, aren’t you 

saying they got it wrong?   

MR. COYNE:   A:   The definition of a fair return has 

three elements.  One of the elements is comparability.  

And there has been a wealth of evidence that’s been 

prepared over the last several years on this issue, 

and I believe that most regulators have recognized 

that Canadian utilities raise capital on a global 

basis these days.  And if not, they certainly compete 

globally for capital.  So as a result of that, it is 

relevant as to what the returns are available to those 

investors in Canada and elsewhere. 

  So as a result of that, I think that on a 

comparability basis, this would cause me concern as a 

regulator.   
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MR. WALLACE:   Q:   Sir, this sounds like more than a 

comparison of differences between U.S. and Alberta 

returns.  When you say “fairness deficit”, you’re 

applying a judgment to it, in my submission, and I 

submit to you that that judgment says the Alberta 

Board got it wrong from 1997 to 2008.   

MR. COYNE:   A:   Well, I did not say that.  I’m sorry.   

Those were not my words. 

Proceeding Time 1:31 p.m. T45 

MR. WALLACE:   Q:   You don’t think that use of the words 

“fairness deficit” implies a judgment?   

MR. COYNE:   A:   In this case, it was a specific 

measurement, a comparison between those U.S. 

authorized returns and the average Alberta return.  

It’s a general observation in this case.  In order to 

determine a fair rate of return for a utility, it’s 

necessary to go through more analysis than just this.  

I characterize it as a high-level observation.  

MR. WALLACE:   Q:   Now, when did the National Energy 

Board last review its AAM?   

MR. COYNE:   A:   My understanding is that was in the TQM 

process.   

MR. WALLACE:   Q:   And what year, sorry?   

MR. COYNE:   A:   I believe that decision was rendered in 

2009.   

MR. WALLACE:   Q:   Okay.  Right.  If I might just have a 
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minute.  

  Now, wasn’t it -- okay, and before that it 

was reviewed and confirmed in 2001, when -- and 

TransCanada appealed and lost that decision?   

MR. COYNE:   A:   I don’t believe I have that in my 

evidence, but I would accept it, subject to check.   

MR. WALLACE:   Q:   Okay.  And you mentioned that the OEB 

-- or, we’ve talked about the OEB formula.  You are 

aware that it was reviewed in 2004 and confirmed at 

that time?   

MR. COYNE:   A:   Yes, I am.   

MR. WALLACE:   Q:   So there have been -- they were -- the 

AAMs were reviewed, and they were in place for an 

extended period.   

MR. COYNE:   A:   Yes, they were.   

MR. WALLACE:   Q:   And you’re aware that the BCUC 

reviewed its AAM on several occasions and made changes 

to the adjustment to the Long Canada bond yield 

forecast, reducing sensitivity from 100 percent down 

to 75 percent?   

MR. COYNE:   A:   Yes.   

MR. WALLACE:   Q:   And do you think that the BCUC was 

making mistakes in continuing the AAM in that time 

frame?   

MR. COYNE:   A:   Well, I didn’t participate in those 

hearings, but my sense is that the BCUC, like other 
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regulators, was attempting to reconcile the results of 

the formula with other indicators that it had of cost 

of capital, and as a result of that it continued to 

make informed judgments around its parameters.   

MR. WALLACE:   Q:   You are aware that both the 

TransCanada Mainline, Union -- or that all of 

TransCanada Mainline, Union Gas and EGDI entered into 

five-year settlements with their ROEs determined by 

the NEB and the OEBM’s respectively?   

MR. COYNE:   A:   Could you repeat that question?   

MR. WALLACE:   Q:   You are aware that -- well, I’ll do 

them one at a time.  You are aware that TransCanada 

entered into a five-year settlement with its ROE 

determined by the NEB using an AAM?   

MR. COYNE:   A:   Which period of time are you referring 

to?   

MR. WALLACE:   Q:   2007 to 2012.   

MR. COYNE:   A:   For which pipeline?   

MR. WALLACE:   Q:   TransCanada Mainline.   

MR. COYNE:   A:   I will accept that, yes.  

MR. WALLACE:   Q:   Okay.  And you are aware that Union 

Gas and EGDI entered into five-year settlements with 

their ROEs determined by an OEB AAM?   

MR. COYNE:   A:   It was a -- those were -- the 

appropriate word is “settlement”.  They settled on a 

number that was fixed for purposes of base rates.   
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MR. WALLACE:   Q:   Yeah.  But would they do so if they 

felt -- would they or TransCanada settle on 

formulistic ROEs if they felt they were unfair and 

unreasonable?   

MR. COYNE:   A:   When you say settled on formulistic 

ROEs, that’s not my understanding, certainly, of 

either Enbridge or Union’s.  They were established for 

a fixed rate over the term of the incentive regulation 

period.  I assume that when they entered into them, 

they felt the balance of the settlement agreement was 

fair.   

MR. WALLACE:   Q:   Okay.   

MR. COYNE:   A:   But I don’t know how they felt about 

that specific ROE.   

MR. WALLACE:   Q:   Sir, but those two, Union and EGDI, 

they are -- I thought you had agreed that they had 

Ontario Energy Board AAMs built into the return over 

that period.   

MR. COYNE:   A:   Their base rates were set based on a 

fixed rate of return for both companies, but for 

earnings sharing purposes, the formula was in effect.   

Proceeding Time 1:36 p.m. T46 

MR. WALLACE:   Q:   Thank you.  And they wouldn’t have 

entered into those arrangements if they didn’t think 

they were fair and reasonable.   

MR. COYNE:   A:   On balance, I must presume that’s the 
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case.  I should add that Enbridge during the middle of 

its IR term, after the OEB overturned its formula, 

filed and asked for relief in order to have the new 

and revised ROE applied during the remainder of its 

term.  And that was overturned by the board.  But it 

was clear that by the time 2009 came about, that 

however they felt when they entered into the plan that 

they no longer felt that way in 2009.   

MR. WALLACE:   Q:   Or they saw a better deal and wanted 

part of it.   

MR. COYNE:   A:   Well, I’d like to say a fair deal.   

MR. WALLACE:   Q:   Well.  Obviously more attractive deal.   

MR. COYNE:   A:   Perhaps.   

MR. WALLACE:   Q:   Thank you.  Like to turn to your time 

series of U.S. litigated returns that you use as your 

benchmark for fairness.  You mentioned earlier you 

were present when Ms. McShane was being asked 

questions.  Did you hear her agree that the typical 

U.S. utility is riskier than the typical Canadian 

utility?   

MR. COYNE:   A:   No, I did not hear her say that.   

MR. WALLACE:   Q:   Okay.  Well, then, I guess we’ll leave 

the record to say what it says, and come back to it 

later.  But as my -- just to check, in case it helps 

get your memory, that since Canadian -- the reason was 

that Canadian utilities tend to be transmission and 
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distribution utilities whereas the bulk of U.S. 

utilities are integrated electric utilities, and 

that’s why she creates a lower-risk sample of U.S. 

utilities.  Does that help at all?   

MR. COYNE:   A:   Well, that would stand to reason.  If 

they have generation, they would have more risk than 

just a distributor would, yes.   

MR. WALLACE:   Q:   Okay.  So, would you agree, then, with 

that understanding, that the typical U.S. utility is 

riskier than the typical Canadian utility?  

MR. COYNE:   A:   No.  That’s a very broad statement, 

because now you must be including gas utilities -- gas 

transmission companies, and I think you really have to 

compare them on an apples-to-apples basis.  That would 

be too broad of a statement.   

MR. WALLACE:   Q:   So you have made no adjustment in your 

index of U.S. litigated returns to reflect any 

perceived or otherwise lower risk of the Canadian 

utilities?   

MR. COYNE:   A:   No.  And I addressed that issue in the 

report because we’re using an index, you know.  So 

we’re not looking -- we’re not trying to calibrate to 

the absolute level per se.  We’re just looking for 

broad movements in an appropriate equity indicator, 

which is an allowed ROE for a broad group of 

utilities.  But if one wanted to parse the data 
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further, and look just, for example, if we’re looking 

at Fortis, if one wanted to look at a gas distributor, 

one could construct a sub-portion of an index just for 

gas distributors if one had that concerns.  But I know 

in this case, at least, the Commission is considering 

a benchmark.  So it might be -- to the extent that the 

Commission wanted to consider such an index, it might 

be appropriate to consider a broad one.   

MR. WALLACE:   Q:   Okay.  But you have made -- I just 

want to confirm.  You have not made any adjustment 

with respect to risk of Canadian utilities versus 

typical U.S. utility.   

MR. COYNE:   A:   No, because I was just trying to index 

the result.  If one wanted to make a risk adjustment, 

one could make that up or down, based on the starting 

point and then index from there, with the presumption 

that the index would not bias those results in one way 

or the other.   

MR. WALLACE:   Q:   Okay.  I assume you also may have been 

present when we went through Ms. McShane’s evidence on 

lower-rated -- lower A-rated utility bond yields in 

Canada than in the U.S.  Were you there for that?   

MR. COYNE:   A:   I may have heard that.  If you could be 

more specific -- I did hear --  

MR. WALLACE:   Q:   Well, I’ll go to yours in any event.  

Have you made any adjustments in your calculations for 
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consistently lower financing costs for utilities in 

Canada?   

MR. COYNE:   A:   I’m not sure if I agree with the premise 

of the question, but I certainly -- I have not, no.   

MR. WALLACE:   Q:   Okay.  I’d like you to turn to page 3 

of your evidence again.  And it’s actually -- I don’t 

even know you need to return there, but in Table 1, 

one of the cases you referred to is the decision of 

the Régie and the Gazifère hearing in 2010.   

MR. COYNE:   A:   Yes.  Could you just tell me which 

reports -- you’re in the August report or in the 

November?   

MR. WALLACE:   Q:   I think I’m in the August report.  I 

agree, I get confused at times.  But I believe I’m in 

your current report.   

MR. COYNE:   A:   Yes, okay.  And I do see the reference 

to the Régie, yes.   

MR. WALLACE:   Q:   And I believe you also refer to it in 

the text.  Are you aware that Ms. McShane recommended 

an AAM before the Régie in that hearing? 

    Proceeding Time 1:41 p.m. T47 

MR. COYNE:   A:   Yes, I am. 

MR. WALLACE:   Q:   And I provided your counsel with a 

copy of the decision and I’d like to turn to it now 

and I’ll pass that up.  Unfortunately I didn’t bring 

as many copies as I thought I had.  Somewhere I left 
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them on my desk.  Mr. Bemister is having additional 

copies made which we can pass out in the room.  

  Mr. Chairman, I don’t think it’s necessary 

to mark a decision of another board as part of the 

proceeding.  Thank you.   

  And are you aware that Ms. McShane judged 

her AAM was better than the Régie’s existing -- thank 

you -- because it more closely matched U.S. allowed 

ROEs?   

MR. COYNE:   A:   I don’t recall that aspect of Ms. 

McShane’s analysis.  Would you mind pointing me to the 

specific place? 

MR. WALLACE:   Q:   Well, maybe I can help, sure.  If you 

turn to paragraph 125 and 126 and I’ll just read it 

into the record: 

“Ms. McShane produced a table showing what 

ROE would have been using this formula 

compared with the rates of return allowed by 

the National Energy Board over the 1995-2011 

period. 

126.  Ms. McShane specified that this 

formula produced an average ROE of 10.5 

percent, which is comparable to the 10.9 

average authorized in the U.S.  She 

therefore concluded that this formula is 

superior to the one the Régie uses at 
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present because it produces results 

comparable to those observed in the U.S.” 

 You see that. 

MR. COYNE:   A:   I see that, yes.   

MR. WALLACE:   Q:   And I take it then that achieving 

results comparable to those in the U.S. is a common 

view of you and Ms. McShane? 

MR. COYNE:   A:   Well, as an appropriate comparator, yes.   

MR. WALLACE:   Q:   And are you aware that the Régie in 

this proceeding adopted an AAM recommended by Dr. 

Booth that was essentially the Régie's existing AAM 

plus a 50 percent adjustment to changes in the credit 

spreads and the Régie -- or credit spreads, leave it 

at that.   

MR. COYNE:   A:   The Régie rejected Dr. Booth’s initial 

recommendation which was to leave the existing AAM in 

place.  He recommended a 7.75 percent ROE and a 

continuation of the current formula.  As an 

alternative he proposed something that looked more 

like the OEB formula except his coefficient on the 

Government Bond yield was .75.  And yes, they did 

accept that, but they did not accept his primary 

proposal, which was to continue the existing 

traditional Canadian formula.   

MR. WALLACE:   Q:   Well, sir, I’ll read to you paragraphs 

137 to 139 which I would suggest put a more positive 
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twist on it for Dr. Booth than that: 

“137.  The Régie observes that the formula 

proposed by Ms. McShane produces rates of 

return higher than those allowed in the 

past.  Dr. Booth’s formula produces returns 

that are similar to those allowed in the 

past over an economic cycle, but they 

diverge from the allowed returns on an 

annual basis. 

138.  In the Régie’s view, Dr. Booth’s 

formula makes it possible to adjust ROE on 

the basis of changes in the yield on 30-year 

bonds issued by regulated Canadian companies 

while keeping the rate close to the allowed 

returns an economic cycle.  The Régie notes 

that according to the Bank of Canada study, 

the adjustment factor for credit spreads is 

in the order of 0.37 percent. 

139.  The Régie is of the view that while 

Dr. Booth’s alternative formula would lead 

to increased volatility and allowed rates of 

return, it would have reduced more suitable 

allowed rates during the financial crisis.  

The Régie finds that it would be appropriate 

to replace the current formula by Dr. 

Booth’s formula for the purpose of 
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establishing ROE as 2012.” 

  That seems like an unequivocal finding to 

me.  Do you disagree? 

MR. COYNE:   A:   I’d prefer you read -- and you began 

that with paragraph 128, what the Régie says: 

“Dr. Booth was of the view that it is not 

necessary to change the current adjustment 

formula.”   

MR. WALLACE:   Q:   Yeah, okay, we can put -- 

MR. COYNE:   A:   “In the alternative, if the Régie 

does decide to change the formula, he 

proposed another formula that takes into 

account variations in yields and A-rated 

long-term bonds issued by regulated 

companies.” 

 So Dr. Booth has consistently held that the old 

formula was working and he held that in this case as 

well.  But they did accept the alternative proposed by 

Dr. Booth, yes. 

MR. WALLACE:   Q:   And it’s not unusual for witnesses to 

put forward alternative propositions.  You do that 

yourself. 

Proceeding Time 1:47 p.m. T48 

MR. COYNE:   A:   I do myself, yes.   

MR. WALLACE:   Q:   But pretty clearly from that 

discussion, the Régie’s yardstick was that any new AAM 
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had to produce returns that reserve -- or that 

generated returns similar to those authorized by the 

Régie over the business cycle, rather than returns 

similar to those allowed in the U.S.   

MR. COYNE:   A:   That was a long question.  Would you 

mind repeating it?  

MR. WALLACE:   Q:   Well, their yard -- I’ll rephrase it 

slightly.  Their yardstick was, and particularly 

paragraph 137, their yardstick was that they were 

looking at -- when they back-cast, whether it would 

produce returns similar to the returns they had given, 

or to the U.S., and they said returns that we’ve given 

in the past are more relevant, didn’t they?  

MR. COYNE:   A:   They do compare the formula to returns 

allowed in the past, yes.   

MR. WALLACE:   Q:   Okay.   

MR. COYNE:   A:   That I would agree with.   

MR. WALLACE:   Q:   And essentially they’re rejecting any 

notion of a fairness cap, aren’t they?   

MR. COYNE:   A:   Well, I think if one reads between the 

lines, the Régie made several adjustments to its 

formula and its base ROE in this proceeding.  So I 

think it recognized that the formula was not producing 

a fair rate of return coming out of this proceeding.  

So I would say that the answer to that is no.  They 

recognized that there was a fairness gap.  If they did 
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not do something to change the base ROE, and a going-

forward problem if they didn’t change the formula.   

MR. WALLACE:   Q:   Sir, my question to you was about 

comparison to back-testing against U.S. returns and 

previous Régie returns.  In paragraph 137 they state 

“The Régie observes that the formula proposed by Ms. 

McShane produces rates of return higher than those 

allowed in the past.  Dr. Booth’s formula produces 

returns that are similar to those allowed in the past 

over an economic system, but they diverge from the 

allowed returns on an annual basis."  And I suggest to 

you that’s a solid finding that they want to have a 

formula that generates, over a business cycle, the 

types of returns they have in the past, not U.S. 

returns.  Do you disagree?   

MR. COYNE:   A:   I agree that they were not using U.S. 

returns as their benchmark for that determination.  

But they did find fault with the existing formula and 

the result that it produced.  So there were two 

implications in your question.  So with one I can 

agree, and with the other I can’t.   

MR. WALLACE:   Q:   Okay, I’ll leave it at that.  Sir, I’d 

like to now turn to how the fit of a U.S. or return 

with a U.S. function, and you fit your return in your 

2010 evidence, at page 25, to B.C. allowed returns in 

1994 and 2009.   
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MR. COYNE:   A:   In which report are you?   

MR. WALLACE:   Q:   That would be in the 2010 report, page 

25.   

MR. COYNE:   A:   Yes.   

MR. WALLACE:   Q:   And it’s the top two paragraphs where 

you state, 

"If we were to use the BCUC litigated ROE 

proceedings beginning with the 10.75 ROE 

authorized by the Commission in ’94, and the 

9.5 ROE authorized by the Commission in 

2009, as data points to indicate the desired 

formulaic path over the period, in Figure 4 

we observe the formulae with a lower 

sensitivity to changes in bond yields, the 

California, Ontario and Vermont formula, or 

the Consentry recommended weighted formula, 

50 percent regression formula and 50 percent 

index of average North American litigated 

returns, have generated the formulaic path 

that best connects the BCUC decisions at 

each end of that 16-year period." 

   I was curious why you used two points, rather than 

decisions -- and rather than including the decisions 

in between, 1994 and 2009.  

MR. COYNE:   A:   We included them all in the chart.  If 

you notice on the next page, page 26.  I realize this 
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is difficult to look at in black and white, but the 

darkened line -- this is Figure 4, the back-cast 

analysis.  I realize it’s a difficult chart to look 

at, and even more so in black and white.  But the dark 

line is the U.S. weighted average authorized ROE.   

    Proceeding Time 1:52 p.m. T49 

  And the actual decisions for Terasen, 

Terasen/Fortis, would be the dotted line that run 

between those at the lower end of the graph and those 

at the top.  The ones at the bottom are the 

traditional formula that we calculated there using 

both the Quebec versions and the Newfoundland 

versions. 

