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CAARS 

VANCOUVER, B.C. 

December 19th, 2012 

 (PROCEEDINGS RESUMED AT 8:44 A.M.) 

THE CHAIRPERSON:   Please be seated.   

MR. FULTON:   Mr. Chairman, just so that the people who 

are listening on the webcast are aware, what has 

happened, there has been a problem with counsel 

arriving on behalf of Corix.  So what the proposal is, 

is that we will -- the Corix panel will stand down and 

we will have Dr. Safir give his evidence.  We will 

complete Dr. Safir’s evidence and then return to the 

Corix panel. 

THE CHAIRPERSON:   Okay, that sounds like a reasonable 

solution.  

MR. FULTON:   And there will be two cross-examiners of Dr. 

Safir, Mr. Ghikas and myself.   

THE CHAIRPERSON:   Okay, thank you.   

MR. FULTON:   I’ll now turn the mike over to Mr. Hobbs.   

MR. HOBBS:   Thank you, Mr. Fulton.  As you can see, Mr. 

Chair and Commissioners, Dr. Safir is here and I would 

ask that he be sworn or affirmed.   

INDUSTRIAL CUSTOMERS GROUP PANEL 

ANDREW SAFIR, Affirmed: 

EXAMINATION IN CHIEF BY MR. HOBBS: 

MR. HOBBS:   Q:   Dr. Safir, you filed direct testimony in 
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this proceeding that has been entered as Exhibit C4-9.   

DR. SAFIR:   A:   Yes, sir.   

MR. HOBBS:   Q:   And you have also responded to 

Information Requests and they have been filed as 

Exhibit C4-11.   

DR. SAFIR:   A:   Yes.   

MR. HOBBS:   Q:   Do you wish to make any revisions or 

corrections to that evidence?  

DR. SAFIR:   A:   No, sir.   

MR. HOBBS:   Q:   Would you adopt the evidence as your 

evidence, sir?   

DR. SAFIR:   A:   Yes, sir.  

MR. HOBBS:   Q:   Thank you.  And your qualifications, Dr. 

Safir, appear in Exhibit C4-19 from pages 41 to 44.   

DR. SAFIR:   A:   I don’t have the page numbers the way 

you do, but --  

MR. HOBBS:   Q:   But in any case, you attached to your 

evidence a representative sample of the testimony that 

you have given in regulatory proceedings, before 

regulatory bodies.   

DR. SAFIR:   A:   Yes, I have.   

MR. HOBBS:   Q:   And can you estimate for me how many 

times you have appeared before regulatory bodies?   

DR. SAFIR:   A:   Probably close to a hundred.   

MR. HOBBS:   Q:   Thank you.  And this is your first 

appearance before the Utilities Commission?   
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DR. SAFIR:   A:   It is.   

MR. HOBBS:   Q:   Thank you.  And you have a Ph.D. in 

economics from Tufts UniverCity ?   

DR. SAFIR:   A:   Yes, sir.   

MR. HOBBS:   Q:   And amongst other things, you were the 

chief business economist for the State of California.   

DR. SAFIR:   A:   That’s correct.  

MR. HOBBS:   Q:   Thank you.  And can you very briefly 

tell me, sir, what your recommendations are with 

respect to the return on equity?   

DR. SAFIR:   A:   Yes.  My recommendation is a return on 

equity of 7.6 percent.  

MR. HOBBS:   Q:   Thank you.  And you have an opening 

statement which has been filed as Exhibit C4-15.  Is 

that correct?  

DR. SAFIR:   A:   Yes, sir.   

MR. HOBBS:   Q:   And I’d ask you to give to us now, thank 

you.   

DR. SAFIR:   A:   Thank you very much for allowing me to 

appear here today.  This is the first time I’ve 

testified before the BCUC, although I have, as you 

just heard, from time to time presented evidence 

bearing on capital cost issues before other Canadian 

regulatory bodies. 

  As the new kid on the block here, however, 

I do have the advantage of having very little past 
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testimonial baggage to defend.  As a result, let me 

present a few perhaps heretical propositions to you.  

First, I don’t believe that you need to be a full 

professor of finance to attack or defend the 

appropriate return on equity for a benchmark utility.  

Although an understanding of the nuances of cutting-

edge financial theory is always to be hoped for in 

life, it is not actually a necessity for setting a 

fair return for a regulated utility.   

  Second, setting a fair return on equity is 

not rocket science.  Virtually every Commission does 

it in essentially the same manner.  They review output 

from a variety of models, such as the capital asset 

pricing model, discounted cash flow model, or a 

comparative earnings approach.  They mix and match the 

outcomes of all three, or sometimes they land squarely 

on the outcome of only one. 

  In fact, in the U.S., the Federal Energy 

Regulatory Commission has even streamlined this 

process.  It has basically limited ROE modeling for 

oil and gas pipelines to only one model, the DCF 

approach.   

    Proceeding Time 8:40 a.m. T2 

  Third, the real fight here is not about 

economic theory.  It’s about exercising appropriate 

judgment and analysis in interpreting the data and in 
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doing so in a manner that balances the interest of 

shareholders and customers alike.  For example, what 

companies to use, how long a period to consider, and 

to what extent existing information can be used to 

determine future outcomes are all relevant concerns.  

This last point is particularly important.  Absent 

being a psychic, there is really no way to predict a 

future without reliance on the past.  At best, 

forecasts are inherently speculative.  This implies 

that there is no one certain answer and a fair return 

estimate need not be a precise point from some complex 

estimation algorithm.  Rather it can, in my opinion, 

and should be, a common sense number based on direct 

first order estimation techniques from readily 

available data. 

  Does this approach violate the fair return 

standard?  Not at all.  Selecting a result by 

triangulating from output of several straightforward 

return on equity models should ensure that a result is 

not too far from some theoretically perfect ROE point.  

After all, these models, many of which you’ve heard 

discussed earlier here, are all -- have been designed 

to calculate a market ROE.  Even without theoretical 

tweaks and adjustments, their output should not fall 

too far from the mark. 

  In any case, utilities in Canada have 
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almost always been able to overrecover or overearn on 

their allowed ROEs.  So a number that falls slightly 

below normal will probably still end up acceptable on 

the scale of fair return levels.  Outcomes which end 

up above normal won’t be questioned by the recipients.   

  My approach toward estimating a fair ROE 

for the benchmark utility follows this type of 

approach.  Where possible I’ve used simple model 

specifications and data which was relatively easy to 

obtain.  Where I’ve modified traditional approaches, 

as I have done in my analysis of comparable earnings, 

I’ve done so in order to emphasize my belief that 

historical data are the only real sources of forecast 

information.  Because I am cognizant that regulators 

in Canada have not embraced the comparable earnings 

approach in any form presented by any of the 

witnesses, I have attempted to recast the approach in 

such a manner that it may provide some guidance to the 

Commission.   

  When you don’t get fancy and you avoid 

buzzers and whistle add-ons, you don’t get verbose.  

My written testimony runs only about 50 pages.  Other 

participants in the ROE estimation sweepstakes have 

filled tomes three times this length.  In my view this 

complexity is unnecessary.  Moreover, this is British 

Columbia and I know you do value your trees.  Thank 
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you. 

MR. HOBBS:   Mr. Chair, Dr. Safir is now available for 

cross-examination.   

THE CHAIRPERSON:   Thanks very much.  Mr. Ghikas. 

MR. GHIKAS:   Q:   Good morning, Mr. Chairman, 

Commissioners.   

CROSS-EXAMINATION BY MR. GHIKAS: 

MR. GHIKAS:   Q:   Good morning, Dr. Safir. 

DR. SAFIR:   A:   Good morning.  

MR. GHIKAS:   Q:   Let me start off just with your opening 

statement and just maybe before I get to this, the 

only documents I believe I’ll be referring to are, Dr. 

Safir, your evidence, and also your responses to the 

information requests which I understand are at Exhibit 

C4-11.  Okay? 

MR. SAFIR:   A:   Yes, sir.   

MR. GHIKAS:   Q:   So just starting with your opening 

statement, Dr. Safir, you indicated that you don’t 

believe you need to be a full professor of finance to 

attack or defend the appropriate return on equity of a 

benchmark utility.  And I don’t mean this to be glib 

in any way, but that's important in your case, sir, 

because you are in fact a Ph.D. in economics as 

opposed to in finance, correct? 

DR. SAFIR:   A:   Well, yes and no.  I have what they call 

a field in international finance and I have worked 
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extensively in the field, both for the Office of the 

President of the United States and for the Justice 

Department of the United States.   