  So we did look at them over the entirety of 

the period, but for purposes of the -- we continue on 

to respond to your question on page 25, we looked at 

those two data points and we determined that if one 

were to have connected those dots and asked the 

question, what coefficient would have provided you 

with the answer, and the Commission’s 2009 decision, 

it would have been .34 and not the .75 that was 

embedded in the formula -- actually it began as 1 as 

you described, then it went to .8 and .75.  And that 

was one of the very basic problems over this period of 

time is that based on the Commission’s own 

determinations and decisions, the sensitivity to long-
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term bond yields was too large.   

MR. WALLACE:   Q:   I’m sorry, just to be clear, in 

calculating the coefficients in the next paragraph, 

did you use all of the decisions in between 1994 and 

2009, or did you only use those two points? 

MR. COYNE:   A:   Those two data points.   

MR. WALLACE:   Q:   And why didn’t you use other points? 

MR. COYNE:   A:   Well, that would have been 16 different 

calculations with 16 different answers.   

MR. WALLACE:   Q:   That hasn’t stopped people in this 

proceeding, nor that.   

MR. COYNE:   A:   It has not.  It was -- there’s been a 

lot of analysis done around this, and all the analysis 

points to .75 as having been too high.  So one could 

get numbers that are higher and lower in that 

intermediate periods, but the long-term trend was 

clear that based on the Commission’s own 

determinations they weren’t as sensitive to long-term 

bond yields as dictated by that formula.  And the 

Commission said so itself when it rendered its 2009 

decision.   

MR. WALLACE:   Q:   I’ll leave it at that.  I’m over my 

head for sure.   

  Sir, you’re familiar, I’m sure, with the 

Alberta 2011 Generic Cost of Capital proceeding? 

MR. COYNE:   A:   Which year?   
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MR. WALLACE:   Q:   The 2011.  I don’t think you testified 

in it. 

MR. COYNE:   A:   I did not, but I’m generally familiar 

with it, yes. 

MR. WALLACE:   Q:   Okay, and are you aware that in the 

Section 3.6 under the title Returns Awarded by Other 

Regulators, the Commission came to the conclusion in 

paragraph 103: 

“Accordingly the Commission gives no weight 

to returns awarded by other regulators 

included on the recording of this 

proceeding.”   

MR. COYNE:   A:   I will accept that subject to check. 

MR. WALLACE:   Q:   Okay.  And if the AUC gave no weight 

to returns awarded by other regulators, presumably if 

that logic follows it wouldn’t make sense to give 

weight to an index of litigated U.S. returns? 

MR. COYNE:   A:   I wouldn’t reach that same conclusion. 

MR. WALLACE:   Q:   I will leave that for argument.  Thank 

you, that concludes my questions.  Thank you, Mr. 

Coyne. 

THE CHAIRPERSON:   Thank you, Mr. Wallace. 

CROSS-EXAMINATION BY MS. BRAITHWAITE: 

MS. BRAITHWAITE:   Q:   Good afternoon.   

MR. COYNE:   A:   Good afternoon.  

MS. BRAITHWAITE:   Q:   Mr. Coyne, if I could get you to 
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start at page 4 of your 2012 report. 

MR. COYNE:   A:   And I’m sorry, what was the date of the 

report?  Was it August or November? 

MS. BRAITHWAITE:   Q:   Oh, sorry, it’s the August report. 

MR. COYNE:   A:   August.   

MS. BRAITHWAITE:   Q:   You know what?  I’m sorry, it’s 

actually the November report, the 2010 -- November 

2010 report.   

MR. COYNE:   A:   Okay, and which page? 

MS. BRAITHWAITE:   Q:   Page 4.  And there’s a quote near 

the top of that page that talks about why it is that 

AAMs were brought into effect, in essence.  It says: 

“The context for the search by Canadian 

regulators for a generic approach to ROE was 

characterized by frequent rate applications, 

repetitive evidence often provided by the 

same expert witnesses on the three principle 

tests, growing disenchantment with the CE 

and DCF tests, and increasing reliance on 

the ERP approach.”    

  Is there any -- have there been any changes 

in their regulatory environment or the business 

environment that would lead you to suppose that that 

is not what would happen again?  If AAMs are done away 

with? 

    Proceeding Time 1:57 p.m. T50 
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MR. COYNE:   A:   I think some.  You know, in my 

experience, I think I would measure this over I guess 

three decades at this point in time.  The regulatory 

process has evolved to one where it is much more 

settlement oriented.  I think back in the day prior to 

the -- and I will admit that my experience back in the 

pre-’94 period is characterized by this nice study 

that Major and Prittle did, but my impression is that 

it wasn’t dissimilar in the U.S. as it was in Canada, 

and that is that they were very frequent rate 

hearings, cost of capital was a major element to those 

rate hearings, and a principal focus.  And I think 

since that time, the regulatory agenda has shifted 

dramatically, and I think no more so than in British 

Columbia than it is anywhere else in that regard.  

There is much more concern now about climate 

initiatives, environmental initiatives, impacts and 

low income customers, med-side management conservation 

programs.  Appropriate amounts of capital spending, et 

cetera. 

  So, I think that the core blocking and 

tackling associated with setting base rates doesn’t 

receive the emphasis.  It is still important, but I 

think the regulatory agenda is a busy one.  As a 

result of that, there is a confluence of interest that 

come to the table associated with rate proceedings. 
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  So, my own observation is that around that, 

settlements have become more common place, as 

stakeholders trade off various elements that go into a 

rate proceeding.  So I think -- I now see ROE now as 

becoming one of those issues that could be settled 

against other -- the inevitable gives and gets that 

come out of a rate case process.  So, I don’t think it 

is necessary per se, to hammer away at ROE the way 

that it probably feels in this proceeding, because it 

is a generic cost of capital, and it is a reset moment 

here.  But I think that has been a fundamental change.   

  I think the other thing that has occurred 

is that when you think about that history of time, 

financial markets had an experience, with experience 

over the last five years.  So, there was a sense -- 

more of a sense I think of encouragement regarding the 

ability to predict financial and economic conditions 

then, than there probably is now, as a result of what 

we have been going through over the last five years.   

  So, I think both those shifts form my 

opinion with regards to where we are in this type of 

the matter, and that is whether or not it makes sense 

to implement an automatic adjustment mechanism or not, 

or to consider taking it into the broader context of a 

periodic rate proceeding, where those various 

interests can be balanced. 
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  I know that is probably a longer answer 

than you anticipated, but I thought it might be a good 

opportunity to offer that. 

MS. BRAITHEWAITE:   Q:   Okay, thank you.  If I could get 

you to go over to, well, pages 5 and 6 of the same 

report.  I think I have my reference right.  You talk 

about there being three types of AAMs.  Prescriptive 

formula that sets out the ground rules for conducting 

a comprehensive ROE study? 

MR. COYNE:   A:   Are you on page 5?  Is it under the 

United States?  That paragraph? 

MS. BRAITHEWAITE:   Q:   You know, I --  

MR. COYNE:   A:   Yes? 

COMMISSIONER HARLE:   It is the second paragraph. 

MS. BRAITHEWAITE:   Q:   Yes, right, starting from “For 

example”. 

MR. COYNE:   A:   Yes, I see -- “of those jurisdictions,” 

that paragraph? 

MS. BRAITHEWAITE:   Q:   Yeah.   

MR. COYNE:   A:   Yeah. 

MS. BRAITHEWAITE:   Q:   You say, at one end of the 

spectrum is the prescriptive approach, lays the ground 

rules for conducting a comprehensive ROE study.  And 

then over on the next page you talk about Vermont and 

California using simple formulas tied to bond yields, 

and then the third method, sorry, is not an AAM, it is 
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fixing the ROE at specific -- sorry, the ROE is fixed 

at specified rate, and then overages and underages are 

shared with ratepayers?   

MR. COYNE:   A:   Yes. 

MS. BRAITHEWAITE:   Q:   Can you just confirm that all of 

those -- the jurisdictions that use all of those types 

of formulas, or any one of those three types of 

formulas, do they all have the same legal obligation 

to make a fair return that we have in B.C.?  Is the 

test for fairness basically the same? 

MR. COYNE:   A:   Essentially the same.  You know, in the 

U.S. you have Hope and Bluefield standards, and in 

Canada you have Northwestern et al.  But essentially 

they are the same standards in terms of a fair return, 

and/or fair and reasonable -- and fair and reasonable 

rates.  If there is a legal question, I’m not 

answering it, but from a practitioner’s standpoint, I 

would say yes, they are highly comparable. 

Proceeding Time 2:03 p.m. T51 

MS. BRAITHWAITE:   Q:   Okay.  And then I’m going to move 

on to pages 31 through 35 of the November, 2010 

report.  You do some stress tests on the various 

formula and the results are summarized on page 36.   

MR. COYNE:   A:   Right.   

MS. BRAITHWAITE:   Q:   And my question is, whether a 

stress test was done, or whether it’s in fact even 
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possible to do one, for a system that’s used in -- a 

system similar to the one that’s used in Mississippi, 

where they set out the inputs, basically, that they’re 

going to use in a hearing process.   

MR. COYNE:   A:   It could, but it would be rather 

complex, of course, because you’d have to look at all 

the inputs to the CAPM and the DCF, and then you do a 

parametric analysis around that.  So, it’s possible to 

do that.  It would just be a lot of math in order to 

do it.  But we -- as a shorthand for that, what we did 

on that chart that we looked at earlier, and I think 

that was -- that’s in the back-cast section.  What we 

did is, we put a line on that page which chronicles 

the allowed returns for Atmos on that formula.  So it 

gives you a sense of what that might have looked at 

from an historic standpoint.  But it doesn’t give you 

the stress test to it.  And that would be on page 26 

in that report.   

  Yes.  And let me see if those you’re 

looking at in black and white, that would be -- ah, 

okay.  That’s the line that breaks.  It begins in 

2002.  You can see that one starts then.   

MS. BRAITHWAITE:   Q:   Okay.   

MR. COYNE:   A:   It starts right next to the U.S. allowed 

return line.  And then it falls below it, and then 

comes up, just tucks in underneath it in the year 
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2009, which was the last year at that point in time 

that we had data.  So that’s a solid -- it would be 

the third line to the far right-hand side of your 

page, just under the dotted line.  So that would tell 

you how the mechanics of that worked, at least for 

this one company that was operating under that type of 

an arrangement.   

MS. BRAITHWAITE:   Q:   Okay.  In your opinion, is that 

type of system a compromise between a fully-litigated 

rate hearing and a simpler formula?  Is it just a 

matter of getting the formula right?  I think is my 

question.  Are they sort of getting it right here?   

MR. COYNE:   A:   That’s an interesting question.  It is a 

compromise in the sense that you’re deciding -- a 

little bit like what the FERC does, what the FERC 

says.  We no longer want to hear about CAPM.  They are 

a DCF-based shop, and they tell you how they want the 

DCF performed, but the analyst has latitude to choose 

their proxy group based on criterion that have been 

well vetted before the FERC.  And then you come with a 

reasonable range, and then within that range you 

recommend an ROE and the FERC considers your analysis 

and determines whether or not it accepts the results 

or not.   

  And in this case they’re going further and 

they’re using both the DCF and CAPM approach, and for 
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purposes that I think have been well-articulated by 

Ms. McShane over the last few days, it makes sense to 

rely on alternative methods, especially when we have 

market conditions that may make one method or the 

other less reliable.  

  So in that sense I like it better.  You 

need more inputs to make it work.  So it’s a little 

bit more work on behalf of the Commission to monitor 

and administer.  I don’t think that’s unmanageable, 

but I would say that at the end of the day, it’s the 

informed judgment of this Commission when it looks at 

that analysis that decides whether or not it’s 

precisely that number that it thinks is the right one, 

whether there need to be adjustments to it.   

  So you still have the autopilot, the 

potential for the autopilot problem, where it can move 

away from where actual required returns are.  But I 

think if you’re including the primary puts to a cost 

of capital analysis, such as DCF and CAPM, it has a 

better chance of staying on track.   

  On the front end, before you can do that, 

there needs to be substantial agreement as to what 

beta is, and how we approach beta.  And how we 

approach the inputs to growth rates in the DCF model, 

and things of that nature. 

    Proceeding Time 2:08 p.m. T52 
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  So I think it is more work on the front 

end, so that the Commission stakeholders can vet its 

approach to all those.  But if so, I think it has a 

better chance than something that is strictly tied to 

bond yields as an alternative of tracking fair return, 

because you would measure fair return using those 

models.   

MS. BRAITHEWAITE:   Q:   Okay, thank you.  Is it fair to 

say that disenchantment with the AAMs came in the wake 

of the 2008 - 2009 financial crisis?  Is that really 

what spurred it?   

MR. COYNE:   A:   No, I think it began earlier.  You know, 

the first analysis that I did on this, in a 

substantial way in Canada, was near 2007 when we did 

the work for the Ontario Energy Board around that 

question.  And it was evident in 2007 that returns in 

Ontario had gotten off track, and I think pursuant to 

the discussion I had previously with Mr. Wallace, I 

think that was probably true elsewhere as well.   

  I know in the year 2006, Karen Taylor, who 

at that point in time I believe was a Bank of Montreal 

analyst, indicated that she thought that the returns 

under the -- then in place Canadian formula, she 

characterized as confiscatory. 

  So, I know there were concerns -- and she 

became a board member subsequent to that, and she has 
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been up through this year.  So I know there were 

concerns at least beginning in the year 2006, and I 

think prior to that I haven’t documented myself, other 

than the kinds of observations that I made by 

measuring vis-à-vis other returns earlier in that 

process.  But, I know at least in 2006 there were 

strong voices that were suggesting the formula needed 

to be considered. 

  So, it preceded the financial crisis, but I 

think the financial crisis exacerbated it, by all 

means. 

MS. BRAITHEWAITE:   Q:   So, are you saying it is not -- 

in your view, it wasn’t the result of any kind of 

anomalous market condition?  It was just -- I mean, 

something must have occurred to create what -- to 

create a problem with what had been a formula that was 

functioning for some years? 

MR. COYNE:   A:   Right.  Yeah, prior to the financial 

crisis, I think two things occurred.  One is it was 

reliant on one input, and that is the long-term 

Canadian government bond yield.  And that's a fairly 

narrow input to something that arguably is more 

complex than that, when you sit down and you start -- 

do a bottom-up analysis in the cost of capital.   

  And then secondly, you had the long term 

secular decline in long-term bond rates as a result of 
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fiscal policies both in the U.S. and in Canada, that 

made that an attractive investment from an investor's 

standpoint.  And it was also the case that 

inflationary problems that had occurred in the late 

'80s, through the early '90s had largely been 

remedied.  So, as a result of that, that bond yield 

was driven steadily lower. 

  And I think that in retrospect, had the 

coefficient been set lower, and again we estimated .34 

would have been a number that would have put it more 

or less on track with what the Commission decided at 

2009, I think those voices would have been muted.  So 

I think it was the combination of the coefficient and 

its link to that one bond yield that really caused the 

problems.  And that was prior to the issues that 

occurred when equity markets separated from bond 

markets all together -- well, not all together, but 

substantially so, over the course of the 2009, 2010, 

2011, and even through today.   

MS. BRAITHEWAITE:   Q:   So, you have recommended, I think 

it is at page 11 of your August report, that if a 

formula is adopted, some type of AAM is adopted, that 

it be reviewed every three to five years? 

MR. COYNE:   A:   Yes.  And again, that is looking back 

over the history of the last 18 years or so, the 

longer you go, the more chance there is for formula.  
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If it isn't you can get off track.  So, we think that 

one of the important lessons learned is that they need 

to be reviewed periodically to see if they are working 

well.   

MS. BRAITHEWAITE:   Q:   So, would you be -- are you 

saying that it is preferable to have a fixed rate for 

a three to five year period than it is to have an 

automatic adjustment within -- say you have full 

reviews every five years.  Would you say it is 

preferable to have the rate fixed once every five 

years and have it fixed for that period as opposed to 

an automatic adjustment between full reviews?   

Proceeding Time 2:13 p.m. T53 

MR. COYNE:   A:   As odd as the answer may sound, I think 

the answer is the fixed rate is preferable, at least 

through a three year period.  As you get out to five 

years, I become a little bit more concerned, because 

market conditions, the longer you go out, the greater 

the odds are that market conditions will shift.   

  And the reason why the answer may not sound 

logical is that the history has shown us that when a 

formula is in place it becomes the default, and it’s 

very difficult to displace the formula.  It took many, 

many years across many jurisdictions before the 

formula became more completely embedded, alternatives 

were considered, and most jurisdictions terminated its 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  802 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

use of the existing formula.  But there is a lot of 

momentum associated with a formula that’s in place. 

  So my concern with putting a formula in 

place and then revisiting it every three to five years 

is that inevitably it will be wrong one way or the 

other.  And if it’s wrong -- whichever stakeholder is 

going to see themselves advantaged by how it’s wrong, 

they will present compelling evidence for why it still 

may be reasonable, or close to reasonable.  And it 

takes pretty compelling evidence given the range of 

ROE estimates that can come out of analysis like this, 

to disprove the result from such a formula.  

  So, you have an inevitable momentum and in 

the Major Prittle report that I cite here, they cite 

that specifically, that there becomes this momentum 

associated with a formula, a presumption that it’s 

right, and it can begin to deviate substantially from 

actual required equity returns to the advantage and 

disadvantage of stakeholders one side or the other, 

and therefore stay in place longer than it should.   

  So that’s the reason why I would say that a 

fixed rate is preferable, because it forces the issue 

of a refreshed analysis when you do come back to the 

table, on both sides, and it provides the Commission 

the opportunity to re-weigh that evidence without 

being hamstrung by a formula with the presumption that 
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it’s correct, when it may not be, and probably is not.   

MS. BRAITHWAITE:   Q:   But if the return is being fully 

litigated at each five-year period, I’m not sure how 

the AAM that’s in effect between those periods carries 

into the new hearing.  You’re starting essentially 

from scratch, or from the last litigated hearing.   

MR. COYNE:   A:   It goes to -- I guess it goes to the 

weight that the Commission would place on the result 

of the formula as they enter the current hearing.  And 

what we saw with the prior formula is, despite 

challenges that mounted to the formula, there was a 

certain momentum associated with it that became hard 

to dislodge, and if there was a presumption that the 

formula was only for that period, and that we will 

start anew and we will have a completely litigated and 

refreshed cost of capital analysis, then that 

mitigates that concern, but behavioural history has 

shown us that’s not the case.  

MS. BRAITHWAITE:   Okay.  I think those are all of my 

questions.  Thank you.   

THE CHAIRPERSON:   Thank you very much.   