MR. GHIKAS:   Q:   Thank you.  And in terms of you 

indicated you had testified before -- in approximately 

100 proceedings.  In FBCU ICG IR 1.1 you were asked 

how many of those retainers since 2000 that are listed 

in your CV have been involved providing an opinion in 

quantifying the cost of capital, i.e. recommending a 

specific ROE and/or capital structure for a utility in 

Canada or the United States, and you listed one 

instance in the last twelve years? 

DR. SAFIR:   A:   That’s right.   

MR. GHIKAS:   Q:   Okay, and that was in the United 

States? 

DR. SAFIR:   A:   Yeah, that was before the FERC earlier 

this year. 

MR. GHIKAS:   Q:   Okay.  And it was with respect to the 

Enbridge Southern Lights Pipeline, correct? 

DR. SAFIR:   A:   Yes.  Oil -- Pipeline, yeah. 

Proceeding Time 8:55 a.m. T03 

MR. GHIKAS:   Q:   Right.  And not a local distribution 

company.   

DR. SAFIR:   A:   That’s correct.   

MR. GHIKAS:   Q:   Okay.  In that proceeding, you didn’t 

present CAPM or comparable earnings evidence, did you?  
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DR. SAFIR:   A:   No, no.  It was a more abbreviated, as I 

recall it, discussion having to do with ring-fencing 

and making certain that the ratings for the parent 

were applied to the subsidiary.   

MR. GHIKAS:   Q:   It was more focused on the business 

risk, as I read it, of this -- of the pipeline.  

Business risk analysis, effectively.  And then at the 

tail end of the evidence there was a couple of pages 

with respect to a recommended ROE?   

DR. SAFIR:   A:   That’s essentially correct, yes.   

MR. GHIKAS:   Q:   Okay.  Now, are you aware, Dr. Safir, 

that in this jurisdiction the Commission has taken the 

approach of making adjustments to both capital 

structure and ROE, with respect to the benchmark?   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  Now, if you can turn for a 

moment to your response to FortisBC Utilities IR 16.8, 

please.  In that IR you were asked, 

"Could Dr. Safir please confirm that the 

cost of equity is a function of both 

business and financial risk?  If he cannot 

confirm, please explain why not.” 

 And your response simply was, “Confirmed”.  Correct?   

DR. SAFIR:   A:   That’s correct.  

MR. GHIKAS:   Q:   Okay.  Now, in the next response you 

were asked, 
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 "Please explain how it is possible to 

determine what a fair ROE for a benchmark 

utility is without knowledge of its 

financial risk, including capital 

structure.” 

 And you have indicated in your response, 

"Dr. Safir believes that it is not 

responsible to determine the fair ROE for a 

benchmark utility without knowledge of its 

financial risk and some information on its 

capital structure.  These are important 

elements in the assessment of an appropriate 

ROE.”  

And that is your view, sir?   

DR. SAFIR:   A:   Yeah.   

MR. GHIKAS:   Q:   Okay.  And in this proceeding, you have 

provided a recommended ROE for FEI?   

DR. SAFIR:   A:   Yes, on the basis that they have the 

current equity thickness.  

MR. GHIKAS:   Q:   Okay.  If you can turn to response 3.1, 

you were asked in this response,  

"Please confirm that Dr. Safir’s conclusions 

are based on FEI having an allowed capital 

structure of 40 percent equity and 60 

percent debt, as is the case currently.  If 

not, please explain.”  
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 And your response there is, 

"Not specifically.  Please see response to 

FBCU 16.10.”   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   And so if we turn to 16.10, you were 

asked,  

"Would Dr. Safir’s recommended benchmark ROE 

be the same at equity ratios of 35, 40, and 

45?  Please explain why or why not.  If not, 

please provide estimates of the benchmark 

ROE at 35, 40 and 45 percent common equity 

ratios.”  

 And again, your response was, “No, not necessarily.”  

And you’ve gone on to provide an explanation.  But, so 

your prior answer there confused me a little bit, Dr. 

Safir.   

DR. SAFIR:   A:   All right.  I am accepting, for purposes 

of this proceeding, the equity thickness of the 

utility at 40.  But -- and it is true that whatever 

equity thickness one picks does have an effect on the 

financial risk and, in particular, in the CAPM on the 

betas.  However, when you practically look at the 

differences in beta calculations for equity 

thicknesses of, say, 35 to 40 and slightly above, you 

find very little difference using different equity 

thicknesses of that amount on the actual betas 
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calculated. 

  So that, from my standpoint, it really 

doesn’t matter the equity thickness, so long as it’s 

within the range that most companies in Canada have, 

which is between -- or Canadian gas companies between 

35 and 40.  The differences in beta are so minor that 

you can really choose any equity thickness within that 

range and it won’t affect your beta estimate, 

significantly.   

MR. GHIKAS:   Q:   So, Dr. Safir, what you’re saying is 

that if the capital -- the common equity ratio for FEI 

is anywhere in a 10 percent range, the ROE that you 

would recommend is exactly the same.   

    Proceeding Time 9:00 a.m. T4 

DR. SAFIR:   A:   Well, I didn’t say a 10 percent range.  

I said between say 35 and 40, maybe a little beyond 

40.  It could be within that range.  I did run -- I 

took a look at levered and unlevered betas to see if 

there was in fact any difference, and I ran the betas 

at different equity thicknesses and satisfied myself 

that the differences were minor.  There are minor 

differences but they’re not at all significant given 

the data that all of us are using.  It’s not a 

variable that frankly has a big impact on the ROE 

numbers. 

MR. GHIKAS:   Q:   Okay.  Dr. Safir then, if we can go 
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back to 16.10 and I read you that question there, and 

the remainder of your response I’ll just read it out: 

“Would it be the same?” 

 And the question again was asking you with respect to 

35, 40 and 45 common equity ratios and you indicated: 

“No, not necessarily.  Equity thickness 

affects financial risks and affects betas.” 

 So you would agree that equity thickness affects 

financial risks and affects betas. 

DR. SAFIR:   A:   Absolutely. 

MR. GHIKAS:   Q:   Okay.  And carrying on: 

“As a result, it is possible that different 

equity thicknesses could affect the 

estimated fair ROE.” 

 And that again is your evidence?   

MR. GHIKAS:   Q:   I’m sorry, where did you -- 

DR. SAFIR:   A:   It was the second sentence.  Sorry, the 

third sentence.  

“As a result, it is possible that different 

equity thicknesses could affect the 

estimated fair ROE.” 

 Well, why don’t I read the rest of the answer? 

“While it is true that the equity thickness 

can affect the fair ROE, it is also likely 

that the effect will tend to be relatively 

small for changes in the equity thickness 
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that fall close to the industry average for 

regulated utilities like those of 35, 40, 

and 45 percent.  However, Dr. Safir has not 

done a leverage adjustment in his beta 

calculations to enable him to calculate 

betas and the associated ROEs at the equity 

thicknesses required.” 

  So based on that response, sir, when you 

made your recommendation, your evidence was that you 

hadn't done a leverage adjustment in your beta 

calculations to enable you to conclude -- or to 

calculate betas and the associated ROEs at the equity 

thicknesses required, correct? 

DR. SAFIR:   A:   Well, as I indicated in the response, I 

knew that they would be relatively small.  Subsequent 

to this data request I did run the numbers just out of 

curiosity and satisfied myself that they were 

insignificant.   

MR. GHIKAS:   Q:   Okay. 

DR. SAFIR:   A:   That’s why people in this proceeding, I 

don’t believe anybody’s done a leverage beta to bring 

even the betas of the various companies used in their 

data sets in line with a 40 percent equity thickness. 

MR. GHIKAS:   Q:   Yeah.  Dr. Safir, my question was 

simpler than that.  It was at the time that you did 

your recommendation you hadn't done a leverage 
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adjustment in the beta calculations to enable you to 

calculate betas and the associated ROEs at the equity 

thicknesses required, correct? 

DR. SAFIR:   A:   Yeah, that’s correct.  I didn’t see any 

reason to do that.   

MR. GHIKAS:   Q:   Okay.  And earlier this morning you 

indicated that -- I believe you said that the 

adjustments aren’t that significant for 35 percent and 

40 percent, and in this response it indicates 35, 40 

percent, and 45 percent.  Can you just clarify for me 

please that your response earlier was accurate, you 

were talking about 35 and 40 percent? 

DR. SAFIR:   A:   I did them all.  So the adjustments were 

not particularly significant at any of those within 

that range.  But it is true that most of the 

utilities, the gas utilities are 35 to 40.  So within 

that range it’s even more minor.  In other words, you 

get a bigger difference if you go from 35 to 45 than 

you do if you go from 35 to 40.     

MR. GHIKAS:   Q:   Now, at page -- if you can go to your 

evidence please, this is -- I’m on the very last page 

of the actual text of your -- sorry, second to last 

page, page 41.   

DR. SAFIR:   A:   I don’t have a page 41. 

MR. GHIKAS:   Q:   Sorry, pardon, my apologies.  39. 

DR. SAFIR:   A:   I see I’ve already overestimated the 
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number of pages I filed.  I’m sorry, 39? 

MR. GHIKAS:   Q:   39, yeah.  The question 53 there at 

line 15.   

Proceeding Time 9:06 a.m. T05 

DR. SAFIR:   A:   Now, question 53 line 15.   

MR. GHIKAS:   Q:   That’s correct.  

"Do you have a recommendation for setting 

the debt and equity percentages for the 

benchmark utility in your response at line 

17?  No, not at this --" 

  Sorry. 

"Not at this time.  However, several factors 

bear on this issue.  The BCUC had allowed 

the use of embedded cost of debt as a 

component of the overall weighted cost of 

capital in the past.  In contrast, the 

market long-term borrowing rates for most 

utilities, including the benchmark, is 

undoubtedly lower than the embedded cost of 

debt at the present time. 

 Consequently, under current 

circumstances, a benchmark utility will have 

an incentive to re-finance its debt no 

matter what weighted cost of capital the 

BCUC allows.  If a multi-year adjustment 

mechanism is adopted which operates to 
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change the WACC, as outlined above, without 

requiring annual adjustments in the annual 

cost of debt annually --" 

 Sorry,  

"…the actual cost of debt annually, an 

equity debt ratio lower than the current 40 

percent would be appropriate for the 

benchmark utility."   

  Now, you recall that evidence, obviously.   

DR. SAFIR:   A:   Yes, sir.  

MR. GHIKAS:   Q:   Okay.  And when you gave that evidence, 

sir, you hadn’t familiarized yourself with the terms 

upon which FEI can refinance, correct?   

DR. SAFIR:   A:   That’s correct.  

MR. GHIKAS:   Q:   Okay.  And in particular you hadn’t 

familiarized yourself with any pre-payment penalties 

that might result in a cost associated with re-

financing, correct?   

DR. SAFIR:   A:   Well, I hadn’t looked at your debt 

profile to determine specifically what your pre-

payment penalties might be.  But this doesn’t pre-

suppose you will be refinancing all your debt.  And as 

a result have a massive pre-payment penalty.  It just 

assumes that with substantially lower interest rates, 

the drop due to operation twist and the operation of 

the Canadian monetary authorities and the U.S. 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1162 
 

 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. 

monetary authorities, we have very, very low rates at 

the moment.  And it is most likely that the current 

rates for borrowing for most utilities will be below 

their current cost of debt, which was incurred over a 

longer period of time.  To the extent that you are 

able to refinance with or without -- you know, 

whenever it makes sense for you, looking at your 

prepayment penalties in relation to the debt costs 

that you would incur, that you will do so, that’s all.   

MR. GHIKAS:   Q:   Okay.  So just getting back to my 

question, you hadn’t familiarized yourself with the 

pre-payment penalties associated with FEI’s actual 

debt.   

DR. SAFIR:   A:   No, I didn’t see any reason to.   

MR. GHIKAS:   Q:   Okay.  And you would accept that it’s 

normally the case that there are pre-payment penalties 

associated with debt.   

DR. SAFIR:   A:   No, not necessarily.  There are -- there 

can be pre-payment penalties associated with debt.  

But it’s not a foregone certainty.  And in any case, I 

mean, in terms of looking at how you would refinance, 

typically your finance department will look at the 

present value cost of the pre-payment penalty in 

relation to the advantage to refinancing.  Utilities 

refinance all the time.   

MR. GHIKAS:   Q:   When you responded, or when you 
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responded to the question that you posed yourself on 

page 39, you hadn’t done that analysis that you’re 

referring to the company undertaking, had you?   

DR. SAFIR:   A:   No.  I didn’t see any reason to do an 

analysis.  This doesn’t hinge on whether or not an 

analysis is done.  It merely indicates that if you 

refinance, it raises implications.  I don’t pre-judge 

whether or not you will be refinancing.   

MR. GHIKAS:   Q:   Okay.  And you hadn’t familiarized 

yourself, I presume, with any provisions of the 

Utilities Commission Act requiring Commission approval 

with debt issuance longer than a year, for example.   

DR. SAFIR:   A:   No.   

MR. GHIKAS:   Q:   Thank you.  Now, can we agree that the 

utility-specific risks are a part of what determines 

the fair ROE for a utility?   

DR. SAFIR:   A:   Utility-specific risks?   

MR. GHIKAS:   Q:   Yes.   

DR. SAFIR:   A:   To a degree.   

MR. GHIKAS:   Q:   Okay.  So, in Fortis’s IR to you, 2.1 

in C4-11, you have indicated in that response,  

"Dr. Safir believes that utility-specific 

risks are part of what determines the fair 

ROE for a utility.”   

 You would agree with that.   

Proceeding Time 9:11 a.m. T06 
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DR. SAFIR:   A:   Yes, that’s what it says here.   

MR. GHIKAS:   Q:   Thank you.   

DR. SAFIR:   A:   And what I just indicated to you.   

MR. GHIKAS:   Q:   And an accurate assessment of business 

risk is fundamental to your recommended ROE, correct?   

DR. SAFIR:   A:   No.  This is more of a financial risk.  

The business risks would more go to -- typically to 

equity thickness, and I really haven’t addressed those 

to the same extent here.  This has been more looking 

at taking an equity thickness and determining 

financial risk.   

MR. GHIKAS:   Q:   Okay.  So in terms of looking at 

Fortis’s -- of FEI’s business risk, you indicated 

prior to the -- that in a response to an IR that you 

were only somewhat familiar with FEI prior to 

undertaking this exercise.   

DR. SAFIR:   A:   You’ll have to direct me to the IR. 

MR. GHIKAS:   Q:   Sure.   

DR. SAFIR:   A:   I remember indicating to you that --  

MR. GHIKAS:   Q:   Sure.   

DR. SAFIR:   A:   -- that while I’m generally familiar 

with utilities in Canada from many years of testifying 

up here, I did not make a study of FEI at the time I  

-- you know, I have looked at analysts’ reports and I 

have looked at your financial reports, and read 

testimony from others.  So to that extent I’m familiar 
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with it, but I wasn’t -- don’t hold myself out as an 

expert on your utility.   

MR. GHIKAS:   Q:   Okay.  And just for your reference, 

it’s IR, FortisBC Utilities IR 2.3.  And it just 

simply indicates  

"Prior to this proceeding Dr. Safir was 

somewhat familiar with the FortisBC 

Utilities."   

DR. SAFIR:   A:   Yes.  And I just explained to you 

essentially that.   

MR. GHIKAS:   Q:   Yes.  Now, in the prior IR to that, you 

were asked to "identify everything that Dr. Safir 

reviewed prior to finalizing your evidence, to 

familiarize yourself with FEI’s overall business 

operations and business risk."  And you have, over the 

page, on page 2, your response is,  

"Dr. Safir reviewed annual reports issued by 

Fortis.  He also reviewed analysts’ reports 

included as evidence in this proceeding, and 

prior Canadian regulatory proceedings.” 

 So that’s consistent, essentially, with what you said 

earlier.  Correct?  

DR. SAFIR:   A:   I think so, yes.   

MR. GHIKAS:   Q:   Okay.  Now, when you -- just as a point 

of clarification, when you say “annual reports issued 

by Fortis,” are you referring to FEI or are you 
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referring to Fortis Inc.?   

DR. SAFIR:   A:   No, Fortis -- the parent company.   

MR. GHIKAS:   Q:   The parent company.   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  Just changing topics here, Dr. 

Safir, you recommend the application of more than one 

test in estimating cost of equity.  Correct?   

DR. SAFIR:   A:   Yes, sir.   

MR. GHIKAS:   Q:   Okay.  And in applying your analysis in 

this proceeding, you’re giving one-third weight to 

CAPM? 

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   And you would agree with me, I presume, 

that CAPM is an abstraction.  It’s a model.   

DR. SAFIR:   A:   All the methods I use are models.  They 

result in empirical estimates, and I am recommending 

an empirical estimate that comes out of one of three 

different models.   

MR. GHIKAS:   Q:   Okay.  And a model inherently involves 

simplifying assumptions.   

DR. SAFIR:   A:   Absolutely.   

MR. GHIKAS:   Q:   Okay.  And as a result, effectively the 

outcome depends on the judgment that you have employed 

in putting inputs into the model.   

DR. SAFIR:   A:   Well, it depends the model 

specification.  As was indicated, I think, by someone 
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from the board yesterday.  And it also depends on the 

inputs from the model, inputs to the model, and in 

some sense judgments on looking at the -- if you will, 

the smell test from the model vis-à-vis other models.   

MR. GHIKAS:   Q:   Okay.  So, there is judgment involved 

in the data inputs that you use.   