CROSS-EXAMINATION BY MR. HOBBS: 

MR. HOBBS:   Q:   Mr. Chair, Commissioners, Mr. Coyne.  I 

hesitate to be so glib, but I will.  Can I sum up your 

evidence that you’ve given in the last few minutes as 

follows?  That it’s much easier to dislodge something 
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that’s very wrong than something that’s just a little 

bit wrong.   

MR. COYNE:   A:   Well, by the “very wrong”, can you tell 

me what the length there is?   

MR. HOBBS:   Q:   Sure.  It calls for some explanation.   

MR. COYNE:   A:   I think I do understand it.  And I think 

the answer is probably yes.  Yeah.   

MR. HOBBS:   Q:   Right.   

MR. COYNE:   A:   We can all see what’s very wrong.  When 

something is wrong by 100 basis points, an analysis 

that can have ranges that can clearly, as we have seen 

in this evidence presented here, they can vary by that 

much.  One can presume that that result is still 

within the appropriate range, but when it’s way off 

track, I think most parties can agree that there is a 

problem.  Yes.   

MR. HOBBS:   Q:   Right.  And just to flesh that out -- I 

think we’re there, but just to flesh that out, that 

would suggest that an automatic adjustment mechanism 

is going to be closer to a fair return than no 

mechanism.   

MR. COYNE:   A:   Over what period of time?  And --  

MR. HOBBS:   Q:   Well, let’s pick your period of time.  

Three to five years.   

    Proceeding Time 2:18 p.m. T54 

MR. COYNE:   A:   Presuming that you have a -- well, it 
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really depends, of course, on what your automatic 

adjustment mechanism is.  If it was the prior one, the 

.75 long-term Canada Bond yield, I would say no.  If 

it were a new and improved formula that was 

constructed so that it addresses some of the concerns 

that have been documented regarding that formula, it 

should directionally track movements in interim years 

more so than a fixed rate would be short of just 

stagnant credit markets.  I would agree with that, 

yes. 

MR. HOBBS:   Q:   All right.  And would you also agree 

that it’s reasonable to anticipate that any automatic 

adjustment mechanism is going to have a positive 

correlation? 

MR. COYNE:   A:   With? 

MR. HOBBS:   Q:   Whether it’s your .75 or another 

mechanism, that they’re all going to be -- as a 

reasonable assumption that they’re all going to be 

better than no mechanism?  For forecasting a fair 

return. 

MR. COYNE:   A:   I wouldn’t say that.  There’s 

possibility for some really bad formulas. 

MR. HOBBS:   Q:   Have you seen any? 

MR. COYNE:   A:   Yes.   

MR. HOBBS:   Q:   With a negative correlation. 

MR. COYNE:   A:   Oh, a negative correlation, no.  To 
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long-term bonds?   

MR. HOBBS:   Q:   Well, to a fair return actually.  Not to 

long-term bonds.  Have you seen an automatic 

adjustment mechanism that has a negative correlation 

with what you would view as a fair return? 

MR. COYNE:   A:   By negative correlation -- I guess I’m 

not quite sure of your question by how it’s 

constructed.  Correlation of fair return.  So for 

example, if one were to use my U.S. proxy as a proxy 

for fair return, one would expect a positive 

correlation to it.   

MR. HOBBS:   Q:   Right. 

MR. COYNE:   A:   So in that sense, yes, and with respect 

to bond yields, yes, those would be positive 

correlations. 

MR. HOBBS:   Q:   Right. 

MR. COYNE:   A:   Yeah, so the sign on them would all be 

positive in that regard, if that’s your question. 

MR. HOBBS:   Q:   That’s my question. 

MR. COYNE:   A:   Yeah. 

MR. HOBBS:   Q:   Thank you.  You spoke to single 

variables and multiple variables.  You’d see a 

positive correlation with a single variable and 

perhaps a better correlation with a multiple variable 

formula, but they’re both going to be positive 

correlations.   



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  807 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

MR. COYNE:   A:   So they’ll move -- the implication being 

they’ll move up and down together, but not precisely 

in unity, depending upon the magnitude of that 

coefficient. 

MR. HOBBS:   Q:   That's not actually what I was thinking.  

I was thinking that you might have a better fit with 

your view of fair return with a multiple variable 

automatic adjustment mechanism than a single variable 

mechanism, but they’re both going to be positive 

correlations.   

MR. COYNE:   A:   Maybe I could parse that a little bit 

with you just to make sure I’m answering the question 

you’re asking. 

MR. HOBBS:   Q:   Sure.   

MR. COYNE:   A:   I think there are two parts to your 

question if I understand it.  If you have two 

variables, is that going to be better than one 

variable?  And I think the answer is yes, if they’re 

reasonable variables, probably so.  When we do 

regression analysis against bond yields and lot of 

ROEs, you know, the highest regression coefficients 

that we get, you know, might be in the .7 range or 

something like that, which says that there’s more to 

be said around ROE than just a long-term bond yield of 

any kind.  So multiple variables will probably get you 

closer if they’re chosen reasonably. 
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  And you could choose variables that would 

have negative coefficients on them, but they 

typically, if you use equity market returns and bond 

returns, then those have positive signs on them so 

they will move up and down together.  So if the bond 

move goes down there’s going to be some downward 

movement in the allowed ROE as a result, and the same 

is true in the allowed ROE index.  They move down 

together and up together.   

MR. HOBBS:   Q:   I would like to turn you now to page 11 

of your August 2012 report, and this is really just a 

clarification of this question, Mr. Coyne.  Under the 

heading Periodic Rate Proceedings -- 

MR. COYNE:   A:   I’m sorry, which page are you on? 

MR. HOBBS:   Q:   I’m on page 11 of your August 2012 

report.   

MR. COYNE:   A:   Right.   

MR. HOBBS:   Q:   You have a heading Periodic Rate 

Proceedings and then you talk about periodic rate 

proceedings in the second sentence.  I wasn’t sure -- 

and as I say, this is a clarification question.  I 

wasn’t sure in your reference to rate proceedings 

whether you were referring to this type of proceeding, 

Generic Cost of Capital proceeding, or whether you 

were referring to a more traditional revenue 

requirements proceeding when you’re looking at all of 
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the costs of the utility to determine what the rates 

should look like.    

Proceeding Time 2:23 p.m. T55 

MR. COYNE:   A:   It could be done either way.  In the 

U.S., generic cost of capital proceedings are unusual.  

It’s more done on a utility to utility basis.  I see 

generic cost of capital proceedings more commonly in 

Canada.  

  So, it could -- generic cost of capital 

could be done on a periodic basis, as it is done in 

this proceeding here.  And then those results could be 

applied with risk differentials or other differentials 

for the various utilities that are under the 

Commission’s review. 

  The way it’s done in Ontario is a generic 

ROE is set for both electric and gas distributors, and 

then risk differentials are accounted for by the Board 

in its capital structure determinations, on a case-by-

case basis for the gas distributors and generically 

for the electric distributors.   

  In the U.S., it is more typically the case 

that it is done in the context of a full rate 

proceeding, specific to the utility.   

MR. HOBBS:   Q:   And in your report, have you indicated a 

preference of those two alternatives for determining 

cost of capital?   
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MR. COYNE:   A:   I have not.  And I think it really is 

somewhat dependent upon the number of utilities that 

the Commission has under its jurisdiction, and the 

staff resources the Commission has available to it.  

And also the resources for interveners and 

stakeholders to participate in as many proceedings as 

they would need to participate in. 

  My observation is, in the U.S., there is 

some benchmark utilities and jurisdictions.  It’s 

typically the largest utility, or the gas utility or 

the electric utility.  And oftentimes decisions that 

the board renders there become decisions de facto for 

subsequent utilities that may follow, in terms of 

certain capital market determinations and things of 

that nature.  But the results will still get updated 

and then they may change for risk differentials 

between those utilities. 

  So, they’re not generic in the same sense 

they are in various Canadian jurisdictions.  But they 

perform that same type of service.  So I guess you 

could say regulatory efficiency by hearing.  Evidence 

in depth in one proceeding that has implications for 

others.   

MR. HOBBS:   Q:   All right.  Let’s assume for the moment 

that we’re talking about generic cost of capital 

proceedings.  And I assume that that’s true -- 
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actually, I should ask this question.  When you are 

establishing your three- to five-year period, you’re 

thinking in terms of a generic cost of capital 

proceeding, are you?   

MR. COYNE:   A:   Well, it doesn’t have to be.  It was -- 

I guess you could say it’s neutral to that.  It could 

be on a utility-specific basis or it could be generic.  

But that, the three to five years, was a judgment 

concerning the appropriate period of time where market 

conditions would be most apt to change before it would 

be necessary to re-hear whether or not that ROE was 

still fair.   

MR. HOBBS:   Q:   So does that suggest that the test 

period that a utility applies for should be driven off 

of your three- to five-year period for the generic -- 

or to determine the cost of capital, so that you  

get --  

MR. COYNE:   A:   Well, we do see examples of that, where 

test periods are set in a forecast basis over multiple 

years.  I think that that -- it requires a lot of 

forecasting, obviously, on behalf of the utility.  And 

participation by stakeholders pertaining to the 

robustness of that forecast.  You can separate the 

two, you know.  You could still have annual 

proceedings pertaining to forecast test years, but you 

could have ROE that’s set aside for re-hearing, not 
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every year but every three to five years.  We know 

that regulatory efficiency is always the objective of 

the Commission, and these issues don’t have to be 

decided at exactly the same time.   

MR. HOBBS:   Q:   Would you be willing to accept a fixed 

rate with a fixed period of time?   

MR. COYNE:   A:   Yes.  That’s embedded in periodic rate 

proceedings.   

MR. HOBBS:   Q:   That’s what I thought.  And I’m confused 

then by your continual reference to three to five 

years.   

MR. COYNE:   A:   Right.   

MR. HOBBS:   Q:   Are you suggesting, then, that the 

Commission should determine a specified period and 

that specified period may be three to five years?  But 

in this decision, the Commission should be definitive 

about how long the rates are going to be fixed.   

MR. COYNE:   A:   I anticipated that in writing the 

report.  There is also another way to go.   

MR. HOBBS:   Q:   Just before -- I want to make the record 

is clear on this.  You anticipated what, sir?   

MR. COYNE:   A:   That the Commission would set a fixed 

period for re-hearing.   

MR. HOBBS:   Q:   Thank you.   

MR. COYNE:   A:   Even with a formula or with a fixed 

rate, that would be prescribed for a certain period of 
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time, and then it would re-hear.   

    Proceeding Time 2:29 p.m. T56 

MR. HOBBS:   Q:   Thank  you.  I would like to ask you 

about the role of a benchmark in the absence of an 

automatic adjustment mechanism.  What is the role of a 

benchmark when there is no automatic adjustment 

mechanism? 

MR. COYNE:   A:   I’m not sure it really serves much of a 

role.  I think informally, expert witnesses in cost of 

capital presents results -- they present results in 

other jurisdictions, and they present results such as 

I have here of aggregate returns.  In this case, a 

U.S. index.  So in that sense they provide -- I think 

they provide another objective source of comparison to 

the results of the hearing before them with models 

such as the CAPM and DCF and others.  So I think they 

still serve some value.  Regulators like to look at 

decisions of other regulators just to know that their 

decisions -- to measure their own decisions and to 

compare them and understand the bases for differences 

between them. 

MR. HOBBS:   Q:   Right, I may not have been as clear as I 

needed to be in my question.  Before this proceeding 

closes we are going to have stage 2, and we are then 

going to be looking at the utility that I am concerned 

about, Fortis B.C. Inc., which is the electric 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  814 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

distribution utility.  If we didn’t have an automatic 

adjustment mechanism, would you suggest then that we 

apply the three approaches to determining the return 

on equity for Fortis B.C. Inc., as the, if you will, 

determining it from first principles, which would 

then, if you will, obviate the need for a benchmark, 

or eliminate the need for a benchmark? 

MR. COYNE:   A:   I believe the latter.  That if it were 

set independently for Fortis from first principles, 

then the benchmark would not be needed. 

MR. HOBBS:   Q:   It would have no value?  Limited value? 

MR. COYNE:   A:   Limited, yes, because I am presuming 

that the Commission has heard the evidence it needs to 

make a determination for that specific utility.  It 

may want to monitor the appropriateness of that 

return.  I suppose the benchmark could serve that 

purpose.  Stakeholders like to know that what is in 

place is still fair and reasonable.  One could have a 

provision where if it went out say three to five years 

where parties might have the ability to request a 

rehearing, if they felt as though that rate of return 

was no longer fair and reasonable.  So, I suppose a 

benchmark could still be used as a guidepost in that 

regard.   

MR. HOBBS:   Q:   In the sense that you are checking the 

benchmark against the -- what a fair return might be, 
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and if the benchmark was out of whack, pardon me for 

that, you might then look at Fortis B.C. Inc., and you 

might not have been looking at Fortis B.C. Inc. other 

than for the fact that the benchmark is off of the 

fair return? 

MR. COYNE:   A:   That is correct, and one of the 

approaches that I suggested considering in that regard 

is again, presuming a formulaic approach is that you 

could have ceilings and floors around the benchmark 

that would determine the need for rehearing and cost 

of capital.   

MR. HOBBS:   Thank you, I have no further questions.   

THE CHAIRPERSON:   Thank you, Mr. Hobbs.   

CROSS-EXAMINATION BY MR. FULTON: 

MR. FULTON:  Q:   Good afternoon, Mr. Coyne. 

MR. COYNE:   A:   Good afternoon. 

MR. FULTON:  Q:   You understand that Dr. Booth is rec'ing 

a 7.5 percent return on equity? 

MR. COYNE:   A:   Yes I do. 

MR. FULTON:  Q:   And that Ms. McShane is recommending a 

return on equity of 10 and a half percent? 

MR. COYNE:   A:   Yes. 

MR. FULTON:  Q:   And Dr. Safir is recommending a return 

on equity of 7.64 percent? 

MR. COYNE:   A:   I believe that's correct.  

MR. FULTON:  Q:   Okay, the range though, in terms of the 
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recommended returns on equity between the 7.5 percent 

and the 10.5 percent is quite a broad one, isn't it?   

MR. COYNE:   A:   It is.  

MR. FULTON:  Q:   Yes, and you are also aware that the 

Fortis B.C. utilities are of the view that an AAM 

result should fall within a fairly tight band around 

the ROE that would be estimated using a -- from first 

principals approach?   

    Proceeding Time 2:34 p.m. T57 

MR. COYNE:   A:   Yes, I am.   

MR. FULTON:   Q:   And the tight band that has been 

defined is plus or minus 25 basis points. 

MR. COYNE:   A:   Yes.   

MR. FULTON:   Q:   Now, given that there is a broad range 

in terms of the experts’ recommendations for an ROE of 

3 percent, how realistic is a deadband that is plus or 

minus 25 basis points?   

MR. COYNE:   A:   Well, my understanding of the 25 basis 

points is that that is a first principles measure, and 

I think that there are two types of risks I guess that 

you could say for a utility in terms of determining 

its ROE before a Commission like this.  One is did we 

get it right from the start?  And is it reflective of 

a fair return and the investors’ required return? 

  And my impression was that that’s what the 

25 basis points applied to.  And I say that because 
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the company has indicated a willingness to live with a 

fixed rate over a three to five year period of time, 

and I think inherent in the fixed rate over that 

period would be risk that would be greater than 25 

basis points.  So I think my impression is, and I 

don’t know this for a fact, that that probably applied 

to the first principles result as opposed to the 

expectation over a three to five year period.   

  But I also presume that there is some value 

to the company in knowing what its return would be 

over that period of time as well, and therefore some 

offset to the risk it would be taking on knowing that 

that fixed return might deviate from whatever that 

fair return benchmark might be.   

MR. FULTON:   Q:   From a stability standpoint though, 

wouldn’t an appropriately constructed AAM mechanism 

provide more stability?   

MR. COYNE:   A:   With your caveat appropriately 

constructed. 

MR. FULTON:   Q:   Yes. 

MR. COYNE:   A:   The expectation is yes.  Our challenge, 

of course, is to construct one that actually serves 

that purpose.   

MR. FULTON:   Q:   If you could turn to Exhibit B1-20, the 

response to BCUC IR 132.3.1 which is on page 311 of 

Exhibit 120.  So page 311.  And I’ll let you read the 
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response to yourself and then I’ll ask you some 

questions about that response.   

MR. COYNE:   A:   And is the response to 132.3.1? 

MR. FULTON:   Q:   That’s right, 132.3.1.   

MR. COYNE:   A:   Yes, thank you. 

MR. FULTON:   Q:   And I’m going to focus on the second 

paragraph of the response about midway in that 

paragraph where the statement appears: 

“We believe that Canadian ROEs that diverge 

by greater than 100 basis points from North 

American ROEs are suspect and should be 

reviewed expeditiously.” 

  And I’d like to break down that statement.  

First of all, can you tell us upon what basis you’ve 

arrived at the 100 basis points?   

Proceeding Time 2:39 p.m. T58 

MR. COYNE:   A:   It’s clearly a judgment.  There’s no 

right answer there.  It recognizes that if one were to 

use an index of North American ROEs, with any index 

you’re going to see some variability that may not be 

perfectly tracked by the target cost of capital.  And 

you mentioned yourself, you know, the degree -- the 

range between expert witnesses in this case that show 

there can be a considerable difference of opinion in 

that regard, but I think that if one goes beyond 100 

basis points one clearly is testing the waters of a 
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fair return.  I think, you know, the company has 

indicated 25 basis points is its litmus test in that 

regard.  Again, I presume that’s the first principles 

litmus test.   

  If one is adopting a formula, the 

presumption I make is that the Commission is looking 

for regulatory efficiency, so it doesn’t want to have 

to re-hear the evidence every time you bump up against 

the very tight deadband.  So I think it’s the tension 

that I see between indicating you’re off track and 

having a formula that is not providing any regulatory 

efficiency whatsoever.  So my judgment, at least, in 

putting this together as a starting point is 100 basis 

points is a legitimate place to put the -- to draw a 

line in the sand. But that could be 200 basis points, 

it could be 50.  But I thought that that was an 

intermediate place that made sense to me.   

MR. FULTON:   Q:   All right.  Now, you’ve given me a 

range of between 50 and 250 basis points.  And that 

perhaps anticipated what I was going to ask you next.  

But what was the range upon which -- the range that 

you looked at in order to exercise your judgment that 

it should be 100 basis points?   

MR. COYNE:   A:   I’m not sure that there was a full range 

considered.  I would have to go back and look at the 

analysis that we did around that.  But I have to say 
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it’s more judgment than it is analysis.   

MR. FULTON:   Q:   Okay.  I’ll come back to the 100 basis 

points shortly.  But I want to ask you some other 

questions about the sentence that I referred you to.  

You referenced to North American ROEs.  Can you tell 

us what you mean by North American ROEs?  Are you 

including, for example, both Canadian and U.S. ROEs?   