DR. SAFIR:   A:   Always, yes.   

MR. GHIKAS:   Q:   Okay.  And again, you referred to the 

smell test.  There is essentially a judgment with 

respect to the overall result.   

DR. SAFIR:   A:   Well, there is, except that one of the 

ways to limit that subjectivity is to do some 

averaging across models, because they do come out with 

different numbers and a better central tendency can be 

generated without using subjective judgment so much, 

by simply taking an average of what the outputs are.  

And in my view, you get pretty close to where you need 

to be, because these models are all designed to do 

essentially the same thing.   

  They may come out with different results 

but they are designed with the purpose of finding an 

appropriate ROE in this instance for a company or a 

sector for which you do not have that specific 

information. 

    Proceeding Time 9:16 a.m. T7 

MR. GHIKAS:   Q:   Okay, and just with respect, finishing 
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up with the CAPM here, you’ve employed your judgment 

effectively in arriving at the market risk premium, 

right? 

DR. SAFIR:   A:   Not particularly.  I’ve put in companies 

that I thought were appropriate to use in both Canada 

and the United States, and I’ve done -- I’ve operated 

the model as most parties operate the model using 

long-term risk-free rates to calculate out historic 

risk-free rates in relation to stock market return 

premium to derive a market risk premium for the market 

as a whole, and then used estimates of beta which are 

essentially covariance calculations to determine 

specific non-diversifiable risk that operates on that 

market premium calculation to determine what an 

estimated cost of capital would be to accompany in the 

class that I’m dealing. 

MR. GHIKAS:   Q:   Okay, but I think you referred to what 

I was getting at.  So take, for example, the market 

risk premium.  You indicated that you selected a group 

of companies that you thought were appropriate.  So 

they are -- 

DR. SAFIR:   A:   Yes, same group as your witness did. 

MR. GHIKAS:   Q:   I understand. 

DR. SAFIR:   A:   Actually from Canada.   

MR. GHIKAS:   Q:   Understand.  And so you’ve exercised 

your judgment in doing that. 
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DR. SAFIR:   A:   Well, actually in doing that I attempted 

to step into your analyst’s shoes to a degree, to 

simply replicate the same -- the results that would 

occur if you used the model, with the same number of 

companies, and do so in a way that is reasonable to do 

it. 

MR. GHIKAS:   Q:   With respect to the beta, sir, you’d 

agree with me that if beta could be calculated without 

any judgment whatsoever, we wouldn’t be having these 

hearings. 

DR. SAFIR:   A:   No, I wouldn't disagree -- I wouldn’t 

agree with you on that because frankly, aside from 

beta there are many other things.  For example, your 

own analyst calculated a beta and then ignored it, by 

increasing the market risk premium arbitrarily for the 

utilities with which she was dealing.  So, even though 

we both agreed on the raw data, and in fact we both 

agreed on the raw beta, I don’t think her number came 

out much different than mine. 

  Where we disagreed was certainly in the way 

in which you trend beta over time.  But even if we had 

agreed on all that, your analyst came out with a 

different equity risk premium than I did because I 

stuck with the model and she arbitrarily added 100-150 

basis points to the equity risk premium.  So even if 

our betas were the same, and they were, there would be 
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disagreements because of other ways in which parties 

have looked at the equity risk premium apart from the 

CAPM model. 

MR. GHIKAS:   Q:   But sir, in performing your analysis, 

you had to make a series of choices with respect to 

what data sets to use, right?   

DR. SAFIR:   A:   Yes, and I tried to simplify it, or at 

least to make it apples to apples as much as possible.  

I used the same, for example, data set as the utility 

for Canadian companies.  I arrived at the same beta 

that the utility did for Canadian companies.  And at 

that point we parted ways because of my belief that 

you should remain essentially within the model, and 

what appears to be the belief on the part of your 

analyst that you should depart from the model and 

provide, in my view, what in my view were arbitrary 

adders.   

MR. GHIKAS:   Q:   I understand.  My point is simpler than 

that, sir.  It’s in employing a model like the CAPM, 

the person using the CAPM has to make a series of 

decisions in terms of what inputs go in, right? 

DR. SAFIR:   A:   Absolutely. 

MR. GHIKAS:   Q:   Okay.  And the output of the CAPM and 

the value that it provides depends on the validity of 

the data that’s going in.   

Proceeding Time 9:21 a.m. T08 
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DR. SAFIR:   A:   In part, yes.  It also depends on how 

you -- to what degree you adhere to how the model 

operates.  If you will, it depends on your belief in 

the model.  If you believe in the model and you use 

the model, then you get outputs from the model.  If 

you don’t believe in the model, or don’t believe in it 

wholeheartedly, you get outputs and then you change 

them.  I chose not to do that.  I, you know -- trying 

to get some simple models that work in my opinion, and 

see where they average out, because I think that gives 

me a better, more reliable overall cost of capital for 

your utility.   

MR. GHIKAS:   Q:   And I believe you indicate in your 

opening statement, Dr. Safir, that FERC doesn’t use 

the CAPM at all.   

DR. SAFIR:   A:   That’s correct.   

MR. GHIKAS:   Q:   Okay.  And it solely uses the DCF.   

DR. SAFIR:   A:   You know, they will listen a little bit 

to CAPM, but they don’t use it.  Not for oil and gas.   

MR. GHIKAS:   Q:   And you would agree with me that the 

FERC is a significant and respected regulator in the 

United States?   

DR. SAFIR:   A:   Oh, sure.  Yeah.  But people like 

different models.  And I have no problem particularly 

with the DCF model either.  But I do think you get 

better results by using both, and averaging across 
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them.   

MR. GHIKAS:   Q:   Just with respect to your DCF --  

DR. SAFIR:   A:   I would also point out that the FERC 

does that for oil and gas issues.  A lot of state 

commissions still allow, or, you know, are open to a 

more broad modeling, including the CAPM.   

MR. GHIKAS:   Q:   Okay.  And with respect to FERC, you 

indicated oil and gas pipelines, it’s also true for 

interstate electricity transmission as well, right?   

DR. SAFIR:   A:   As far as I’m aware, yes.   

MR. GHIKAS:   Q:   Okay.   

DR. SAFIR:   A:   I don’t do too much of that.   

MR. GHIKAS:   Q:   Now, just in terms of the DCF model, 

Dr. Safir, the -- for clarity, you apply the DCF model 

as a distinct model as opposed to just a check on your 

CAPM result, correct?   

DR. SAFIR:   A:   Yeah, that’s correct.   

MR. GHIKAS:   Q:   Okay.  And you regard that as a best 

practice.   

DR. SAFIR:   A:   I do.  And I have no problem with the 

model that I put in, although I frankly just did not 

understand the criticism that was leveled at it 

yesterday by Dr. Vander Weide.  To do what he wanted 

to do with the model was simply to reduce the ROE, not 

increase it, and that’s quite evident from the numbers 

in my Table 6.  The model is precisely the way in 
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which it is done at the FERC, and the outcome is a 

very straightforward one.   

MR. GHIKAS:   Q:   And you’re referring to the DCF?   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  And your DCF analysis yielded a 

number of 9.42 percent, correct?  

DR. SAFIR:   A:   You’ll have to direct me to some place 

in the testimony.  

MR. GHIKAS:   Q:   Sure.   

DR. SAFIR:   A:   It sounds about right.   

MR. GHIKAS:   Q:   Okay.  It’s page 25 of your testimony.   

Very last line, 18.   

DR. SAFIR:   A:   Yeah, in addition -- when you include 

flotation costs, yes.  The model itself came out to 

about 9.   

MR. GHIKAS:   Q:   9.42?   

DR. SAFIR:   A:   No, that includes floatation costs.   

MR. GHIKAS:   Q:   Oh, I see.  Okay.  So it’s 9.42, that’s 

the weighted average Canada and U.S. DCF results with 

flotation costs.   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  And so the number, when you 

include floatation costs, is -- you’d accept, subject 

to check, that that’s only 48 basis points below what 

Ms. McShane’s DCF analysis yielded.   

DR. SAFIR:   A:   Yes.   
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MR. GHIKAS:   Q:   Okay.  Now, if we can turn to 

comparable earnings for a moment, Dr. Safir.  Now, 

that result -- pardon me.  You weight the comparable 

earnings test as one-third, correct?   

DR. SAFIR:   A:   Yes.   

MR. GHIKAS:   Q:   And your comparable earnings results 

are the lowest of your three tests?   

DR. SAFIR:   A:   Yes, they were.   

MR. GHIKAS:   Q:   And I have them at 6.5 percent ROE.  

That’s at page 33.   

DR. SAFIR:   A:   Yes.  When you add the Canadian and the 

U.S. together, the way I have weighted them, you end 

up at that number.   