MR. COYNE:   A:   Well, prospectively, yes.  Litigated 

returns in Canada, yes, could be included in that 

index.  The practical issue we have there -- we 

constructed this from returns in the U.S. for gas and 

electric utilities, because they’re reported and 

updated continuously by Regulatory Research 

Associates.  I wish they would cover Canada.  It would 

make all of our lives easier.  But they don’t.  So, I 

do what other witnesses do in Canada, and that is, I 

update them as we get decisions in our own database.   

  So there is two ways to go there.  If one 

were to adopt this as a benchmark, one could include 

the Canadian litigated -- not ones that were tied to a 

formula, because that then becomes circular, but those 

that are first principles, to use your language, 

litigated returns.   

MR. FULTON:   Q:   Well, first principles was the 

utility’s language, not mine.   

MR. COYNE:   A:   Okay.  Pardon me, then.  But one could 
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use Canadian returns in that blend and one could even 

blend them on a -- you could determine that you wanted 

a weight of Canadian decisions versus U.S. decisions.  

But pragmatically, if you think about implementing 

this as a benchmark, I think that this Commission 

would find that that RRA index is a more manageable 

one to work with, but it could be supplemented with 

Canadian data as well, if it felt as though that was 

the path it wanted to head down, and the extra value 

of that input was -- made it worthwhile.   

MR. FULTON:   Okay.  But I want to make sure that I 

understand what you meant when you said “North 

American utilities”.  From your answer it wasn’t clear 

to me whether you were talking about U.S. litigated 

utilities only?  Or you’re talking a combination of 

Canadian and U.S. litigated utilities when you used 

the expression “North American utilities”.  

MR. COYNE:   A:   Yes.  When I used it there, I believe I 

probably meant the RRA index.  But I believe I’ve 

discussed here and elsewhere that the inclusion of 

Canadian returns would just require the effort to do 

so, and it would certainly be consistent with what I 

am recommending there.  But I meant RRA index when I 

wrote this. 

    Proceeding Time 2:44 p.m. T59 

MR. FULTON:  Q:   And the RRA index that you’ve referred 
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to is made up of U.S. gas and electric utilities, is 

that correct? 

MR. COYNE:   A:   Yes sir.  

MR. FULTON:  Q:   No Canadian utilities? 

MR. COYNE:   A:   That's correct.   

MR. FULTON:  Q:   And were you talking about allowed or 

achieved ROEs? 

MR. COYNE:   A:   Allowed.   

MR. FULTON:  Q:   The sentence ends with the statement 

that they should be reviewed expeditiously.  Now, I 

want to understand what you mean by expeditiously.  Do 

you mean in a hearing such as this?   

MR. COYNE:   A:   I do. 

MR. FULTON:  Q:   Okay.  And do you know how long this 

hearing has taken to get to this point? 

MR. COYNE:   A:   I do. 

MR. FULTON:  Q:   Yes.  So, and at this point, we do not 

know when there will be a decision, correct? 

MR. COYNE:   A:   I don’t have any information on that, 

but I presume that it would be after the first of the 

year.  

MR. FULTON:  Q:   Would you agree with me that that --  

MR. COYNE:   A:   I am sensing endorsement for that 

timeframe. 

MR. FULTON:  Q:   Would you agree with me, though, sir, 

that a hearing that takes the length of time that you 
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understand this hearing has taken to get us to this 

point, and will likely take us to get to a 

determination, cannot be considered dealing with 

something expeditiously?   

MR. COYNE:   A:   I accept that premise.   

MR. FULTON:  Q:   Yes.  And can you also agree with me 

that even when we get to a decision in a hearing of 

this nature, the decision is a highly judgmental one? 

MR. COYNE:   A:   I would agree with that.  But, I would 

note one caveat, if you continue to read the 

paragraph, and that is that we had not recommended a 

threshold or for trigger mechanism in our 

recommendations to the Commission, nor do we recommend 

a formula for that matter.  But, the -- it could also 

be that that serves as a rail, so that if you get to 

that point, it stays there until it can be heard 

fully.  So you don’t further the damage by going above 

or below it.   

MR. FULTON:  Q:   But I am just testing your use of 

expeditiously here.  I accept what you say.  I am 

testing expeditiously.  And a third point on the 

expeditious theme is that you will agree with me that 

there is always a lag in any event between the time a 

problem is observed in terms of fair rate of return, 

and the time that the application is eventually made, 

because it takes time to put the application together, 
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and that may take what, up to three months or so? 

MR. COYNE:   A:   I presume.   

MR. FULTON:  Q:   So, there is that lag, and the lag to 

the date when the decision is ultimately made, to make 

a change or not? 

MR. COYNE:   A:   Yes.  And that is why, if I might, to 

anticipate and tell me if you are not -- that this 

isn't helpful, but I would not recommend that as a 

preferred approach, if the Commission were to assume  

-- were to want to move forward with a formula for the 

very reasons that you describe.  I think it would be a 

better thing if the Commission were to adopt a formula 

to include the variables in the formula that provided 

greater assurance that it would stay on track, than to 

set up deadbands and triggers that would cause 

untimely hearings for the very practical reasons that 

you describe.   

MR. FULTON:  Q:   So, would you not agree with me that it 

would be better if between the dates of the reviews, 

and you suggested a period of between three to five 

years, and if we take the five years as the outside of 

it, that there be an automatic adjustment mechanism, 

like the one used by the OEB and the Régie to adjust 

for changes in the risk free rate, that is the Long 

Canada bond rate, so that the annual awarded ROE is 

fair to both the ratepayers if the risk free rate 
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falls, and shareholders if the risk free rate rises? 

MR. COYNE:   A:   That would be correct.  That is not the 

only variable we considered or recommended, but yes.   

    Proceeding Time 2:49 p.m. T60 

MR. FULTON:   Q:   And recognizing any concerns there 

might be that the awarded ROE might become somewhat 

out of sync with the ROE that might come from a full 

review, wouldn’t it make sense to have a full review 

if the Long Canada Bond rate changed by more than 3 

percentage points at any time within the intervening 

period of the one to five years? 

MR. COYNE:   A:   You’re suggesting 3 percentage points 

then as a trigger? 

MR. FULTON:   Q:   Yes. 

MR. COYNE:   A:   And, well, that’s a pretty big movement.  

Think about where we are today.  I did not consider an 

absolute trigger based on a movement in the Long 

Canada Bond yield.  I would prefer, if one were to use 

a trigger -- you know, we’ve seen problems associated 

with putting too much faith in the long-term Canada 

Bond yield for what it tells us about the return on 

equity.  So I believe an index such as this RRA index 

I’ve proposed would be a preferred alternative, you 

know, be it 100 basis points or 150.  I think that’s 

more informative than a nominal change in a Canadian 

Bond yield.   
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MR. FULTON:   Q:   But the RRA index is U.S. specific. 

MR. COYNE:   A:   Right.  But as I said, you could make it 

a hybrid.   

MR. FULTON:   Q:   And in terms of the U.S. you’re 

speaking of allowed ROE rather than achieved ROE. 

MR. COYNE:   A:   Correct.   

MR. FULTON:   Q:   And you will agree with me that in many 

cases in the U.S., the gas and electric utilities do 

not achieve their allowed ROEs.   

MR. COYNE:   A:   We’ve studied that issue considerably 

and I focus on it typically on the proxy groups that 

we examined for purposes of cost capital analysis.  

And there we conclude in general they do earn their 

allowed ROE. 

  So for the utilities that we have used for 

cost of capital analysis, and we have not filed that 

analysis here, I would not reach that conclusion.   

MR. FULTON:   Q:   Just bear with me a moment.  All right, 

we’ll let the record speak for itself on that point 

then.   

  In Exhibit B1-32, your rebuttal evidence at 

page 1, you express several concerns with Dr. Safir’s 

recommendation to use a formula similar to the former 

British Columbia automatic adjustment mechanism?   

MR. COYNE:   A:   Yes.   

MR. FULTON:   Q:   And you say: 
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“It is important to incorporate a factor for 

the cost of corporate capital and the 

premium it receives over the government 

debt.  This factor has been recognized by 

the OEB in the Régie and is included in the 

AAM that Dr. Booth proposes in this 

proceeding.“ 

  If the Commission were to adopt an AAM for 

the intervening period in the form of an AAM similar 

to that of the OEB and the Régie AAMs, what advice 

would you give to the Commission in terms of 

adjustments that it should make to those forms?   

Proceeding Time 2:54 p.m. T61 

MR. COYNE:   A:   If I can refer back to our report, I 

think we considered that in the 2010 report.  Let me 

see if I can put my hands on it.  

  Well, I think there are two improvements 

that could be considered if the Commission were to go 

down that path.  One is with regards to the 

coefficients.  We have analyzed this issue and 

determined that a coefficient of .5 was a more 

accurate reflection of the historic relationship to 

long-term Canada bonds than .75.  So that would be a 

difference with the Régie’s formula.  

  On page 42 in that report, you can see that 

we discussed something called the combined utility 
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bond yield and average awarded ROE index.  And for 

reasons that I’ve discussed, I would prefer to have -- 

the problem with -- the issue with both -- either the 

Régie’s formula or the OEB’s formula is that you have 

two parameters, both tied to bond yields.  And as we 

know, and as we’ve seen over the last several years, 

equity returns can deviate substantially from bond 

returns.  It’s an improvement to include at least a 

corporate bond yield or a utility bond yield, in the 

OEB’s formula and the Régie’s formula.  But I’m 

concerned that we still don’t have a direct tie to an 

equity return.   

  And there is two ways to get it.  One is 

you could use what I’ve called the “prescriptive 

approach,” and that is, you could estimate a CAPM or a 

DCF and have that serve as your proxy for that equity 

input.  Or the other way you can get it is to let 

other regulators do that work, and take an index of 

their decisions as being reflective of determinations 

for equity awards for utility investors.   

  If there were another way to get it, to get 

at that equity input, I think our jobs in this matter 

would become a lot easier.  But we have -- we cannot 

think of any that would serve that purpose. 

  So, two options.  The prescriptive approach 

or the allowed equity returns from other regulators 
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would both, in my estimation, be an improvement over 

just reliance on bond yields.   

MR. FULTON:   Q:   Okay.   

MR. COYNE:   A:   The alternative, of course, is to have 

periodic rate hearings, as we’ve talked about, which 

is the option five.   

MR. FULTON:   Q:   Right.  And you began that long answer 

with “I would prefer”.  But I don’t think I ever got 

to -- or you got to what you would prefer, in terms of 

those two options.   

MR. COYNE:   A:   I would prefer the average awards for 

utilities as a weight combined with the utility bond 

yield.   

MR. FULTON:   Q:   Okay.   

MR. COYNE:   A:   And coefficients -- and one is an index, 

and the other has a coefficient attached to it.  As 

displayed in option 3, beginning on page 42.   

MR. FULTON:   Q:   Okay.   

MR. COYNE:   A:   And we have conducted a back cast 

analysis on that that shows it behaves reasonably 

well.   

MR. FULTON:   Q:   In your view, should there be a floor 

or ceiling for the -- for any automatic adjustment 

mechanism?   

MR. COYNE:   A:   I think if one were to use that formula, 

I don’t believe it’s necessary.  The backstop to that 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  830 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

is to have a periodic review, and again, my judgment 

on that is three to five years.  If it were that 

formula, I would feel better with five.  If it were a 

formula that were tied just to bond yields, that would 

be outside of the proper period of review in my mind.   

    Proceeding Time 3:00 p.m. T62 

MR. FULTON:    Thank you, Mr. Coyne, those are my 

questions. 

MR. COYNE:   A:   You're welcome. 

THE CHAIRPERSON:   Thank you, Mr. Fulton.  We have been at 

it for almost a couple hours now, and it is probably 

an appropriate time to take a break in deference to 

the poor court reporter here.  Let's break for 15 

minutes, come back at 10 after 3.   

 (PROCEEDINGS ADJOURNED AT 3:01 P.M.) 

 (PROCEEDINGS RESUMED AT 3:17 P.M.)  T63/64 

THE CHAIRPERSON:   Please be seated. 

  Mr. Fulton? 

MR. FULTON:   Yes, a little bit of indecision here.  What 

I was going to ask, Mr. Chairman, is it your intention 

to go straight through until 5 o’clock at this point? 

THE CHAIRPERSON:   In an ideal world, yes, we’ve discussed 

it, we can make the time available.  

MR. FULTON:   Great, thank you.   

THE CHAIRPERSON:   Any questions for Mr. Coyne? 

COMMISSIONER GIAMMARINO:   Yes.  Thank you, Mr. Coyne, I 
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just have I think one question, and maybe a follow up.  

And it is about -- it is kind of a broader question.  

My understanding is, is that a regulated company can, 

if it feels that the return is inappropriate, it can 

file for a hearing.  So they always have the option to 

come forward.  

  Given that, I am trying to understand how a 

fairness deficit could exist?  In other words, I could 

understand that there would be transaction costs 

involved, but if an automatic adjustment mechanism 

results in a lower return than is warranted, then a 

reasonable argument could be made.  Then we shouldn’t 

see -- we would be seeing more frequent hearings, 

wouldn’t we? 

MR. COYNE:   A:   I'm referring to the period of time when 

AAM was enforced. 

COMMISSIONER GIAMMARINO:   Yes, sorry, yes. 

MR. COYNE:   A:   The answer is yes as I understand it, in 

most jurisdictions at any time.  Unless it is 

specifically prohibited from doing so by virtue of a 

stipulation, can come to the Commission to seek 

relief.  And I think that Major and Prittle summarized 

it well in their report, and they said, in effect -- 

and are you familiar with the report I am referring 

to? 

COMMISSIONER GIAMMARINO:   The Brattle, did you say? 
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MR. COYNE:   A:   Major Priddle?   

COMMISSIONER GIAMMARINO:   No I don’t, sorry.   

MR. COYNE:   A:   It was a report, a former Supreme Court 

justice, and former NEB chair if memory serves me 

well, authored this report, and it was published I 

want to say in 2007 or 2008, in a period of time just 

when there was a great deal of scrutiny being placed 

on the formula across Canada.  And their view was that 

asking an essence question you’ve asked, and I defer 

to them in this, they said that there was a certain 

weight or presumption associated with the formula, and 

as a result of that, there was a regulatory 

presumption that it was correct, you know, short of 

evidence beyond a shadow of a doubt that showed that 

it was incorrect.  And as illustrated in these 

proceedings, and as you well know with your 

backgrounds, incorrectness has various degrees.  And 

if the evidence is covering the reins that we’ve seen 

in this proceeding from experts, from 7 and a half to 

10 and a half, then that may not be as compelling as 

it needs to be to a regulatory body to decide what 

we’ve done for the last five or ten or 15 years is 

incorrect.  Whereas if you are starting from first 

principles, you maybe more willing to see that 

evidence in another light. 

  And so, in essence their conclusion, and I 
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think I agree with this, is that a disproportion of 

weight may get placed on that such that even if the 

utility does come before the Commission, there is a 

certain presumption that that is in place must be 

correct, unless there is substantial evidence that 

shows otherwise, and that that evidence may have to 

have a greater degree of weight associated with it 

once the formula is in place.  They stated succinctly 

in one paragraph, I haven't done quite as well, but 

that is the basic premise.  

COMMISSIONER GIAMMARINO:   Right.  That is an interesting 

assertion.  I guess it would be interesting to know 

what the data is.  And in some ways, in looking at a 

backcasting, or looking at a historical record, it 

would be interesting to see how often there are calls 

for a review when under an automatic adjustment 

mechanism.  And I understand that you only -- when you 

looked historically, you are only looking at what the 

formula would give you, is that right?   

MR. COYNE:   A:   In terms of the comparisons that we made 

over that 94 period? 

COMMISSIONER GIAMMARINO:   Right.  

MR. COYNE:   A:   Well, we compared what the formula did 

produce, versus litigated returns in the U.S.  That 

chart that we showed that had a variety of different 

metrics associated with it.  And I think a telling 
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point on that chart, are the decisions that this 

commission made vis-à-vis the formulaic decision.   

    Proceeding Time 3:22 p.m. T65 

  My impression is that this Commission over 

time attempted to work within the constraints of that 

formula by making adjustments to the coefficient.  And 

I think that’s true for regulators generally across 

Canada that were using the formula.  It became 

something of continuing to need to make adjustments so 

that you were getting something that was deemed to be 

a fair return, and that was probably okay up until the 

point where you hit 2006 or ‘7 and at that point in 

time there was a real inflection point in the risk-

free rates, and it became more and more difficult to 

provide a rate of return that was fair just based on 

that formulaic result. 

  So I think it was accumulation of 

experience over time that led to its abandonment in 

that 2007-8-9 period and beyond, because the evidence 

became rather overwhelming at that point in time.  

Earlier in time I think it was -- earlier in that 

period you could make minor adjustments and it would 

still give you something that would come closer to a 

fair return. 

COMMISSIONER GIAMMARINO:   Just one more follow-up on that 

if I could, and that is that there would be nothing 
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stopping a commission from explicitly stating that 

this is an automatic adjustment mechanism and it’s 

done with error, it’s an approximation, and so it 

wouldn’t be unreasonable to see a call for a review of 

the rate periodically.  In other words, to get away 

from the bias that you’re suggesting it could 

explicitly be stated that the mechanism includes, and 

relies on in fact, hearings in the event.  And I'm 

thinking of, it’s sort of a middle ground between only 

periodic hearings and a mechanism.   

MR. COYNE:   A:   And so I understand the question, you’re 

suggesting that you could have a benchmark rehearing 

at the end of the period it’s in effect, and let's 

just say for sake of argument that's five years.  And 

are you suggesting that you could also have 

intermediate reviews? 

COMMISSIONER GIAMMARINO:   Just the explicit recognition 

that the regulated entity may come forward and request 

a review, and that that’s understood, that this -- so, 

you know, your main point in answer I think was that 

while there’s a bias, regulators don’t like to go and 

say, “We made a mistake.”  So explicitly start from 

the beginning and say, “There won’t be a mistake if 

someone comes in.”  It’s the nature of the beast.  We 

have an imprecise measure. 

MR. COYNE:   A:   And we did in fact recommend that 
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associated with the formula, that it be explicitly 

recognized that parties and not just the utility, but 

stakeholders as well should have the opportunity and 

of course the Commission can determine at some point 

in time that we need to rehear this.  But I agree, the 

more explicit that is the better. 

COMMISSIONER GIAMMARINO:   Thank you.   

COMMISSIONER O'HARA:   One very quick question.  When you 

finished before the break you were talking about the 

approach number 3.  You had the combined utility bond 

yield and average awarded ROE index, and you also said 

that to the base U.S. index you could add the Canadian 

returns as well.  And we know you have testified 

before a number of Canadian boards.  Do you see it’s 

feasible that soon we could be in the state that all 

the Canadian regulators would agree to use the same 

index?  Just your opinion. 

MR. COYNE:   A:   I think where we are now, there’s 

probably a greater chance of that because we really 

only have two jurisdictions at this point in time that 

are reliant on a formula.  So that means that you have 

nine jurisdictions that are providing more first 

principles kinds of analysis, again to use that 

language, around ROEs.  So as a result of that I think 

the non-formulaic value of those decisions becomes 

greater.  So I think it is possible. 
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  The challenge you have of course in Canada 

is you’ll always be drawing a more limited data set, 

but I think that it’s -- you don’t have it at this 

point in time compiled by an entity that’s 

independent, that’s saying, “This is the result of all 

these various decisions,” but I think that if 

Commission Staff or if you wanted to rely on an 

outside resource to provide that data for you, I 

believe it’s feasible probably at this point in time 

to supplement the U.S. data with Canadian decisions, 

and will become more so over time.   

COMMISSIONER O'HARA:   Thank you, Mr. Coyne. 

MR. COYNE:   A:   You’re welcome.    

Proceeding Time 3:27 p.m. T66 

THE CHAIRPERSON:   Why don’t you just -- I’m not sure if 

it’s a question or an observation, but I’ve watched 

with interest your discussion with Mr. Hobbs with 

regards to the positive correlations with AAM.  

Although not perfect, there is a positive correlation 

in virtually all cases.  And then that went on with 

Mr. Fulton talking about the whole issue of being 

expeditious, and the lag of time between, you know, 

when you realize you have a problem and actually 

finding a solution to that problem. 

  When it came around and went through those 

discussions, it seemed to me that in response, that it 
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sounded like you were not really against the idea of 

an automatic adjustment formula, but more concerned 

with how it’s being done.  In other words, the devil 

is in the details.  Is that a fair statement to make?   

MR. COYNE:   A:   Did I come across as schizophrenic on 

that issue?   

THE CHAIRPERSON:   Not truly.  No, just sort of sliding 

over.   

MR. COYNE:   A:   Let me see if I can clear that up.  I do 

believe that there is a clear standard in Canada 

that’s also used in the U.S. and it’s the fair return 

standard, and that any approach that you take will 

ultimately be measured against your ability to meet 

the fair return standard.  And accepting that premise, 

I would say that the method for this Commission that 

is most likely to provide results and make the fair 

return standard are periodic rate hearings.   

  And again, for the reasons described, it 

provides this Commission the opportunity to hear fresh 

evidence regarding market conditions and business 

risk, and everything else that goes into it.  As much 

of a burden as that may appear in terms of hearing 

that evidence periodically, it’s the -- that’s the 

best process that we have to provide a measure of fair 

return.   

  If one is to ask the question -- if, from a 
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standpoint of regulatory efficiency I feel as though 

this Commission needs to have a formula, what would 

you recommend?  Then I would say the next best option 

in lieu of periodic rate hearings would be to have a 

formula that includes the types of suggested changes 

that I have recommended, links to bond yields, and a 

link to an equity input that at least gives you some 

weight to what’s going on in equity markets.  You 

know, the corporate bond yield is an improvement.  I 

think utility bond yield is an improvement over that.  

And a lot of returns, I think, is an improvement over 

that.   

THE CHAIRPERSON:   Okay.   

MR. COYNE:   A:   And either way, I think revisiting the 

result every three to five years is important.   

THE CHAIRPERSON:   Okay.  Thank you, Mr. Coyne.  I have no 

more questions.  

  Mr. Ghikas, do you have redirect?   

MR. GHIKAS:   No.  No questions in redirect, Mr. Chairman.   

THE CHAIRPERSON:   Okay.  I’ll excuse Mr. Coyne and thank 

you very much for coming out to join us today.  I 

understand you were here on Friday as well.  Hopefully 

you got home for a while on the weekend.   

MR. COYNE:   I did not, but I did get to see a little bit 

of Vancouver.   

THE CHAIRPERSON:   Oh, that’s a positive thing.  But thank 
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you again, we very much appreciate your time spent on 

this.   

MR. COYNE:   It was my pleasure.  Thank you.   

(WITNESS ASIDE) 

THE CHAIRPERSON:   Mr. Ghikas, would you like a few 

minutes to set up your next panel?   

MR. GHIKAS:   I think if we just have one minute here, I 

think we’ll be okay.   

THE CHAIRPERSON:   Well, why don’t we just sit down and 

watch?   

MR. GHIKAS:   I think that’s -- that will make sure I move 

quickly, right?   

  Mr. Chairman, the next witness is Mr. Aaron 

Engen.  And if Mr. Engen could be affirmed, please. 

FBCU - PANEL 3, EXPERT OPINION ON CAPITAL MARKETS 

AARON ENGEN, Affirmed: 

    Proceeding Time 3:31 p.m. T67 

EXAMINATION IN CHIEF BY MR. GHIKAS: 

MR. GHIKAS:   Q:   Mr. Engen, you have reviewed a copy of 

your prefiled direct testimony that was included as 

part of Exhibit B1-31?   

MR. ENGEN:   A:   I have. 

MR. GHIKAS:   Q:   And are the contents accurate? 

MR. ENGEN:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  Your direct testimony refers to 

your evidence that you’ve prepared that is found at 
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Exhibit B1-9-6, Appendix E in the company’s filing in 

this proceeding, and that includes reference to your 

qualifications and professional experience, correct? 

MR. ENGEN:   A:   It does. 

MR. GHIKAS:   Q:   If we can -- I’ll just take a moment to 

ask you about a couple of those.  Mr. Engen, you are a 

managing director of BMO Capital Markets Energy 

Infrastructure Group?   

MR. ENGEN:   A:   I am. 

MR. GHIKAS:   Q:   And can you just briefly describe what 

BMO Capital Markets is? 

MR. ENGEN:   A:   Sure.  BMO Capital Markets is an 

investment banking firm owned by Bank of Montreal.  As 

an investment banking firm we provide a number of 

services to clients across the country and around the 

world actually.  Financial advisor, we work on M&A 

transactions, raising capital to finance growth, 

acquisitions, development, those sorts of things. 

MR. GHIKAS:   Q:   Okay, and you’ve been a part of that 

firm’s investment and corporate banking group since 

1999, correct? 

MR. ENGEN:   A:   I have, yes.   

MR. GHIKAS:   Q:   Could you briefly describe your 

particular area of expertise and focus? 

MR. ENGEN:   A:   Sure.  The area I practise principally 

relates to energy infrastructure as the group name 
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suggests.  So I work with companies that are involved 

in building, buying, developing pipelines, LDCs, power 

plants, transmission and the like. 

MR. GHIKAS:   Q:   Now, on that page 4 of your evidence, 

you have set out a list of publicly disclosed advisory 

transactions in which you’ve played a key role.  Just 

for clarity, is that an exhaustive list?   

MR. ENGEN:   A:   No, there are other transactions, and in 

addition to these ones that I’ve disclosed, which were 

publicly executed, of course there’s lots of 

transactions where you work with clients who would 

have liked to have acquired assets or sold them, but 

the transactions never went ahead, or you were working 

with a client who was unsuccessful in bidding for an 

asset. 

MR. GHIKAS:   Q:   Okay, and on the top of page 5 of your 

testimony you say that your recent capital markets 

transaction experience where BMO capital markets 

played a sole or co-book runner role includes the 

following select transactions, and then you set out a 

list of companies and capital market transactions.  

Just for clarity, what is a book-runner? 

MR. ENGEN:   A:   So a book-runner is an investment bank 

who is offered the role of frankly running a 

transaction.  The book-runner role specifically 

relates to the responsibility of maintaining the book, 
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which would be a list of institutional buyers 

participating in any transaction.  They’re also 

involved in coordinating the transaction, negotiating 

pricing of the offering with the issuer, syndicating 

the offering with the rest of the group, and then 

leading the sale of the securities. 

MR. GHIKAS:   Q:   Okay, and in a general sense with 

respect to the capital markets transactions that are 

depicted on page 5, what was your specific role in 

those transactions? 

MR. ENGEN:   A:   Well, in these transactions involving 

these particular clients, as the relationship manager 

between the bank and these various issuers, very 

involved with our equity capital markets group in 

determining what pricing ought to be attributed to the 

securities.  So for example, in a bond financing I 

work with our debt capital markets group to consider 

what coupon ought to be attached to the bonds, or in 

an equity deal what the pricing ought to look like, or 

in the due diligence for the offering, discussing 

syndication strategies.  We’re very involved in 

actually running the transactions. 

MR. GHIKAS:   Q:   Okay.  And following that chart there 

on page 5, you’ve indicated: 

“In addition, my capital markets transaction 

experience includes many other offerings 
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where BMO capital markets played a co-

manager rather than book-runner roles.” 

  What do you mean by the term “played a co-

manager role”? 

MR. ENGEN:   A:   So a co-manager role is one in which the 

bank isn’t a book-runner.  You participate in the 

offering.  Your retail distribution network is put to 

work for moving or selling the portion of the offering 

that’s been allocated to the bank.  You still 

participate in the due diligence process, reviewing 

documents, underwriting agreements.  You also consult 

with your debt or equity capital markets group to 

conclude whether the bank supports the offering price 

that’s being offered by the issuer and whether you 

participate in the offering.  But it’s not a lead role 

or a book-runner role.   

    Proceeding Time 3:36 p.m. T68 

MR. GHIKAS:   Q:   Thank you.  In addition to providing 

your written testimony at Exhibit B-1-9-6 in Appendix 

E, you also provided a response to this information 

request directed to you? 

MR. ENGEN:   A:   I did.   

MR. GHIKAS:   Q:   And you’ve provided rebuttal evidence 

that has been marked as part of Exhibit B-1-32, 

correct? 

MR. ENGEN:   A:   That is correct. 
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MR. GHIKAS:   Q:   Are there any corrections or changes 

you wish to make to that evidence at this time? 

MR. ENGEN:   A:   No, thank you. 

MR. GHIKAS:   Q:   Do you adopt your written evidence, the 

IR responses that you authoured, and your rebuttal 

evidence as your evidence in this proceeding? 

MR. ENGEN:   A:   I do. 

MR. GHIKAS:   Q:   Thank you.  And just very briefly, 

before we leave this, Mr. Engen, can you very briefly 

turn to page 10 of your testimony, and on page 10 

there is a table there, and you’ve summarized a number 

of market indicators, and you compared those 

indicators to -- from today to where they stood in the 

fall of 2009.  

  Can you just give a very brief overview of 

your conclusions that you draw from this and other 

information that you’ve cited in your testimony? 

MR. ENGEN:   A:   Of course.  The table on page 10 is a 

reference to two markets.  The equity capital market 

conditions, and debt capital market conditions.  I 

think it is largely safe to say that from an equity 

capital market position relative to the 2009 

proceedings, and call it September of 2009, there are 

a number of conditions that have worsened.  Some that 

have improved in the main from the last half of 2009.  

Overall conditions I think are safe to say that they 
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are not much different, and as I say in some ways more 

negative.  The S&P TSX composite stood at roughly 

11,500 in 2009 during the time of the hearing.  Today 

it is approximately 12,100.  So, about a 600 basis 

point improvement with some volatility in between 

there.  There is significantly more volatility in the 

marketplace.  The trading volumes are down. 

  I have summarized all those there, so 

overall, different but in some respects more negative 

than in 2009.  In the debt capital market side, access 

was very good then too at the end of the year, with 

some very strong issuances in the bond market in the 

last half of that period.  But then again, since then 

there have been a number of changes that have caused 

some concerns in the marketplace.  Again, pointing to 

-- although different overall market tone is not that 

much unchanged from the end of 2009, so concerns about 

what is going on in Europe and U.S., sovereign debt 

crisis, global economic performance and the like. 

MR. GHIKAS:   Q:   Thank you, Mr. Engen.  

  Mr. Chairman, Mr. Engen is available for 

cross-examination. 

THE CHAIRPERSON:   Thank you, Mr. Ghikas.  Mr. Wallace? 

CROSS-EXAMINATION BY MR. WALLACE:    

MR. WALLACE:   Q:   Mr. Engen, I have a limited number of 

areas of cross for you.  They deal mainly with the 
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state of capital markets, and then the relevance of 

price, or market to book ratios.   

  I’d like to start with capital markets.  On 

page 37, you have a description of the rating classes 

within the Canadian Bond Market, and I just wanted to 

check.  Most of the ratings, who do they come from?  

DBRS?  Standard and Poors or Moody's?   

MR. ENGEN:   A:   I’m sorry, I am not sure I understand 

the question when you say “most”.  All of those rating 

agencies do the ratings --  

MR. WALLACE:   Q:   Yeah, but the bulk of the ratings you 

get -- my understanding is that DBRS is the prominent 

rater in Canada in terms of numbers?   

MR. ENGEN:   A:   I don’t know that that is the case, I am 

sorry.  

MR. WALLACE:   Q:   Okay.  Well, your graph you have when 

you have numbers, figure 16, page 37? 

MR. ENGEN:   A:   Yes, I have it. 

MR. WALLACE:   Q:   You do set out issuance by ratings.  

Is it possible for you as an undertaking to come back 

and let me know what percentage of those ratings is 

done by each of the raters?   

MR. ENGEN:   A:   But before I get to the undertaking, 

these ratings you see here, when there are two 

ratings.  The lower of the two is used in here. 

Proceeding Time 3:42 p.m. T69 
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MR. WALLACE:   Q:   Okay.   

MR. ENGEN:   A:   I mean, if you -- I could see if I can 

find the data for you.  

MR. WALLACE:   Q:   Okay.  If you could provide the data 

behind this chart with the names of the companies and 

the rating that they gave.   

Information Request  

MR. ENGEN:   A:   I seem to recall, though, I think this 

data was given in an IR.   

MR. WALLACE:   Q:   Okay.   

MR. ENGEN:   A:   Somebody had asked a very similar 

question.  And we listed for them the various names 

and the ratings.   

MR. WALLACE:   Q:   Okay, and --  

MR. ENGEN:   A:   I just don’t have it on the tip of my 

tongue.   

MR. WALLACE:   Q:   That would be fine, and by way of 

undertaking through your counsel later.   

MR. ENGEN:   A:   Sure.  

MR. WALLACE:   Q:   Thank you.  And if you could then turn 

to page 40, where you discuss foreign capital inflows 

into the market.   

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   And there, you -- at line 20 of page 

40 -- I just wanted to make sure -- you state: 

“Foreign capital inflows into the Canadian 
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bond market are increasing, reflecting two 

broad motivations - safe haven flows and 

official diversification flows.  Euro-area 

led concerns about the global economy and 

financial markets are prodding safe haven 

flows as repeated waves of risk aversion 

have crested, in which return of capital has 

mattered more than return on capital.  

Investors have pushed yields in some safe 

haven destinations into negative territory, 

e.g., Switzerland and Denmark.  While U.S. 

treasuries are more likely to benefit from 

these inflows than government of Canada 

bonds, the quest for higher yields has led 

investors to overlook the Canadian market’s 

relative liquid deficiency relative to U.S. 

treasuries.”   

  And I was thinking that -- or would like to 

ask you.  Beyond Canada’s solid fiscal record, its 

Triple-A bond rating would be an attractive feature of 

Canada?  

MR. ENGEN:   A:   It would, yes.   

MR. WALLACE:   Q:   And do you have a rough estimate of 

how much of the capital coming into Canada is from 

these types of official investors?   

MR. ENGEN:   A:   I do not.   
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MR. WALLACE:   Q:   Any approximation?   

MR. ENGEN:   A:   No.  It would be a guess, and I wouldn’t 

hazard a guess.   

MR. WALLACE:   Q:   No, I know.  I understand that, and 

I’m not asking you to guess.  But people do estimate, 

and you may have a feeling whether it’s 25 percent or 

75 percent.   

MR. ENGEN:   A:   No.  We do know, of course, that there 

is more capital inflows from foreign jurisdictions 

into Canada for these reasons I’ve outlined here, but 

what that percentage is, no, I don’t know.  

MR. WALLACE:   Q:   Okay.  And I just want to confirm with 

you with respect to your evidence that preservation of 

capital rather than earning a particular interest rate 

is what’s important to many of those official 

investors at this time?   

MR. ENGEN:   A:   It has become an important 

consideration, and as I say, I’ve made the reference 

in here where return of capital has mattered more than 

return on capital, that’s correct.   

MR. WALLACE:   Q:   Okay.  And as those investors buy 

Canadian dollar bonds, they push the price up and the 

yield down? 

MR. ENGEN:   A:   That’s correct.   

MR. WALLACE:   Q:   And since they’re buying government of 

Canada bonds, as the yield on those bonds drops, the 
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spread between those yields and government bonds and 

those on corporate bonds widens?   

MR. ENGEN:   A:   It can.  

MR. WALLACE:   Q:   And if you then turn to page -- and do 

you -- well, I’ll leave it.  You turn to page 36, you 

state at the bottom: 

“The wider spreads are reflective of 

investor risk, repricing and increased risk 

aversion.” 

 And is it that latter, increased risk aversion, that 

you are talking about as the same as what we’ve talked 

about before, the desire for government bonds and 

protection of capital?   

MR. ENGEN:   A:   I’m sorry, I don’t understand the 

question.   

MR. WALLACE:   Q:   I’m not surprised.  That was my fault. 

  You have agreed that as they buy Canadian 

bonds, they push the price up, the yield down, and 

that that could widen the yield.  And I’m wondering if 

that’s part of what leads you to conclude at the 

bottom of page 36 the wider spreads are reflective of 

investor risk repricing and increased risk aversion.   

MR. ENGEN:   A:   Well, it’s a couple of things.  If 

investors’ view of the risk or the credit risk was 

that or there was no change in the appetite risk, a 

one basis drop in government of Canada yields would 
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correspond to a one basis point drop in a corporate 

spread.  In other words, there has been no change in 

the view of risk.  

  But that’s not been the case.  As 

government of Canada yields have continued to fall, 

the spread between that and what investors are 

requiring to hold corporate bonds has been widening 

out.  So that’s one piece of the evidence of course we 

look at.  And the second one, frankly, is direct 

conversations with institutional investors across 

Canada and North America.  I was just in San 

Francisco, New York and frankly here in Vancouver, the 

last two weeks, meeting with institutional investors, 

talking about this very issue.  And saying that they 

are as investors very concerned about risk profiles 

across North America and resisting following the fall 

in Government of Canada Bonds and pushing out those 

spreads.   

    Proceeding Time 3:47 p.m. T70 

MR. WALLACE:   Q:   Just I’ll go back to what you said at 

page 36.  "The wider spreads are reflective of 

investor risk repricing and increased risk aversion."  