MR. GHIKAS:   Q:   Okay.  And just in terms of 

understanding what you did, Dr. Safir, the comparable 

earnings that you undertook was based on market 

equity, not book equity, correct?   

DR. SAFIR:   A:   That’s correct.   

    Proceeding Time 9:27 a.m. T9 

MR. GHIKAS:   Q:   Okay, and can we agree that the 

Utilities Commission applies the allowed ROE to book 

equity, not market equity?   

DR. SAFIR:   A:   Yes, we can. 

MR. GHIKAS:   Q:   Okay.  Now --  

DR. SAFIR:   A:   When they allow it at all.  I mean to 

the extent that -- it’s not my impression that 
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comparable earnings has been accepted by this 

Commission or any other at the moment, but typically 

as it’s presented it is book to book.   

MR. GHIKAS:   Q:   No, actually my comment was -- or my 

question was far more general than that.  When the -- 

the outcome of this proceeding will be an allowed ROE, 

correct?   

DR. SAFIR:   A:   Yes. 

MR. GHIKAS:   Q:   Okay.  And so when a utility that’s 

subject to the allowed ROE is being regulated, what 

the allowed is applied to is the utility’s book 

equity, not the market equity, correct? 

DR. SAFIR:   A:   That’s correct. 

MR. GHIKAS:   Q:   Thank you.  And in terms of -- could 

you just turn to -- this is the BCUC questions to you, 

Dr. Safir, and in particular 19.2, BCUC ICG 19.2.  

It’s Exhibit C4-11.   

COMMISSIONER GIAMMARINO:   What page? 

THE CHAIRPERSON:   21. 

MR. GHIKAS:   This is page 21, sorry. 

DR. SAFIR:   A:   Yes, I have that.   

MR. GHIKAS:   Q:   Okay.  The parts that I’m going to 

focus on ,and you can feel free to read the whole 

response if you wish, Dr. Safir, but the part that I 

was zeroing in on is really where you start and 

towards the bottom, I guess it’s the last sentence of 
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the first paragraph and you’re talking about your 

comparable earnings test here and you say  

"It’s not a distinctively different or new 

approach towards the estimation of 

comparable earnings but only a variant of 

the traditional one, albeit a variant that 

better utilizes current market information."   

  So when you’re referring to the traditional 

one in quotes, you’re referring to the comparable 

earnings along the lines of what Ms. McShane did based 

on book equity, not market equity.   

DR. SAFIR:   A:   Yes, if you look at book equity it’s not 

a market, current market information by definition.  

If you look at net income, that is an accounting 

measure.  So it is not, strictly speaking, current 

market information either.  The methodology I’m using 

is to use the net earnings as a proxy for essentially 

cash flow and matching it off against what clearly is 

a market term, which is market equity. 

MR. GHIKAS:   Q:   Okay.  I was just merely just trying to 

clarify what the -- my line of question.  The 

traditional approach that you’re referring to is the 

one that uses book equity.   

DR. SAFIR:   A:   Yes. 

MR. GHIKAS:   Q:   Okay.  And then you go on and say: 

“The only difference in the calculation of 
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the comparable earnings estimate between the 

traditional method and the approached used 

by Dr. Safir is the substitution of market 

equity for book equity in the denominator of 

the return on equity calculation.” 

  And when you say it’s the only difference 

and you refer to what you’re doing as a variant, what 

you’re effectively doing is you’re changing the 

denominator, aren’t you, in the calculation?  I mean 

isn’t it pretty fundamental of a change when you’ve 

only got a numerator and a denominator and you’ve 

changed the denominator?   

DR. SAFIR:   A:   Not at all.  And in fact as I say here, 

the only difference in the calculation of the 

comparable earnings estimate between the traditional 

method and the approach that I used is the 

substitution of market equity for book equity and the 

denominator of the equation.  I don’t see that as a 

vast change in comparable earnings test.  It is simply 

a variant of the traditional approach.  It is doing it 

a different way.  But it’s the same test.  It’s not a 

brand new test.   

Proceeding Time 9:32 a.m. T10 

MR. GHIKAS:   Q:   I think you agreed, I know you agreed, 

Dr. Safir, in FBCU ICG 12.2, so that’s the Fortis 

questions 12.2.  That’s page 8 of Exhibit C4-11.  And 
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you agreed in that response that what your test is 

effectively calculating is effectively the same as an 

earnings to price ratio, correct?   

DR. SAFIR:   A:   12.2?   

MR. GHIKAS:   Q:   Yes.  Sorry, 12.1.   

DR. SAFIR:   A:   Yeah, okay.  That’s -- yes, 12.1.  It is 

similar to that.  If you were to divide through by the 

market value term.   

MR. GHIKAS:   Q:   Okay.  And so can we agree, Dr. Safir, 

that the ratio that you’re using, which is effectively 

an earnings/price ratio, will fundamentally understate 

the cost of equity for any company that can expect any 

earnings growth whatsoever?  

DR. SAFIR:   A:   No, I don’t agree with that at all.  I 

think the genesis of that comes from looking at how 

you calculate the earnings/price ratio within the 

context of a DCF formulation.  

  In my case with comparable earnings, we’re 

not really doing that.  We are looking at a different 

data set, and the assumptions that underlie it, as to 

what the rationale for it is are different.  The 

rationale there is that the net earnings, if you will, 

the accounting earnings, are a good long-term proxy -- 

if you calculate them out over a long period of time, 

a good proxy for cash flow.  And the cash flow is a 

very good proxy for near-term future earnings.  So it 
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builds within it  a component of growth. 

  It is essentially a variant of portfolio 

theory, which is a random walk theory of price 

behaviour, which says that the best predictor of near-

term future performance is past performance.  And it’s 

put on a different database fundamentally than the 

database of a DCF.  So it’s not calculated as a 

component of any DCF.  And that’s where the confusion 

lies.  It’s a separate test, and it is a comparable 

earnings test.  It is an alternative method for trying 

to take a look at what a required return would look 

like for investors over time, and it essentially says 

a required return would be essentially what you have 

earned empirically in the near-term past.  And as you 

look back, past earnings are in some sense very 

informative of future earnings, because you can’t 

escape the issue that the past is prologue.  

MR. GHIKAS:   Q:   Okay.  Dr. Safir, maybe we can do it 

this way.  The denominator in this test that you’re 

employing is the price, correct?   

DR. SAFIR:   A:   No, it’s not.  It’s market equity.  It’s 

market cap.   

MR. GHIKAS:   Q:   Okay.  So what you’re doing, 

effectively, is the market price times the shares 

issued.   

DR. SAFIR:   A:   Yes.   
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MR. GHIKAS:   Q:   Okay.  And the price for the shares 

issued -- the price that investors are willing to pay 

for those shares reflects not just the current 

earnings, I’d suggest, but also expected future 

earnings, doesn’t it?   

DR. SAFIR:   A:   I wouldn’t disagree with you.   

MR. GHIKAS:   Q:   Okay.   

DR. SAFIR:   A:   I use a -- as I indicated to you earlier 

that the net income in this analysis is a proxy over a 

long period of time for what cash flow would look 

like.  You can’t get net earnings without cash flow.  

And there is a high correlation over time between the 

two variables.   

MR. GHIKAS:   Q:   Okay.  So, just bear with me here, Dr. 

Safir.  So the numerator, that’s effectively the 

earnings -- it’s effectively the earnings.   

DR. SAFIR:   A:   The net earnings.  

MR. GHIKAS:   Q:   The net earnings, thank you.  

DR. SAFIR:   A:   Net earnings.  Earnings to equity.   

MR. GHIKAS:   Q:   And the earnings that you’re using, as 

I understand it, are only the earnings for a single 

year, correct?   

DR. SAFIR:   A:   In each data point, yes.   

MR. GHIKAS:   Q:   Okay.   

DR. SAFIR:   A:   In other words, we have a whole range of 

data points over a whole number of years.  But within 
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each year, to form a data point in the whole, since 

what you’re doing is using a lot of different -- 

generating a lot of different data points, to come 

down to an estimate, each data point is composed of 

both net earnings annually and market cap, annually.   

MR. GHIKAS:   Q:   Okay.  So as I understand what you’re 

doing, and believe this is what you’re saying is that 

for each year that you do the calculation in the way 

that I described, correct?   

    Proceeding Time 9:37 a.m. T11 

DR. SAFIR:   A:   You’d have to redescribe it. 

MR. GHIKAS:   Q:   Okay.  So for each data point -- so for 

a single year what you’re doing is you’re taking -- 

let me start again.  The earnings that you’re using 

are only the earnings for that single year.  So for a 

given data point that’s correct, right? 

DR. SAFIR:   A:   The net earnings, yes.   