Couldn’t the corporate bond yields stay exactly the 

same and yet increased official investor purchases of 

Government of Canada Bonds cause the yield on 

Government Bonds to fall and spread to widen?   
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MR. ENGEN:   A:   I’m sorry, you’re going to have to ask 

that one again. 

MR. WALLACE:   Q:   That one I can.  The corporate bond 

yield could stay exactly the same and yet increased 

official investor purchases of Government of Canada 

Bonds could cause the yield on Government Bonds to 

fall and the spread to widen, and that’s with nothing 

happening on the corporate bond yield. 

MR. ENGEN:   A:   Well, no.  Because frankly, if my view 

of risk is unchanged, if I require 100 basis point 

spread for a particular company’s risk, and when the 

Government of Canada Bond falls, that 100 basis point 

spread stays the same.  It was my view of risk is 

unchanged. 

MR. WALLACE:   Q:   Yeah, but if they’re coming in to 

protect capital and they’re buying Government of 

Canada Bonds and bidding the price up on that and not 

looking at the corporate sector at all because yields 

aren’t the key element, then they could drive the 

price up and the yield down on the Government of 

Canada Bonds. 

MR. ENGEN:   A:   No.  The issue is -- again we’re talking 

about spreads over Government of Canadas, and if my 

risk, my view of risk is unchanged, it will follow the 

Gov Cans.  And indeed they have, and that’s -- to a 

large extent, but over time those spreads have been 
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widening and as I say in discussions with investors, 

they’re very clear.  I demand more and have continued 

to demand more over the past couple of years. 

MR. WALLACE:   Q:   Well, corporate yields haven’t stayed 

the same.  They haven’t gone up, have they?  They’ve 

fallen.   

MR. ENGEN:   A:   Well, no, they’ve been widening back 

out.  They’re widening.  I have it on my chart.   

MR. WALLACE:   Q:   I’m not talking about the spread now.  

I’m talking about the yields on corporates.  

MR. ENGEN:   A:   Oh yes, the yields have come down, yes. 

MR. WALLACE:   Q:   They’ve come down dramatically since 

2000. 

MR. ENGEN:   A:   That’s right. 

MR. WALLACE:   Q:   And they nowhere -- I was struck by 

the fact that nowhere in your testimony do you have 

any yield data indicating the cost of debt financing 

for Canadian utilities.  And I would have thought 

you’d have that as a measure of risk. 

MR. ENGEN:   A:   When I’m talking about risk I’m talking 

about relative to the risk-free rate, the Government 

of Canada Bonds, so that’s -- what we talk about is 

spreads.  In fact, you know, when the market talks 

about how much they demand for corporate credits it’s 

always in terms of spreads. 

MR. WALLACE:   Q:   Okay.  Can you confirm that you don’t 
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have any yield data indicating the cost of debt 

financing for Canadian utilities in your evidence?   

MR. ENGEN:   A:   Of course. 

MR. WALLACE:   Q:   And as part of your activities, have 

you ever raised capital for Canadian Utilities Inc.?   

MR. ENGEN:   A:   It’s in my evidence.  You’ve seen it.  

The answer is yes. 

MR. WALLACE:   Q:   And they own ATCO Gas, ATCO Electric, 

and ATCO Pipelines?   

MR. ENGEN:   A:   They do. 

MR. WALLACE:   Q:   And are you aware that according to 

their Canadian Utilities Limited 2012 Q3 statements 

that on September 10th, 2012 the corporation’s wholly 

owned subsidiary, CU Inc., issued 500 million of 3.805 

percent debentures maturing on September 10th, 2042, 

and 200 million of 3.825 percent debentures maturing 

on September 11th, 2062? 

MR. ENGEN:   A:   I don’t have it in front of me but it 

sounds correct. 

MR. WALLACE:   Q:   Okay.  Could they have done that in 

2009?   

MR. ENGEN:   A:   They would have done it in 2009, at 

those coupons, no. 

MR. WALLACE:   Q:   And those coupons for that duration, 

30 and 50 years? 

MR. ENGEN:   A:   Thirty years possibly towards the end of 
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2009; 50, unlikely.   

MR. WALLACE:   Q:   And do you regard Canadian Utility 

issuing 50-year debt as a coupon of 3.825 percent as 

evidence of risk repricing and increased risk 

aversion? 

MR. ENGEN:   A:   The spread, yes.   

MR. WALLACE:   Q:   Sir, I suggest to you that clearly 

that’s a better situation for a company raising 

capital in 2012 than it was in 2009.   

MR. ENGEN:   A:   Well, there’s no question it’s a low 

overall coupon, but the spread over the risk-free rate 

is clearly wider.  In other words, the risk that 

investors are looking for is for the pricing of the 

increased risk they’re looking for is higher than it 

was in 2009.   

MR. WALLACE:   Q:   Normally when markets get tight it’s 

not just the yield that goes up.  So does the maturity 

-- or the maturity of the debt also goes down as 

investors are unwilling to commit for long periods? 

MR. ENGEN:   A:   It can, yes.  

    Proceeding Time 3:36 p.m. T71 

MR. WALLACE:   Q:   Were there any 50 year utility debt 

issues during the crisis say from October 2008 until 

April 2009? 

MR. ENGEN:   A:   I don’t think so.   

MR. WALLACE:   Q:   And in B.C. Utilities IR number 2.3, 
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Ms. McShane was asked,  

“Please indicate any time in the last 60 

years when Canadian utilities such as EGDI 

have been able to issue 40 year debt at 

under a five percent yield.” 

 Response was,  

“Ms. McShane is not aware of any other time 

that has been the case.  Please also see 

response to B.C. IR 1.10.1.2.4.”   

  Do you have anything to add to her answer?  

Have you seen a time when Canadian utilities can enter 

-- issue 40 and 50 year debt at these low interest 

rates? 

MR. ENGEN:   A:   I can’t think of any.  I haven't really 

given it any thought.  But -- 

MR. WALLACE:   Q:   Are you aware that FEI’s imbedded 

interest -- well, just before that, you haven't given 

any thought, but you from your CV have been around for 

a long time in this business.  That is either close to 

or under the lows you have ever seen? 

MR. ENGEN:   A:   In terms of all in coupon, yes.   

MR. WALLACE:   Q:   And are you aware that FEI’s imbedded 

interest cost is 6.8 percent? 

MR. ENGEN:   A:   No, I am not aware of what it is. 

MR. WALLACE:   Q:   Okay.  Using that as an example, and I 

don’t need your confirmation of it, but using it as an 
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example, when a utility issues new debt at four 

percent, what happens to its imbedded interest cost? 

MR. ENGEN:   A:   I would presume it would come down.   

MR. WALLACE:   Q:   Okay, and as far as the equity holder 

is concerned, all else constant, if the interest cost 

falls, there is a smaller financial burden, doesn’t 

that reduce the financial risk?   

MR. ENGEN:   A:   It should. 

MR. WALLACE:   Q:   And if the interest costs keeps 

falling and the interest bill goes to near zero, what 

happens to the interest coverage ratio? 

MR. ENGEN:   A:   I would presume it would increase. 

MR. WALLACE:   Q:   Thank you. I would like to turn to 

market to price book ratios.  I was a bit surprised 

that you had raised it --  

MR. ENGEN:   A:   I’m sorry, surprised I raised? 

MR. WALLACE:   Q:   Market to book -- or price market to 

book, price to book ratios, as nobody else has entered 

any testimony in this area.  Was there a particular 

reason you did? 

MR. ENGEN:   A:   My recollection was that the board had 

asked for that. 

MR. WALLACE:   Q:   Okay. 

MR. GHIKAS:   It was part of the minimum filling 

requirement, Mr. Chairman. 

MR. WALLACE:   Oh, my apologies then, thank you. 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  859 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

 Q:   Now, My impression from your CV and from the 

other material was that you are a market expert and 

not a cost of capital expert?  Is that right?   

MR. ENGEN:   A:   That is fair to say, yeah. 

MR. WALLACE:   Q:   Okay.  And the market --  

MR. ENGEN:   A:   Sorry, when you asked the question, you 

are talking about in terms of this market to purchase 

or price book question?  I see those as two different 

things altogether though. 

MR. WALLACE:   Q:   Okay, well is it fair to say you have 

not published any reports or papers in any referee 

journal on market to book ratios fair returns 

standard? 

MR. ENGEN:   A:   Well, to be clear, I don’t think you 

have to have published these kinds of things and 

referee journals to have an expert view on price to 

book or how those are used or how they are seen in the 

market place. 

MR. WALLACE:   Q:   Okay, but you are not presenting 

evidence as an academic expert witness? 

MR. ENGEN:   A:   That's correct. 

MR. WALLACE:   Q:   Thank you.  Now, the market to book 

party of your testimony is essentially the same as 

that that was filed in before the Alberta Commission 

last year in their generic proceeding? 

MR. ENGEN:   A:   It would be somewhat the same, with some 
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changes over time, yeah. 

MR. WALLACE:   Q:   Okay, well they summarize it fairly 

well, so I’d like to refer you to their decision, and 

we’ll go through that. 

  For convenience, Mr. Chairman, I’d like to 

pass up a section of that decision, and I don’t think, 

though, it needs to be marked as an exhibit.  

THE CHAIRPERSON:   Fair enough. 

MR. WALLACE:   Q:   I just wanted to make sure -- now, Mr. 

Engen, I think if you look at the excerpt I’ve passed 

forward, you will see that there is a discussion of 

market to book ratios, and I’d like to commence at 

paragraph 115.  You are familiar with that decision 

from your time in that proceeding?  

MR. ENGEN:   A:   I haven't read it for a while, but yeah. 

MR. WALLACE:   Q:   Okay, and paragraph 115, the 

Commission states,  

“The Commission’s predecessor indicated in 

decision 2004-52 that strategic factors, 

growth and geographic diversification might 

explain the payment of a premium.  There was 

some debate in this proceeding on the 

reasons why investors have been willing to 

pay significant premiums to purchase pure 

play regulated utility assets.”   

 And you were directly addressing that in that 
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proceeding? 

Proceeding Time 3:58 p.m. T72 

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   And at 116, the Board says: 

“Mr. Engen proposed that the opportunity for 

cross-border purchases to deduct the same 

interest in two countries may explain the 

premiums.” 

 And that was your position?  

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   And it remains your position?   

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   “Dr. Booth noted, and the 

Commission agrees, that in the transactions 

referenced above, there were no cross-border 

purchasers involved.  Mr. Engen proposed 

that the value of expected growth and rate 

base assets may encourage a premium.”  

 And again, that was your position?   

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   And the Board goes on: 

“However, Mr. Booth submitted that financial 

theory indicates that growth is of value 

only if the expected ROE exceeds the fair 

rate of return.  The Commission agrees with 

this.  If there were ample opportunities to 
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invest at the same or higher returns 

elsewhere, then the opportunity to grow rate 

base has no value.”   

 Paragraph 117: 

“Mr. Engen offered that a premium may signal 

an expectation of higher regulated return 

levels in the future.” 

 And that was and remains your position?   

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   “Dr. Booth submitted that if this 

were the case, it would suggest the current 

return was too low and accordingly the 

current price to book ratio would be below 

one.  The Commission agrees.” 

 Paragraph 118: 

“Mr. Engen argued that a premium may be paid 

if investors expected operating efficiencies 

would lead to higher earnings.” 

 That was and remains your position?   

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   “Dr. Booth submitted that under 

regulation, cost savings are meant to be 

passed on to customers.  However, the 

Commission recognizes that under the current 

rate base, rate of return regime, operating 

savings can result in earnings beyond the 
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regulated return and investors are entitled 

to retain these earnings during the test 

year.  This provides for incentives for 

increased efficiencies, but these 

efficiencies are later realized by customers 

in the next test period.  The Commission is 

also aware that many utilities it regulates 

frequently achieve operating efficiencies 

and earn returns beyond the allowed return.” 

 Paragraph 119: 

“Likewise, Mr. Engen suggested that 

performance-based regulation opportunities 

may have incented investors to pay a 

premium.” 

 That was and remains your position?  

MR. ENGEN:   A:   Yes.   

MR. WALLACE:   Q:   “Dr. Booth submitted that this 

was partly correct, but that a price to book 

ratio of 1.8 would require very large, if 

not possible, efficiencies.  The Commission 

agrees that the opportunity to adopt 

performance-based regulation may be a 

justification for a premium, given that the 

opportunity to retain earnings above the 

regulated return is enhanced under PBR.” 

 120: 
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“Finally, Mr. Engen argued that access to 

attractive unregulated assets and collateral 

benefits or synergies, or access to new 

territory, or desire to protect one’s 

existing regulated franchise, may be reasons 

to pay a premium.  And the Commission agrees 

that these may be arguably be business 

reasons for the payment of a premium.” 

 121: 

“In the Commission’s view, it would not be 

rational for investors to purchase a utility 

at a premium unless it was of the view that 

it could earn at least a market rate of 

return on the investment despite paying the 

premium.  Payment of premiums in such 

transactions for assets that are earning 

returns based on ROE awards that are 

allegedly below market would not appear to 

be rational.  And a possible conclusion is 

that such purchases, at substantial 

premiums, would indicate that the awarded 

returns were more than sufficiently 

attractive.  Again, the Commission finds …” 

 And this is just for completeness. 

“… as it did in the 2009 to 2016 decision 

that a price to book ratio of approximately 
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1.2 for a stand-alone utility would 

generally indicate the return is at least 

fair.  However, the Commission is unable to 

derive any useful information about the 

price to book ratios of stand-alone 

utilities from price to book ratios of 

utility holding companies.  With respect to 

the recent AltaLink purchase by the SNC-

Lavalin Group, Inc., given the above 

discussion, the Commission considers that 

there may be business reasons for this 

purchase that are not well-understood.  In 

these circumstances, it is difficult for the 

Commission to draw any conclusions about the 

significance of this transaction to the 

establishment of a fair return on equity.  

Nonetheless, the Commission agrees with the 

observation that a market to book ratio 

significantly above 1 indicates that the 

earned and allowed ROE is higher than the 

true cost of capital.  Estimates of a price 

to book ratio for the 2011 AltaLink 

transaction generally exceed 1 by a 

significant margin.  This appears to be 

evidence that the allowed ROE at the time of 

the purchase was at least adequate.” 
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 And would you accept their final decision?   

    Proceeding Time 4:03 p.m. T73 

MR. ENGEN:   A:   So do I accept their decision?  

MR. WALLACE:   Q:   That it was at least adequate.   

MR. ENGEN:   A:   I suppose.  I don’t agree with all of 

the references there.  Some of it’s a bit 

misunderstood, but it’s as stated. 

MR. WALLACE:   Q:   Yeah, and they obviously didn’t agree 

with your position on some of those, did they? 

MR. ENGEN:   A:   No, that’s right. 

MR. WALLACE:   Q:   Thank you.  And one final question, 

Mr. Engen.  In that decision at one point they refer 

to BMO Capital’s market forecast of an equity market 

return of 6.5 to 7.2 percent a year?  Do you recall 

that? 

MR. ENGEN:   A:   I don’t have -- no, I don’t recall that. 

MR. WALLACE:   Q:   I can put it to you.  It’s found at 

page 25, heading 3.9, paragraph 129, and it’s a 

reference in argument that "The UCA submitted the BMO 

Capital markets had recently forecast an equity market 

return of 6.5 to 7.2 percent with an equity market -- 

or market equity" -- I’m sorry.  "With a market equity 

risk premium of 3.5 to 4.2 percent."  And I’m 

wondering if it’s possible to update that BMO Capital 

Markets estimate.   

MR. ENGEN:   A:   That was a specific report provided by 
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one of the economists.  I don’t know if it’s been 

updated since then.   

MR. WALLACE:   Q:   Does BMO -- well, first, would you by 

way of undertaking confirm those numbers unless you 

can confirm them right now? 

MR. ENGEN:   A:   I do recognize the 3.5 to 4.2.  There 

was a specific context behind the report.  I don’t 

have the report with me, but we did have a discussion 

around it and don’t remember the particulars.  I’d 

have to pull that particular report.  There was a 

unique use for it and as I said, I don’t believe it’s 

been updated since then. 

MR. WALLACE:   Q:   Well, does BMO Capital Markets, like 

some of the other companies we have seen, produce a 

forecast of equity market return looking forward? 

MR. ENGEN:   A:   In this case it was a particular analyst 

or economist who produced a report, speaking about at 

the time capital market conditions.  It was a one-off.  

We don’t have a regular publication that deals with 

ERP. 

MR. WALLACE:   Q:   What I would ask you is since 2009, if 

you could look and ascertain and come back by way of 

undertaking, whether BMO Capital Markets has produced 

forecasts of equity market return forward looking, and 

equity market risk premium looking forward during that 

period, and if so, produce those forecasts. 
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MR. ENGEN:   A:   Sure.   

Information Request  

MR. WALLACE:   Thank you.  I have no further questions.  

Thank you, Mr. Chairman. 

THE CHAIRPERSON:   Thank you, Mr. Wallace. 

MR. WALLACE:   Mr. Engen, thank you.   

CROSS-EXAMINATION BY MS. BRAITHWAITE:        

MS. BRAITHWAITE:   Q:   Mr. Engen, I’d like to start at 

page 12 of your report, and in your conclusion 

section, your conclusion in summary is that FEI’s 

requested return on equity of 10.5 percent on a deemed 

equity component of 40 percent is consistent with 

current capital market conditions.  Would you agree 

that a range of capital structures and returns on 

equity is consistent with current capital market 

conditions? 

MR. ENGEN:   A:   I’d agree with that, yes. 

    Proceeding Time 4:08 p.m. T74 

MS. BRAITHEWAITE:   Q:   I’m going to move on to page 15.  

Would you also agree that since your report was filed 

in I think it was very early August of this year, that 

capital markets have improved? 

MR. ENGEN:   A:   The S&P TSX is up slightly since this 

report was provided rather in August.  At the time I 

did this, the index was standing around 11,500.  Today 

it is just a smidge over 12,000.   
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MS. BRAITHEWAITE:   Q:   I think it's close to 12-3 today, 

isn't it? 

MR. ENGEN:   A:   It could be.  The last I saw it, well, 

on Friday, I think it is 12 and change, 12-1, 12-2, I 

don’t have the numbers here in front of me, but --  

MS. BRAITHEWAITE:   Q:   Okay.  I am actually going to go 

through a few of your metrics that you use in the 

report and ask for updating of them.  I have asked Mr. 

Bemister to photocopy some indices that are updated.  

So, to the extent that you are familiar with the 

numbers now, we’ll use those, and we may have to wait 

until Mr. Bemister comes back. 

MR. ENGEN:   A:   Sure. 