MR. GHIKAS:   Q:   Net earnings, thank you.  And then you 

do that same calculation for a number of years. 

DR. SAFIR:   A:   That’s correct. 

MR. GHIKAS:   Q:   Okay, and then what you do is you take 

an average of those results effectively. 

DR. SAFIR:   A:   Yes. 

MR. GHIKAS:   Q:   Okay.  And that can be -- what you’re 

not doing is taking a net present value of the 

expected earnings into the future, right?   
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DR. SAFIR:   A:   In effect, as I indicated earlier, I am.  

It’s a different theory.  What you’re doing by taking 

a series of net income to market cap numbers is you 

are effectively assuming that the net income over time 

can operate as a reasonable proxy for a cash flow, and 

you are also, as a result -- the cash flow itself is a 

very good indicator of tomorrow’s cash flow, okay?  So 

it does include within it a forecast element.  I am 

not taking a formal present discounted value 

calculation.  This is not that sort of measure.  

  We do that sort of measure and we have done 

that sort of -- I did that sort of measure.  It’s one 

of the three that I’ve used.  This is a different 

measure.  It takes a different data source and it 

gives you a much broader and different data source to 

use, and it makes different assumptions about what go 

into calculating a reasonable return.  And it relies 

on a slightly different theory.  That is, it doesn’t 

rely on analysts’ expectations of where things are 

going.  It relies more on what economists would call a 

random walk stock market theory, which says that the 

best projector of the future, meaning a projection 

forecast, is embodied within what’s gone on in the 

recent past.  And as a result, you can use that to 

predict where things are moving.   

MR. GHIKAS:   Q:   For each data point, Dr. Safir, that 
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we’re talking about here, you haven’t reflected in the 

numerator, the net earnings, what investors are 

expecting to get for having paid a price that reflects 

future growth, have you? 

DR. SAFIR:   A:   I’ve just answered that and the answer 

is I have.   

MR. GHIKAS:   Q:   And you’re suggesting that -- well, 

first of all, investors are expecting growth in 

earnings generally, right? 

DR. SAFIR:   A:   Investors only expect growth in earnings 

if they expect growth in stocks.  I mean you can make 

the same rate of return if the stock grows at the same 

rate as the earnings grow.  So if you’re asking do 

they expect growth in rate of return or growth in 

earnings, if the company is growing they expect growth 

in earnings.  If they don’t, if the company is not 

growing they’re not going to get growth in earnings. 

MR. GHIKAS:   Q:   The only way that -- just so that I 

understand, the only way that you are suggesting that 

it accounts for growth, the potential growth in 

earnings is by proxy.   

DR. SAFIR:   A:   Yes, that’s correct.  The same as any 

estimate.  I mean, proxy is the same way you do it 

under a DCF.   

MR. GHIKAS:   Q:   Now, just -- for the other two market-

based tests that you conducted, Dr. Safir, you added 
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an amount for flotation costs, correct? 

DR. SAFIR:   A:   Yes. 

MR. GHIKAS:   Q:   Okay, and that was because they are 

market-based tests.   

DR. SAFIR:   A:   That was because they didn’t have 

flotation costs built into them.  The comparable 

earnings method really kind of subsumes a flotation 

cost, so I didn’t add it.  There’s no formal reason to 

add it in on that.  It’s not part of the expectational 

outcome.  It’s built into the rate base.   

MR. GHIKAS:   Q:   Okay, let’s turn to automatic 

adjustment mechanism, Dr. Safir.  As I understand your 

evidence is that you say it’s appropriate to return to 

an automatic adjustment formula that would be similar 

to the one that the Commission had in place before it 

was discontinued in 2009, correct? 

    Proceeding Time 9:42 a.m. T12 

DR. SAFIR:  A:    It’s similar, yes, not exactly the same 

formula. 

MR. GHIKAS:   Q:   Similar in the sense that the sole 

variable is the changes in the forecast Long Canada 

yields, correct? 

DR. SAFIR:  A:    Yes. 

MR. GHIKAS:   Q:   Okay.  And in terms of your rationale, 

if we can just go to page 36 of your evidence, Dr. 

Safir, and I'm at line 23, and you say, and you’ve got 
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it underscored here: 

“No matter what empirical manner the 

Commission uses to arrive at the benchmark 

ROE, theoretical underpinnings of this rate 

remain the same.  Fundamentally it is the 

benchmark ROE…” 

 Sorry.  “Fundamentally it,” meaning the benchmark ROE, 

“…is composed of a market risk premium for 

B.C. utilities over a risk-free long-term 

rate, essentially the CAPM formulation.” 

 So that is fundamentally the basis for your AAM, 

correct? 

DR. SAFIR:  A:  Yes, the fact that when you look at 

whatever is adopted by the Commission, it has two 

elements.  It has a risk-free rate to it and it has 

some market risk premium.  However you derive that.  

And people have derived it different ways, but 

whatever way it is derived at, fundamentally you are 

going to have two chunks.  You are going to have a 

market risk premium for the utility and you are going 

to have a risk-free rate underneath it.  That’s how 

the Commission looked at it in the past and it’s how I 

would suggest you look at it in the future.  The 

reason being that the equity risk premium should not 

be highly variable between short periods of time.  

  In normal market conditions you would not 
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expect a market risk premium to change dramatically 

from its long-term average.  Whereas, of course, risk-

free rates can change fairly rapidly.  

MR. GHIKAS:   Q:   My question to you, Dr. Safir, is 

really a simple one.  Is that when you’ve calculated 

or estimated the fair ROE for FEI in the other parts 

of your evidence, you have employed three tests and 

weighted CAPM one-third, correct? 

DR. SAFIR:  A:    Yes.    This is just -- when I say CAPM 

here, this is a conceptually what you have, how you 

can think of it.  That’s how I think of it, is what 

the Commission has and how they’ve operated in the 

past.  They’ve operated on the risk-free rate.  Once 

you do that, you’re making the implicit assumption 

that there are two components.  There is a component 

essentially for the equity risk premium and then 

there’s a risk-free rate.   And that one sector is 

subject to -- can be used to adjust, if you will, the 

overall.  And as I view that, that’s essentially a 

CAPM formulation however you arrive at it.  You could 

arrive at it using a DCF formula. 

MR. GHIKAS:   Q:   Thank you for that clarification.  Now, 

just in terms of understanding how your formula works 

-- 

DR. SAFIR:  A:    I’m sorry, I'm a little unclear.  Which 

formula, now? 
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MR. GHIKAS:   Q:   Your recommended formula for the 

automatic adjustment mechanism. 

DR. SAFIR:  A:    Thank you. 

MR. GHIKAS:   Q:   Thank you.  So the starting -- as I 

understand it, your proposed ROE for 2013 would be the 

starting point for your automatic adjustment mechanism 

and then the mechanism that you proposed would be the 

adjustment thereafter, is that -- 

DR. SAFIR:  A:    That’s correct. 

MR. GHIKAS:   Q:     Okay.  And the -- as I referred to 

previously, the fundamental variable in the mechanism 

is the changes in the forecast Long Canada. 

DR. SAFIR:  A:    Long Canada, yeah.  That’s correct. 

MR. GHIKAS:   Q:   And so the starting point for your 

forecasted risk-free rate in the formula, as I 

understood what you did, you are proposing to use, 

first of all, an average forecast tenure rate for the 

five future years.  I got that part right so far? 

DR. SAFIR:  A:    Yes. 

MR. GHIKAS:   Q:   And then you add 60 basis points to 

bring it to the 30-year rate. 

DR. SAFIR:  A:    Yes. 

MR. GHIKAS:   Q:   Yes.  And the reason for that, is 

similar to the reasons that I’ve heard from other 

witnesses, is essentially that you have to adjust 

during this period for the aberrant impact on the 
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models of operation twist and the fact that you have 

artificially low long-term rates because of that, 

which do not comport with what would be a long-term 

go-ahead cost of capital in a normal market.  So, I 

use that five-year formula to adjust for that, because 

in the back years you’re going to get a better 

correction. 

Proceeding Time 9:48 a.m. T13 

MR. GHIKAS:   Q:   Okay.  So currently the bond yields are 

being affected by the monetary policies.   

DR. SAFIR:   A:   That’s -- well, yes.  They are always 

affected by monetary policy.  But here, you have an 

extraordinary amount of intervention, you know.  Poor 

Milton Friedman would be rolling in his grave to see 

what’s going on now with respect to monetary policy.   

MR. GHIKAS:   Q:   And in terms of the current yield on 

Long Canadas, in your response to Fortis ICG 16.4, you 

don’t have to turn there, but the number you gave was 

2.35 percent.  Does that sound right, subject to 

check?   

DR. SAFIR:   A:   I’m sorry.  Could you try that one more 

time?   