MS. BRAITHEWAITE:   Q:   So, on page 15 of your report, 

down at line 16 and 17, you talk about the expansion 

of the U.S. economy and you say that it expanded at a 

weak pace of 1.9 percent for the first three months of 

2012.  We have had two quarters since then.  Do you 

know what the economic expansion of the U.S. economy 

was in those two quarters? 

MR. ENGEN:   A:   I don’t have them at hand no.  I can 

always get those, but I don’t have them at hand. 

MS. BRAITHEWAITE:   Q:   Okay.  I will come back to that.  

Or maybe it is best to deal with it now.  I will bring 

an exhibit when it is ready that shows that the U.S. 

economy expanded at 2.7 percent in Q3 of 2012.  Would 
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you agree that is a significant improvement over the 

1.9 percent in your report? 

MR. ENGEN:   A:   I’m sorry, what was the 2.7?   

MS. BRAITHEWAITE:   Q:   That was the rate of expansion in 

the U.S. economy in the third quarter of 2012? 

MR. ENGEN:   A:   I don’t have the number, but it is 

better than 1.9, no question. 

MS. BRAITHEWAITE:   Q:   And at page 18 of your report, 

you are giving -- right up at the very top of page 18, 

you are giving comparables and investor confidence 

between 2009, the 2009 proceedings and the number that 

you had in June of 2012.  And you note that the number 

was substantially lower in June of 2012?  Do you know 

what the updated number is to now? 

MR. ENGEN:   A:   No, I haven't gone through and updated.  

Frankly it is a lot of work.  If I had known in 

advance that people wanted me to update it today, it 

truly is a significant amount of work, so no, I have 

not done that.   

MS. BRAITHEWAITE:   Q:   Okay, I’d like you to do that. 

MR. ENGEN:   A:   Sorry, to update all of this? 

MS. BRAITHEWAITE:   Q:   Well, yes.  I mean, I think we 

are looking for a snapshot in time --  

MR. ENGEN:   A:   Well, no and yes.  Snapshot in time, 

there are trends here as well.  I mean, what it is 

today and what it is yesterday, and a week's time -- 



BCUC Generic Cost of Capital                          
Proceedings - Volume 5                                                                                                                        Page:  871 
 

 1 

 2 

 3 

 4 

 5 

 6 

 7 

 8 

 9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Allwest Reporting Ltd.,  Vancouver, B.C. 

we are talking about a lot of work to update all of 

this to today's date. 

MS. BRAITHEWAITE:   Q:   Okay, well would you -- you may 

not be able to express an opinion on this, but would 

you agree that as things have improved since the 

summer of 2012, that investor confidence has likely 

also improved?   

MR. ENGEN:   A:   Well again, I haven't looked at the 

investment confidence numbers since -- for a while.  

It may have improved as it back to kind of 2009 

levels.  I don’t think so.  I mean, the overall market 

tone, as I’ve described here anecdotally for you, 

apart from the specific numbers, is unchanged.  Equity 

investors are still very nervous about the equity 

market.  Capital is not going in to equity funds any 

longer, it is going in to bond and income funds.  That 

remains the same.  The specific numbers, I don’t have 

updated numbers for December of '12.   

MS. BRAITHEWAITE:   Q:   Okay, I have now -- it is an 

article from BusinessSpectator.  You're talking about 

the growth in the U.S. economy.   

    Proceeding Time 4:13 p.m. T75 

MR. GHIKAS:   Mr. Chairman, I don't believe Mr. Engen has 

seen this before.  Certainly I haven't.  So to the 

extent that Mr. Engen needs a few minutes to read it, 

I would hope that the Commission would give him that 
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opportunity. 

THE CHAIRPERSON:   That's fair.   

MR. GHIKAS:   Thank you. 

THE CHAIRPERSON:   Do you have a number?  Just couldn't 

resist. 

MR. FULTON:   C5-15. 

 ("BUSINESSSPECTATOR" DOCUMENT MARKED EXHIBIT C5-15) 

MS. BRAITHWAITE:   Q:   So maybe the best way to do this 

is as I go through the documents that I've just handed 

to you and if you later do some checking and conclude 

that some of these numbers are incorrect, or don't 

take into account certain factors that you think 

should be taken into account, that you would advise 

Fortis' counsel of that. 

MR. ENGEN:   A:   Sure. 

THE CHAIRPERSON:   Perhaps I could suggest we give Mr. 

Engen maybe five minutes at least to -- just to review 

what he's looking at?  

MR. ENGEN:   A:   So on the package you -- I'm happy to 

take questions. 

MS. BRAITHWAITE:   Q:   Okay.  So I think the next one is 

addressed at page 19 of your report.   

MR. ENGEN:   A:   Well did you want to speak -- you were 

commenting on this BusinessSpectator article first.  

Do we want to talk about that? 

MS. BRAITHWAITE:   Q:   Yeah, just the stat that's given 
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in there is that the US economy grew at 2.7 percent in 

the third quarter. 

MR. ENGEN:   A:   Yes, but I mean -- you know, and this is 

where we -- if we want to talk about the capital 

market conditions generically we -- you want to look 

at the whole document.   

  At the end of the first paragraph, 

Department of Commerce says, 

"…bevertheless it points to weaker fourth 

quarter." 

 Couple of paragraphs later,  

"Still growth remains modest as the world's 

largest economy head into the fourth 

quarter." 

 Couple more paragraphs down, 

"Consumer spending is revised downwards." 

  Our BMO -- BMO capital market analyst, I 

guess, or economist Sal -- I don't know him, but --  

"…weaker momentum and consumer business 

spending and a jump in business inventory 

suggested lower pace in the fourth quarter." 

 Federal Reserve says, 

"Increasingly worried about the combination 

of spending cuts…"   

 And there's some references in there to the fiscal 

cliff.   
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  It is that kind of news that we see in the 

market place that generally suggests a lot of investor 

lack of confidence in the equity capital market. 

Proceeding Time 4:18 p.m. T76 

MS. BRAITHWAITE:   Q:   But the bulk of your report is 

taken up with comparisons between the state of the 

capital markets in the fall of 2009, when the last 

cost of capital haring was held here, and comparing 

that to the summer of 2012.   

MR. ENGEN:   A:   No, I don’t think that’s a fair 

characterization.  I do make references to what the 

differences then and now are.  The point of the bulk 

of it, as you call it, of my work is to talk about 

what is the capital market conditions today.  Are we 

in certain or uncertain times?  Are we a risk-averse, 

or risk-accepting environment?  Risk-on, risk-off 

environment sort of thing.   

MS. BRAITHWAITE:   Q:   Well, would you agree that the 

Commission, in reaching its decision, should consider, 

to the extent that it’s considering changes between 

2009 and now, it makes more sense to compare with the 

most recent information we have, the most up-to-date 

information that we have, as compared to information 

that’s six months old?   

MR. ENGEN:   A:   Well, sorry.  A couple of thoughts.  

Yes, you want the best information available.  You -- 
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there will be a time lag.  I mean, in theory I could 

do this for you today, but I’m assuming that the 

decision is going to be in a number of months, and you 

would want to re-do it again.  So there is a point of 

time you have to put a pin in it, and say this where 

things stood at that time.  The anecdotal references I 

have that talk about the market conditions and 

acceptability or interest and assuming risk doesn’t 

change.  The report, this BusinessSpectator actually, 

in large measure with respect to the U.S. economy and 

outlook, and kind of market conditions, is fairly 

accurate. 

  I’d be loath to just say, well, look, our 

economy is growing at 2.7 percent and then ignore the 

rest of what you see here.  I’m generally comfortable 

with what I see here in terms of how they have 

characterized the U.S. economy and ultimately how 

investors look at the capital market.   

MS. BRAITHWAITE:   Q:   Mm-hmm.  Well, the point, of 

course, is not to say everything is good in the world 

economy, but the point is to say it’s improved.  And I 

think since the summer, I think you’ve already agreed 

with that, that the capital markets have improved 

since the summer.   

MR. ENGEN:   A:   Well, what I can tell you is that the 

S&P TSX -- so I didn’t say the capital markets have 
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improved since June.  What I said is, the S&P TSX has 

risen since then.  But the general tone in the 

marketplace hasn’t changed.  Investors are equally 

uncertain about what the fiscal cliff in the U.S. 

means for the U.S. economy, what it means for Canada.  

What the sovereign debt crisis in Europe means for 

Canada -- slow global growth generally, what does it 

mean for Canada.  And the like.   

MS. BRAITHWAITE:   Q:   Okay.  Would you agree that 

volatility is less in the markets now than it was 

earlier?   

MR. ENGEN:   A:   Well, the VIX -- and I actually just saw 

a little document you had -- the VIX is about the same 

as it has been, or was, in about 2009.  In terms of 

realized volatility, it’s still quite a bit higher, 

but the VIX is lower.  The VIX has improved.  I just 

saw a little thing you had in here, where I think 

you’d shown the VIX, the one-day number as of the 11th, 

if I understand this correctly, is around 15.  At the 

time I did this, in August -- I’m trying to quickly 

look and see what the VIX was back then.  It averaged 

17.6 leading up to the crash.  It was 31 and change 

afterwards.  More recently it would be just under 20.  

So it’s about the same.   

MS. BRAITHWAITE:   Q:   You think 20.5 and 15.5 is about 

the same?   
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MR. ENGEN:   A:   No.  What I’m saying is -- yeah.  So, 

pardon me, in 2009 proceedings it was about 25.  In 

the month leading up to July 4th, when I filed this, it 

was 20 and a half.  And the number you’ve got for the 

11th -- it’s hard to say, because this is a one-day 

number.  So I’m going to say -- is it 16?  Does -- 

it’s lower.   

MS. BRAITHWAITE:   Q:   Thank you.  And is it the VIX-C, 

the Canadian version of that?   

MR. ENGEN:   A:   It is, yeah.   

    Proceeding Time 4:24 p.m. T77 

MS. BRAITHEWAITE:   Q:   I’ve also provided in the package 

a one-day number for that.  This, I believe, is the -- 

where it shows for December 11th, 15.14?   

MR. ENGEN:   A:   Sorry, where is that?  Oh, sorry, it is 

--  

MS. BRAITHEWAITE:   Q:   The sheet is titled TMX, Canadian 

Derivatives Exchange?  I have taken my package apart 

now, so I am not sure what page it is. 

MR. ENGEN:   A:   I see your last six month chart on this 

page.  Oh, I’m sorry, I thought this top chart was 

your VIX, it is the VIXC.   

MS. BRAITHEWAITE:   Q:   There is both a VIX and a VIXC, 

and they are both in the 15 range. 

MR. ENGEN:   A:   Okay, no, I am sorry, the first one I 

was looking at I thought was VIX, it is not.  So the 
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first one is a VIXC and stands at I guess it is 15.  

Is that -- I am not familiar with this chart.  You’ve 

got the one day the VIXC through the course of a 

single day, I am not sure what it closed at.  I will 

call it 15.14, is that right? 

MS. BRAITHEWAITE:   Q:   That is my understanding. 

MR. ENGEN:   A:   Okay, right, and so the VIXC that I had, 

in July was at 22.4, so it has come down. 

MS. BRAITHEWAITE:   Q:   Thank you.  And did you want to 

revisit the VIX now?  With the other reference?  

15.5.7 is the number I have? 

MR. ENGEN:   A:   Okay, yeah, so, yeah, 15 and a half.  

And in July it was -- the VIX in July was, at 20 and a 

half.  So again, yes, it has improved. 

MS. BRAITHEWAITE:   Q:   Okay, thank you.   

MR. ENGEN:   A:   And again, for reference purposes in 

2009, the VIX was at 25, so we are at 15, so an 

improvement there.  In 2009, the VIXC it was 21.2 and 

call it 15, so it is improved as well.  

MS. BRAITHEWAITE:   Q:   I am moving now to page 23 of 

your report --  

MR. ENGEN:   A:   So the only -- but before we do that, I 

want to go back to page 10 then.  So, if you wanted a 

point in time, as we are talking about here today, my 

VIXC, where I talk about it being slightly worse, 

today it would be better, improved, and the VIXC 
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slightly improved, I would probably just call it an 

improved at that stage.   

MS. BRAITHEWAITE:   Q:   Thank you.  And I am just moving 

to page 23 of your report.  You are talking about 

trading volumes? 

MR. ENGEN:   A:   Yes. 

MS. BRAITHEWAITE:   Q:   And you note that at the time 

that the Commission heard evidence in 2009, the 20-

year rolling average market trading volumes were 784 

million shares? 

MR. ENGEN:   A:   Yes.   

MS. BRAITHEWAITE:   Q:   And for a comparable period prior 

to July 4th, 2012, the trading volumes were lower at 

712 million shares.  

MR. ENGEN:   A:   Yes. 

MS. BRAITHEWAITE:   Q:   And I am actually not going to 

ask you what they are today. 

MR. ENGEN:   A:   Okay. 

MS. BRAITHEWAITE:   Q:   My question is, does that 

magnitude of a decrease in trading volumes have any 

actual impact on the liquidity of shares in a company 

like Fortis?  Or Utility shares generally? 

MR. ENGEN:   A:   On Fortis -- hard to say.  Overall, when 

we look at trading volumes here, and for us it is an 

indication that there is less investor interest in the 

equity capital market, more risk adverse than they 
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have been historically.  From what we are looking at 

in 2009, at 7-12, 7-84, I’d have to say at the end of 

the day, yes it is lower, but is it markedly worse?  

One of your earlier questions was, is there a range of 

values, for example, that you could do for acceptable 

returns or leverage.  This would be in a range.  I 

would say it is substantially the same.  It's lower, 

but in terms of is it markedly or materially 

different?  No, I’d say it is about the same as it was 

in 2009.   

    Proceeding Time 4:29 p.m. T78 

  The one difference being, of course, is 

that when we hit the 2,000 here, we were part of a 

general upward trend, as you see in the chart, in 

volumes historically.  We're back at the same level 

but we're in the opposite trend.  It's a downward 

trend. 

MS. BRAITHWAITE:   Q:   How far would it have to drop -- 

would trading volumes have to drop for it to have an 

impact -- try to phrase this -- for it to have a 

material impact on the price at which shares are 

trading? 

MR. ENGEN:   A:   Oh, I couldn't say.  This is less about 

the impact on share prices and more on capital not 

being as active in the equity capital market in Canada 

then it is about an impact on share prices. 
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MS. BRAITHWAITE:   Q:   Okay.  And over at page 24, you 

talk about mutual fund/equity fund flows on the one 

hand and bond and income fund flows on the other hand 

and your numbers show that money is flowing out of 

equity funds, basically, and into bond and income 

funds.   

  When I look at those numbers, what strikes 

me is that there's still a lot more money flowing in 

than flowing out.  Can we draw any conclusions from 

that about the capital markets generally?  Is there a 

lot of money out there looking for a home? 

MR. ENGEN:   A:   Well there's -- so when you say more 

money flowing in than out, you mean there's a lot of 

money or a lot of capital going into the bond and 

income funds and capital coming out of equity funds? 

MS. BRAITHWAITE:   Q:   That's true, and there's also 

significantly more money going into bond and income 

funds than is coming out of equity funds. 

MR. ENGEN:   A:   Yes.  There have been -- in the past 

couple of years there have been times where cash 

balances, unused capital waiting or looking for a home 

have been increasing.  As of late, it has been almost 

-- well as you can see, exclusively going into bond 

and income funds and not into equity. 

  I don't know you can draw a lot more 

conclusion other than capital is looking for the 
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security of bond and income and not equity exposure. 

MS. BRAITHWAITE:   Q:   Would we be able to conclude that 

a utility should be able to get -- should be able to 

offer a lower return on its debt financing? 

MR. ENGEN:   A:   Well the -- in fact the last accounts 

we're talking, we did talk about that.  Yields are 

lower now than they had been in 2009-2010.  The 

spreads are wider but this doesn't speak so much -- 

well, it does speak to capital going in to bond funds.  

So the capital is looking for that kind security and 

not common equity exposure. 

MS. BRAITHWAITE:   Q:   Okay, thank you.  I have one last 

updating problem for you, at page 26 of your report, 

you're talking about priced earnings ratios. 

MR. ENGEN:   A:   Mm-hmm. 

MS. BRAITHWAITE:   Q:   And you note that in September of 

2009 it averaged 17.2 times.   

MR. ENGEN:   A:   Yes. 

MS. BRAITHWAITE:   Q:   And that in July of 2012 it was 

material lower at 13.9 times?  So if I get you to look 

at the final page of the package that you were given, 

and I'm hoping that's either double sided or that you 

have two pages there.  Would you agree that at least 

according to this report, the current price to 

earnings ratio is back up to 18.3 times? 

MR. ENGEN:   A:   Yeah, it says that.  I don't know for -- 
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it does.  Yes, it does say that. 

MS. BRAITHWAITE:   Q:   And so as of that date, at least, 

that's -- that's better than it was in September of 

2009, is that right? 

MR. ENGEN:   A:   Is 18 higher than 17-2?  Yes.  Yes. 

MS. BRAITHWAITE:   Q:   Thank you. 

MR. ENGEN:   A:   And I would characterize it being 

somewhat the same.  It's a little bit higher, yeah. 

Proceeding Time 4:34 p.m. T79 

MS. BRAITHWAITE:   Q:   Now I’d like you to compare some 

of the figures that you have on page 32 of your 

report, which speaks to Canadian generic A-spreads.   

MR. ENGEN:   A:   Yeah.   

MS. BRAITHWAITE:   Q:   And page 33-34, which refers to 

spreads on Canadian energy infrastructure companies.   

MR. ENGEN:   A:   Yes.   

MS. BRAITHWAITE:   Q:   And the 30-year spreads for the 

energy infrastructure companies as of September -- 

sorry, as of July 6th was 177 basis points.   

MR. ENGEN:   A:   Sorry, which page are you looking at?   

MS. BRAITHWAITE:   Q:   That’s page 34.   

MR. ENGEN:   A:   Okay, yeah.   

MS. BRAITHWAITE:   Q:   And the 30-year spread of the 

generic A spread, as of the same date, was 241 basis 

points?   

MR. ENGEN:   A:   Sorry, are you looking at page 34?   
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MS. BRAITHWAITE:   Q:   Sorry, that’s on page 32.   

MR. ENGEN:   A:   Oh, yes.  Yeah.   

MS. BRAITHWAITE:   Q:   The generic A-spreads are on 32.   

MR. ENGEN:   A:   Yes.   

MS. BRAITHWAITE:   Q:   And then the utility -- the energy 

infrastructure is on page 34.   

MR. ENGEN:   A:   Mm-hmm.  

MS. BRAITHWAITE:   Q:   Does that indicate that 

bondholders see energy infrastructure companies as 

less risky than the generic or average A-rated 

company?   

MR. ENGEN:   A:   Because their spreads are narrower?  

Yes.  The A-rated group is largely dominated by 

financial institutions.  And it’s not a credit that 

investors are as interested in these days, and so they 

want to hold utilities and there is a shortage of 

those bonds in the marketplace, relative to the 

overall market.  And so they have a stronger yield -- 

or a stronger spread, rather.  Narrower.   

MS. BRAITHWAITE:   Q:   On page 36 of your report, under 

“Market summary”, you come to the general conclusion 

at line 8 that the Canadian debt capital market is in 

good condition.   

MR. ENGEN:   A:   Yes.   

MS. BRAITHWAITE:   Q:   Would you say it’s in better 

condition than the U.S. debt capital market at 
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present?   

MR. ENGEN:   A:   No, I don’t think so.  The U.S. market 

is good access for -- in the bond market this time as 

well.  I can’t say that one is materially worse or 

better than the other at this stage.   

MS. BRAITHWAITE:   Q:   Okay.  Early on in your report you 

reference survivorship bias.  Let’s try to find you 

the -- right.  At page 12, you’re talking about 

reasons why acquisition transactions may not be 

reflective of buyers’ expected returns on equity.   

MR. ENGEN:   A:   Yeah.  

MS. BRAITHWAITE:   Q:   To what extent does survivorship 

bias factor into -- I’ll say the metrics that are set 

out in your report in terms of looking at market 

returns generally?  That is, do the metrics that we 

use take into account the companies who have 

disappeared along the way?  Is that factored in?  

    Proceeding Time 4:39 p.m. T80 

MR. ENGEN:   A:   When we’re talking about equity capital 

market conditions, trading volumes and the like, we’re 

talking about thousands if not tens of thousands or 

millions of transactions.  When we’re talking about 

survivor bias on page 6, it’s in page 6 where I wrote 

in more detail on price to book ratios on purchases, 

we were talking about a handful of transactions, five 

or ten transactions.  You may have at any given time 
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10 or 15 people bidding on an asset.  All we see is 

the one.  There is no transparency on what the other 

bids are, unlike an equity capital market where you 

can see what the bidding ranges are both on the 

bid/ask side and the equity market, and the same holds 

true in the bond side.  So it’s not really the same 

concept.   

  When we’re looking at the metrics we see in 

the equity/debt capital markets, my view is you don’t 

have a survivorship bias.   

MS. BRAITHWAITE:   Q:   So if you take, for example, just 

the TSX, is it not correct that what you see when you 

look at the TSX is the survivors, the companies who 

have stayed in -- who have stayed listed on that 

exchange?   

MR. ENGEN:   A:   Well, you still see the past performance 

of people that were around.  So for example, prior to 

its acquisition Terasen would be included in the 

trading and the utilities group until it disappeared.  

It’s not there any longer.  I’m not sure I really 

understand your question. 

MS. BRAITHWAITE:   Q:   Well, I guess if a company goes 

bankrupt, a TSX listed company goes bankrupt, it’s not 

going to be listed on the TSX any more.   

MR. ENGEN:   A:   That’s right.   

MS. BRAITHWAITE:   Q:   And so what you -- the companies 
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that you see -- I mean Terasen in a sense is a 

survivor.  It’s still in there.  But isn’t it correct 

that what you see is the survivors.  Anybody who has 

gone bankrupt or just failed to meet the criteria that 

are set by the index for listing are no longer there 

and so they’re no longer taken into account when 

you’re looking at what the average returns are?   

MR. ENGEN:   A:   Well, or they’ve been acquired by 

somebody, which is a case comparison, it was acquired 

by somebody else.  When a company goes bankrupt the 

assets just don’t disappear into thin air.  Someone’s 

owning it.  But as I say as well, in an equity and 

debt capital market, you have millions of 

transactions.  You have pricing transparency.  You see 

what the bid/ask spreads are.  You know how much 

people are lower than the bid or the last trade or 

higher than the last trade on the bid/ask side.  In a 

handful of transactions in an acquisition scenario, 

we’re only talking about 10 transactions, 10 

successful bidders, and dozens of others that we have 

no transparency on what it is they’re offering.

 It’s an interesting concept because, you 

know, in each one of the companies when they bid, 

determine what they believe their cost of capital to 

be.  And you have a conversation with a losing bidder 

who says, “I don’t’ know how they got that cost of 
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capital or how they priced, what kind of a WACC they 

used, but I can tell you that’s not mine.”  And it’s 

interesting that some would say, “I look at the 

winning offer and say that’s now a reflection of 

everybody’s cost of capital.”  That’s the issue.   

MS. BRAITHWAITE:   Q:   I’m just not sure why you don’t 

see the survivorship bias as translating to a larger 

arena.  I mean just because there’s more transactions, 

aren’t there also going to be -- there’s going to be 

more of everything?  There’s going to be more 

survivors, there’s going to be more non-survivors. 

MR. ENGEN:   A:   But one transaction in an equity capital 

market or a bond capital market, it may be an outlier.  

It doesn’t define the entire market place.  It’s only 

one trade amongst tens of thousands or millions.  In 

ten trades in an acquisition scenario it’s a very 

different thing.  We’re talking about one trade 

impacting ten. 

MS. BRAITHWAITE:   Q:   So I think you’re saying the 

impact would be small as opposed to non-existent. 

MR. ENGEN:   A:   No.  I don’t believe that there would be 

equity or debt capital market demonstrates some sort 

of a survivorship bias.   

MS. BRAITHWAITE:   Q:   Okay.  I’m going to move now to 

page 47 of your report and you talk about the 

elimination of the foreign property rule in 2005.   
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MR. ENGEN:   A:   Yeah.  Sorry, which page are you on? 

MS. BRAITHWAITE:   Q:   It’s on page 47. 

MR. ENGEN:   A:   Yes.  

Proceeding Time 4:44 p.m. T81 

MS. BRAITHWAITE:   Q:   And if I understand this 

correctly, the impact of having the foreign property 

rule eliminated, or being eliminated, was that one of 

the policies that was in place to encourage Canadian 

investment in Canadian businesses is no longer there, 

and therefore Canadian capital is more likely to flow 

to foreign destinations.  Equities, or bonds, or what 

have you.   

MR. ENGEN:   A:   Yeah, the one structural impediment, the 

foreign property rule, was done away with.  That’s 

right.   

MS. BRAITHWAITE:   Q:   Okay.  But are there other 

property rules, tax rules, competition rules, anything 

like that that still restrict the flow of Canadian 

capital to foreign destinations?  Or incentives, like 

I’m thinking for example of the Canadian-controlled 

private corporation tax benefits.   

MR. ENGEN:   A:   I mean, I can’t think of any in 

particular.  It’s as -- I mean, every jurisdiction has 

some -- has rules that investors might not be 

interested, or be excited about, so they may want to 

direct their capital somewhere else, and we have the 
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same issues here.  But the point of course of this 

piece is that some of the structural things are in the 

way, and one of the big ones being the foreign 

property rule, have been done away with, making the 

flow of capital simpler.  Do we have a more globalized 

marketplace today than we did historically?  I don’t 

think there is any value of.  The Bank of Canada has 

talked about it as well.   

MS. BRAITHWAITE:   Q:   Okay.   

MR. ENGEN:   A:   Is it perfectly integrated?  I doubt it.  

But is it much better than it has been in the past?  I 

think that’s certain.   

MS. BRAITHWAITE:   Q:   Is it much more integrated than it 

was in 2009?  

MR. ENGEN:   A:   I can’t think of any structural changes 

since then.  And to say, this rule was -- this changed 

rule came in 2007.  I can’t think of any particular 

changes since 2009.   

MS. BRAITHWAITE:   I think those are all my questions.  

Thank you.   

THE CHAIRPERSON:   Thank you, Ms. Braithwaite.   

    Proceeding Time 4:47 p.m. T82 

CROSS-EXAMINATION BY MR. FULTON:  

MR. FULTON:  Q:   Good afternoon Mr. Engen.  

MR. ENGEN:   A:   Good afternoon.   

MR. FULTON:  Q:   I’d just like to pick up on something 
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that I’ve understood that you said in an early 

exchange with Ms. Braithewaite during her cross-

examination.  And did I hear you use the expression 

“Risk off?”   

MR. ENGEN:   A:   Risk on/risk off, yes.  

MR. FULTON:  Q:   And do investors consider the utility 

sector to be part of the risk on/risk off space in 

Canada?   

MR. ENGEN:   A:   It can be affected by it, in a risk off 

environment, that you would see investors tend to look 

more towards utilities sector, and a risk on 

environment, they would look more towards other 

sectors, oil and gas for example.  Or others.   

 MR. FULTON:  Q:   And can you tell me generally speaking 

whether or not the Canadian utility sector within the 

equity markets has declined significantly during days 

when the market was in a risk off mode? 

MR. ENGEN:   A:   Oh, I’m sorry, ask that again? 

MR. FULTON:  Q:   On days when the market was in a risk 

off mode, has the Canadian utility sector declined 

significantly within equity markets? 

MR. ENGEN:   A:   In a risk off environment, I would not 

expect the utilities to decline.   

MR. FULTON:  Q:   Okay, thank you.  Do you have your 

rebuttal evidence close at hand?   

MR. ENGEN:   A:   I do.  
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MR. FULTON:  Q:   It's Exhibit B-1-32 --  

MR. ENGEN:   A:   Yes. 

MR. FULTON:  And Mr. Chairman, Mr. Engen’s rebuttal 

evidence begins approximately 14 pages into B-1-32.  

It follows the FECU rebuttal evidence. 

 Q:   And at page 4 of 9 of your rebuttal evidence, Mr. 

Engen, and speaking of financial conditions indices, 

you speak of the Kansas City index, and you describe 

that index beginning at line four of page four, when 

you say that "The Kansas City Index is an index based 

on U.S. variables only.  Since as Dr. Booth points out 

the bank of Canada has developed a financial 

conditions index for Canada it would be more 

appropriate to consider that index."   

  Can you explain why it would be more 

appropriate to consider that index?   

Proceeding Time 4:50 p.m. T83 

MR. ENGEN:   A:   Well, if we’re talking about Canadian 

capital market conditions, and to be clear, as well, 

both these indices really are more about financial 

conditions in the economy, not capital market 

conditions.  But if you wanted to have a look at that 

indice [sic] as one indicator of what the capital 

markets might be thinking, and you’re talking about 

Canadian capital markets, it would be best to look at 

Bank of Canada as opposed to the Kansas City index.   
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MR. FULTON:   Q:   And is that because of the different 

economic and financial conditions in Canada?   

MR. ENGEN:   A:   No.  It’s because it’s -- well, it 

because it’s a direct Canadian indice.  If we’re 

talking about Canadian capital market conditions, it’s 

good to consider.   

MR. FULTON:   Q:   Okay. 

MR. ENGEN:   A:   And there are circumstances where we 

don’t have Canadian indices.  So you have to look 

somewhere else.  Investor confidence would be one, 

where, because we don’t have a Canadian indice, you 

look to an American one as a fair proxy.   

MR. FULTON:   Q:   But the Canadian indices do reflect our 

financial and economic conditions.  Right?   

MR. ENGEN:   A:   Well, it depends on which ones we’re 

talking about.  But, yes.  And that’s why I suggest 

here that while Dr. Booth has a discussion of the 

Kansas City, there is a Canadian one out there 

prepared by the Bank of Canada, so it would be better 

to look at that one.   

MR. FULTON:   Q:   Okay.  And given that there are 

differences between the U.S. and Canadian financial 

and economic environments, would you put more weight 

on samples of Canadian companies than of U.S. 

companies?   

MR. ENGEN:   A:   Well, it depends.  If you’ve got good 
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Canadian comparables, I would ideally look at those.  

If I don’t, then I will look elsewhere to try and find 

good comps.  If you only have a small number of 

comparables in Canada, then I would look elsewhere as 

well.   

MR. FULTON:   Q:   If you turn over to page 5 of your 

rebuttal evidence.  Beginning at line 5, you discuss 

the Calgary Herald newspaper article and then over on 

to page 6, you reference Dr. Booth’s referral to 

comments.  And I’m here at lines 2 to 4 on page 6.  

You reference Dr. Booth’s comments made by Dr. -- Dr. 

Booth’s reference to comments made by Dr. Daniel about 

the low-risk model of pipelines in general, and you 

say Mr. Daniel’s comments were directed at his 

pipeline business, which is not comprised of assets 

subject to the cost of service regulation.   

  For the record, can you describe for the 

Commission Panel what form of regulation applies to 

pipeline companies such as TransCanada and Enbridge? 

    Proceeding Time 4:53 p.m. T84 

MR. ENGEN:   A:   Well of course here I am talking about 

cost of service regulation.  This is a difficult area.  

In fact I have had a number of conversations with 

colleagues of mine about how best to describe this.  

All the pipelines are regulated, but the pipelines in 

particular that Mr. Daniels talking about are the non-
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cost of service, none rate regulated assets.  So, his 

mainline for example.  While it's regulated, he has 

settlements with his customers, 30-day evergreen 

contracts.  We are talking about his U.S. Pipelines 

business where they enter into long term contracts, 

shipping agreements.  Again, all regulated pipelines.  

But a different kind of, if you want to call it 

regulatory environment, than the kinds of assets we 

are talking about here in British Columbia with FEI.   

MR. FULTON:  Q:   Okay. 

MR. ENGEN:   A:   The point is, is when you read what was 

written in the evidence about what Mr. Daniel was 

saying, or indeed what Mr. Quizzley was saying, the 

takeaway on reading it is the ideas that Mr. Daniel is 

saying all kinds of good things about his regulated 

business. In this case, Enbridge Gas Distribution.   

  Or when Mr. Quizzley talks about his 

ability to be able to raise capital, he somehow saying 

something about his cost of service assets, which are 

the NOVA gas system, and -- principally NOVA gas 

system and the mainline, which isn't the case.  It's 

misused here. 

MR. FULTON:  Q:   So --  

MR. ENGEN:   A:   While what they are saying is true, what 

they are talking about is Mr. Daniel talking about a 

very different business than the rate regulated 
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business, and Mr. Quizzley talking about financing 

related to his Keystone Pipeline.  Again, a regulated 

pipeline, but it is a 19-year contracted asset with 

Canadian producers.  Not one that is subject to rate 

regulation.   

MR. FULTON:  Q:   Can I summarize then your discussion of 

the Calgary Herald newspaper article and what you’ve 

just said to be, that you believe the comments of 

TransCanada's CEO and Enbridge, both of which Dr. 

Booth cites, don’t really apply to a distribution 

utility such as FEI, because unlike FEI, the assets of 

Enbridge and TransCanada are not comprised of assets 

which are subject to cost of service regulation?  

MR. ENGEN:   A:   No, that is not what I said.  What I 

said -- they both have assets that do have rate 

regulated regime.  I am trying to find her a nice 

little group of three or four words to describe.  So, 

let's just call them rate regulated like FEI.  Both of 

them do have those assets, but these remarks are 

directed at not those assets.  It is very clear, Mr. 

Daniel does not have rate regulated pipelines.   

    Proceeding Time 4:57 p.m. T85 

  And Hal Quizzly when he’s talking about his 

financing in their press release describing the 

financing was about financing Keystone, none of which 

are rate-regulated assets. 
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MR. FULTON:   Q:   Okay.  Is it your view that when 

calculating the cost of capital for FEI, pipeline 

companies such as TransCanada and Enbridge or other 

such companies should not be used as comparators for 

FEI when deriving components of the ROE calculation 

such as DCF growth rates, betas, or comparable 

earnings? 

MR. ENGEN:   A:   No, in the Canadian context you have to 

use them.  We just don’t have many people to be able 

to use.  So I’d be surprised if they weren’t being 

used by people to look at cost of capital.  We don’t 

have many names and so consequently -- and when we do 

it as well we look at the U.S. and we look at Canada 

as well. 

MR. FULTON:   Q:   Okay.  Let’s then turn to your 

evidence, Appendix E, and if I could take you to page 

15 of that evidence. 

MR. ENGEN:   A:   Sorry, on page 15? 

MR. FULTON:   Q:   15, yes.  And beginning at line 16 you 

say: 

“The U.S. economy expanded at a weak pace of 

1.9 percent for the first three months of 

2012.  Experts are generally looking for the 

economy to grow at a modest 2.2 percent this 

well.  As well, the U.S. job situation 

remains anemic.” 
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  And in the paragraph immediately above the 

paragraph where I’ve read from, you talk in more 

general terms about the Canadian economy, correct?   

MR. ENGEN:   A:   Canadian capital market conditions, yes. 

MR. FULTON:   Q:   And is it your view that the Canadian 

economy will grow roughly at the same pace over the 

next three or four years, that is around 2 percent a 

years? 

MR. ENGEN:   A:   I don’t have a view on -- I’ve shown 

from a BMO Capital Markets view on where the economy 

is, what the view is.  The challenge with all this, 

and counsel just talked to me a few minutes ago on 

this same theme, want to look at individual elements.  

You know, look at where does a particular number stand 

today relative to six months ago?  And it’s tempting 

to try and say, well, this particular data point is a 

bit higher or a bit lower and then try and draw 

conclusions about where the capital market stands 

today.  They are definitely all indices. 

Proceeding Time 5:00 p.m. T86 

  But the overall tone, notwithstanding what 

any particular number here says as of July, the key 

thing is, as I said, the anecdotal discussion at the 

beginning of each one.  And some of these numbers will 

change afterwards.  But in continuing to work with 

investors, and continuing to do deals, we just did a 
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bond deal for somebody here a couple of days ago.  The 

market tone is as described.  It hasn’t changed.  

While the economy may approve it at 2.7 percent 

relative to 1.9 percent, that kind of thing, those 

point in time changes aren’t what matter to investors.  

This quarter versus last or the next.  It’s what the 

trend -- what do we see in the future, and the future 

is uncertain in investors’ minds.   

MR. FULTON:   Q:   Now, are you aware of a speech that Tim 

Lane, the Deputy Governor of the Bank of Canada, gave 

to the Greater Moncton Chamber of Commerce on November 

the 12th, entitled “Weathering the Headwinds to 

Canada’s Economic Growth”?   

MR. ENGEN:   A:   I am not aware of it, no.   

MR. FULTON:   Okay.  Mr. Chairman, this would probably be 

a -- I haven’t given a copy of this document to Mr. 

Ghikas, and so given that it’s two minutes to, it 

would probably be helpful for me to give it to him 

now, and then I can come back and ask Mr. Engen some 

questions about it tomorrow.   

THE CHAIRPERSON:   That makes perfect sense.  So we want 

to adjourn for the day, then.   

MR. FULTON:   Yes, thank you.   

THE CHAIRPERSON:   Okay, thank you.  So, 8:30 tomorrow 

morning.   

 (PROCEEDINGS ADJOURNED AT 5:02 P.M.) 