MR. GHIKAS:   Q:   Sure.  The current yield on Long 

Canada.   

DR. SAFIR:   A:   Oh, current yield on Long Canada.  Yes. 

MR. GHIKAS:   Q:   About 2.35 something?  
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DR. SAFIR:   A:   Right.   

MR. GHIKAS:   Q:   Okay.  Now, if the Long Canada bond 

yield in 2014 turns out to be less than the five-year 

average that you’re using, then your formula will 

produce an immediate reduction in ROE, right?   

DR. SAFIR:   A:   You know, I’m not sure.  I haven’t 

specifically given a formula, if you will, for the 

rates.  Certainly if rates are lower over the forecast 

period, you know, you get -- those rates get forecast 

out each year, so you get another five years.  If the 

rate comes out lower, yes.  It will reduce the ROE.  

For the same reason that the old formula would reduce 

the ROE, and that is that the risk-free rate portion, 

which in this instance because of the five-year 

forecast mimics a normal economic period, is going 

down.  And as it goes down, it will drive in some 

sense the overall return down.  It won’t change the 

risk premium any for the utility.  But it will reduce 

slightly the overall return.   

MR. GHIKAS:   Q:   So your expectation, in setting up a 

five-year average, is that the returns at the back end 

-- sorry.  The five-year averages, that the forecast 

yields at the back end of the five years will be 

higher to make up for the fact that they’re lower in 

the earlier years, correct?   

DR. SAFIR:   A:   Well, I recognize that that is the fact, 
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and most forecasters, whether you use U.S. rates or 

Canadian rates, if you look at a track forecast out 

over several years, you’re going to see a rising 

asymptotic graph to the right with respect to yields.  

  That reflects the fact that we don’t expect 

operation twist to remain in effect much beyond the 

end of 2013, early into ’14.  And when it fades out of 

the system, you will get rates moving back towards 

more equilibrium levels, which are higher.   

MR. GHIKAS:   Q:   That won't happen all at once, though, 

will it?  

DR. SAFIR:   A:   You know, I don’t pretend to know what 

the forecasts are here.  You have a highly manipulated 

rate system at the moment.  I would hope it doesn’t 

happen all at once.  But it will be trending up 

according to all forecasts that I’ve seen.   

MR. GHIKAS:   Q:   Thank you.  Now, if you can just turn 

to page 37 for me, you’ve indicated advantages of an 

automatic adjustment mechanism at answer 48 on line 

14.  And you said, one advantage of the automatic 

adjustment mechanism -- sorry.  

"One advantage is that an automatic 

adjustment mechanism conveys to utilities 

relative certainty in the ROE, and in their 

rates." 

 And you would agree with me that that relative 
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certainty would also exist if the ROE was fixed for 

the three-year period that you’re talking about.   

DR. SAFIR:   A:   Yes, if you wanted to fix it for a 

three-year period, it would also provide certainty.  

If you want to put it on an automatic adjustment 

mechanism, it enables you to figure out where it’s 

going.  It’s a little more certain if you fix it in 

stone, no question about that.  I’m not recommending 

that because, as I indicate here, I think the AAM is a 

more economically efficient system in that it gives 

the utility an ROE, whatever that is, whatever the 

Commission decides, and it allows it to change for 

economic circumstances without going through a 

proceeding.  And that, to me, is within the time frame 

that I’m talking about, a more efficient procedure.   

MR. GHIKAS:   Q:   Okay.  And so, and that takes me to the 

second sentence there. 

"Perhaps more importantly, the AAM is 

administratively efficient, resulting in 

significant savings by avoiding costly 

annual rate hearings." 

  And would you accept, Dr. Safir, that to 

the extent that there don’t need to be annual hearings 

on ROE in between the three-year period that you’re 

discussing, that there really is no administrative 

efficiency that results. 
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    Proceeding Time 9:53 a.m. T14 

DR. SAFIR:   A:   All right, well first of all I don’t 

talk about administrative efficiency.  I think that’s 

more your legal term.  I talk about economic 

efficiency.   

MR. GHIKAS:   Q:   Okay, I’m just quoting -- 

DR. SAFIR:   A:   What I mean by that, okay, is that 

economic efficiency is giving the utility the rate it 

deserves over the three-year period.  It’s not -- 

administratively, I agree with you, it’s certainly 

easier.  From an economist’s standpoint that’s a 

transactional fee and it’s minor compared to 

economically efficient, which says we best tailor the 

rate to the circumstances of the applicant.  And I do 

think for the three-year period this would be 

economically efficient do it this way.  

  That said, I don’t expect to see big 

changes in the ROE over the three-year period.  I 

don’t think we’re going to see much movement here over 

the period.  But if we do, then I think that the ROE 

should move accordingly.  But even if it moves, in my 

view, over a three-year period it’s not going to move 

by very much.  

MR. GHIKAS:   Q:   Dr. Booth -- or sorry, Dr. Safir, 

should we -- 

DR. SAFIR:   A:   He’s coming later.   
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MR. GHIKAS:   Q:   Should we then strike the sentence: 

“Perhaps more importantly, an AAM is 

administratively efficient, resulting in 

significant savings by avoiding costly 

annual rate hearings”? 

Should we just strike that from your evidence? 

DR. SAFIR:   A:   No.  I think it’s both economically 

efficient for the reasons I just gave you, and it is, 

as you keep adding, administratively efficient, which 

I didn’t put in here but I’ll be happy to add. 

MR. GHIKAS:   Q:   Well, I’m just reading your words. 

DR. SAFIR:   A:   I don’t think so.  If you check the 

transcript, you keep substituting “administratively 

efficient” for “economically efficient”.   

MR. GHIKAS:   Q:   I’m reading -- read line 15 for me, 

sir, page 37. 

DR. SAFIR:   A:   “Perhaps more importantly, 

an AAM is economically efficient, resulting 

in significant savings by avoiding costly 

annual rate hearings.” 

MR. GHIKAS:   Q:   Okay, I think you -- 

DR. SAFIR:   A:   Now, unless you have a different number. 

MR. HOBBS:   I do.   

MR. GHIKAS:   Q:   I think everybody else here has 

“administratively efficient”.   

DR. SAFIR:   A:   Mine is “economically”.   
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MR. GHIKAS:   Q:   Okay.   

DR. SAFIR:   A:   Okay.  Well, then I take it back.  

Whatever was filed, since I don’t -- I don’t -- this 

is my copy.  I hesitate to say it but maybe it was a 

draft that obviously got changed.  “Administratively 

efficient” is fine, okay? 

MR. GHIKAS:   Q:   All right. 

DR. SAFIR:   A:   Add in all my comments with respect to 

“economically efficient”, and I apologize, you are 

reading it correctly as “administratively efficient”.  

Mine says “economically”.   

MR. GHIKAS:   Q:   I understand, okay, thank you.   

  Let’s just move on to the opening statement 

again just very briefly.  I’m almost done with you, 

Dr. Safir, you’ll be pleased to know.   

DR. SAFIR:   A:   No no, I’m happy to answer your 

questions.  My flight is later and I know my counsel 

wants to get out of here, but I’m enjoying this.   

MR. GHIKAS:   Q:   I’m sure you’ll be hearing from him 

later about that.   

  You say in your -- I’m over on the second 

page of your opening statement, Dr. Safir, and it’s in 

the paragraph that begins, “Does this approach,” and 

towards the end of that paragraph it says: 

“In any case, utilities have almost always 

been able to overearn their allowed ROEs, so 
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a number that falls slightly below normal 

will probably still end up acceptable on the 

scale of fair return levels.” 

 And then you say: 

“Outcomes which end up above the normal 

range will not be questioned by the 

recipients.” 

 And then you say: 

“My approach towards estimating fair ROE for 

the benchmark utility follows the above 

approach.” 

  Now, as I understand it then, Dr. Safir, 

that your view and what is reflected in your 

recommendation is that a number that falls slightly 

below normal will probably still end up acceptable on 

the scale of fair return levels.   

DR. SAFIR:   A:   When you say, yeah, acceptably, that 

would be correct and I would point out that when I 

wrote this I obviously was looking at allowed versus 

actuals, but having heard Dr. Vander Weide yesterday 

opine at the phenomenal rate of return that Canadian 

utilities receive, it seems to me that we could be way 

below normal and do very well.  In fact, from 

listening to him, obviously these regulators and every 

other in Canada have failed because they have allowed 

rates of return for low-risk entities like utilities 
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that should be regulated for public policy purposes 

and kept at returns that are fair and efficient to 

earn outrageous returns way above those that are 

normally encountered by much more risky firms. 

  So if he’s correct, this below normal, I 

don’t think you should worry about it at all because 

the solution to this is you should be providing 

returns that are way below normal.   

MR. GHIKAS:   Q:   Okay.   

Proceeding Time 9:58 a.m. T15 

DR. SAFIR:   A:   The approach that I’m taking basically 

says we use reasonable methods to come out with 

reasonable estimates, and they give you a very good 

ballpark estimate for what a fair return should be.  

And if we miss it by a little, that’s okay.  If we 

miss it by a little on the upside, if we miss it by a 

little on the downside.  But in general, you’re never 

going to find an absolute -- you're never going to 

find the right result.  It’s an estimate.  And we 

shouldn’t be too overly concerned about the precise 

level.   

MR. GHIKAS:   Q:   Okay.  My question was a lot simpler 

than that.  Thank you for that.   

DR. SAFIR:   A:   It’s all right.  I wanted to make a 

speech.   

MR. GHIKAS:   Q:   My question was a lot simpler.  It was 
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just simply that what you stated there, in your 

opening statement, if the Commission is to accept your 

recommendation, it is accepting implicitly that view 

of the world, correct?   

DR. SAFIR:   A:   It’s accepting everything above the 

statement "my approach".  So it’s accepting everything 

I’ve said in the first two pages.   

MR. GHIKAS:   Q:   Okay.   

DR. SAFIR:   A:   It’s not just modifying the sentence 

right above it.   

MR. GHIKAS:   Q:   Okay.  And so that would then include, 

if you go to the previous page, that’s the paragraph 

that begins “Third,” that would also include the 

sentence,  

"Rather, it’s about exercising appropriate 

judgment and analysis, and interpreting the 

data, and in doing so in a manner that 

balances the interests of shareholders and 

customers alike." 

 Correct?   

DR. SAFIR:   A:   Absolutely.   

MR. GHIKAS:   Thank you, Mr. Chairman.  Those are my 

questions.   

THE CHAIRPERSON:   Thank you, Mr. Ghikas.  I wonder if 

this might just be an appropriate time to break, being 

ten o’clock.  And so we’ll come back at 10:15.   
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 (PROCEEDINGS ADJOURNED AT 10:00 A.M.) 

 (PROCEEDINGS RESUMED AT 10:17 A.M.)  T16/17 

THE CHAIRPERSON:   Please be seated.   

CROSS-EXAMINATION BY MR. FULTON:    

MR. FULTON:   Q:   Dr. Safir, most of my cross-examination 

will involve the following documents.  Your evidence 

and the responses to the IRs, so C4-9 and C4-11.  I 

will refer to the rebuttal evidence of Ms. McShane.  

And I also want to refer you to transcript Volume 3. 

  So, do you have transcript Volume 3 in 

front of you?  

DR. SAFIR:   A:   I don’t, but I’m sure I’ll get it right 

away.   

MR. FULTON:   Q:   Okay.  And I’ll begin with the 

transcript Volume 3.  And if you could look at lines  

-- at page 398, and at lines 13 to 23, Mr. Wallace 

asked Ms. McShane,  

"Well, why would taking out comparable 

earnings change your floatation allowance on 

a DCF calculation?" 

 And Ms. McShane provided her response at lines 16 to 

23. 

  Can I take it that not only have you 

reviewed Ms. McShane’s filed evidence, but you have 

also reviewed her rebuttal evidence and the evidence 

that she has given at this proceeding?  
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DR. SAFIR:   A:   I have tried to, yes.   

MR. FULTON:   Q:   And based on your understanding of her 

evidence, what do you understand her definition of 

financing flexibility to be?  

DR. SAFIR:   A:   Well, again, I can’t testify for her, 

but my understanding of financing flexibility has to 

do not only with flotation costs but with other 

factors that might bear on the -- on her ROE.  I’m not 

certain that she has carefully defined the entire 

elements of financial flexibility, aside from the 

flotation costs.   

MR. FULTON:   Q:   Okay.  And does the flotation allowance 

fit into her definition?   

DR. SAFIR:   A:   I thought that it did, but again, you 

know.   

MR. FULTON:   Q:   Now, in the response to IR --  

DR. SAFIR:   A:   I can’t recall whether she added on 

financial flexibility on top of flotation costs or 

not.   

MR. FULTON:   Q:   Okay.  Do you have B1-20 close at hand?  

Which is the responses to BCUC IRs, information 1?   

DR. SAFIR:   A:   My responses?   

MR. FULTON:   Q:   No.  Ms. McShane’s responses.   

DR. SAFIR:   A:   No, I don’t.   

MR. FULTON:   Q:   Okay.  Well, I’ll let your counsel 

provide that to you.  And if you could turn to page 
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170.   

DR. SAFIR:   A:   I’m sorry, give me the reference again?   

MR. FULTON:   Q:   BCUC IR 1.78.1, page 170 of Exhibit B1-

20.  And you’ll find the page number in the upper 

right-hand corner.   

DR. SAFIR:   A:   Page 170, did you say?   

MR. FULTON:   Q:   Yes.   

DR. SAFIR:   A:   Yes, I see that.  And I see that she 

does include a floatation cost as an element of 

flexibility adjustment.   

MR. FULTON:   Q:   All right.  And she mentions 

recognition of the fairness principle in her 

definition?   

DR. SAFIR:   A:   If you’d give me a minute to read this.   

MR. FULTON:   Q:   Yes.   

    Proceeding Time 10:23 a.m. T18 

DR. SAFIR:   A:   I see what she said here, yeah. 

MR. FULTON:   Q:   Okay.  Then if you could turn back to 

the transcript reference that I gave you, so page 398 

of transcript Volume 3, would you agree with me in 

that exchange that Ms. McShane had with Mr. Wallace, 

she suggests making a financing flexibility adjustment 

if comparable earnings is taken out?   

DR. SAFIR:   A:   Yes.  If comparable earnings are taken 

out of her estimate, she wants a risk premium added 

under the flexibility.  It’s my impression it was 
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about 100 basis points to the overall number.  And 

that seemed to me to be an arbitrary adder. 

MR. FULTON:   Q:   Okay, and how would you deal with the 

fairness principle in the application of your tests?   

DR. SAFIR:   A:   I guess the best way I could describe it 

is I assume that the tests I have undertaken are 

generally market driven and fair.  So that I would not 

be making any adjustment for any sort of fairness 

tests.  That’s really something that the Commission, 

should it decide, looking at the various forecasts 

before it, mine, McShane’s, Booth’s, that it doesn’t 

like any of them, comes up with a number from them and 

then should have the flexibility to say, you know, we 

as a commission, based on our measure of fairness or 

on what we think is necessary, will make an 

adjustment.  It’s not something I would make in any 

sense.  It leaves flexibility for the Commission, but 

to my mind they have that anyway and my job as an 

analyst is to give them my best estimate.  So from my 

standpoint it embodies what I feel is a fair return.   

MR. FULTON:   Q:   Now, if I could next take you to 

Exhibit C4-11 and begin with your response to BCUC 

question 6.1, which is at page 9 of Exhibit C4-11, and 

in this case the page numbers are at the bottom.   

DR. SAFIR:   A:   Yes, this relates to the table from 

Schaeffler and Weber? 
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MR. FULTON:   Q:   Right. 

DR. SAFIR:   A:   Yeah.   

MR. FULTON:   Q:   And I want to -- if you could read the 

answer that appears above 6.2 and then I’ll ask you a 

question. 

DR. SAFIR:   A:   Sure.  You mean where it says “While --“ 

MR. FULTON:   Q:   Yes.   

DR. SAFIR:   A:   Yeah.  This is on page 9 of the IR 

response? 

MR. FULTON:   Q:   Yes.   

DR. SAFIR:   A:   “While no study --“ 

MR. FULTON:   Q:   No, no, sorry.  Read it to yourself. 

DR. SAFIR:   A:   I’m sorry, okay, I’ve got it.  Yes, sir. 

MR. FULTON:   Q:   Okay.  And then before I ask you my 

question I want you to turn forward in that document 

to page 14 where you respond to BCUC question 10.1.   

DR. SAFIR:   A:   Yes. 

MR. FULTON:   Q:   And if you could read your response to 

BCUC 10.1 to yourself and then let me know when you’ve 

done that.   

DR. SAFIR:   A:   Yes, I’m done. 

MR. FULTON:   Q:   Okay.  Now, in your response to 10.1 

you say that  

"There are a number of factors that suggest 

a business risk faced by U.S. utilities is 

higher than that faced by Canadian 
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utilities." 

 And if I can paraphrase the factors they are as 

follows:  (1) greater U.S. utility exposure to 

competitive forces; (2) few balancing accounts in the 

U.S. at the federal level; (3) frequent disallowance 

by U.S. state regulators of costs contained in 

balancing accounts; and (4) U.S. utilities that have 

from time to time been allowed to go bankrupt. 

  So those are the four differences, correct?      

Proceeding Time 10:28 a.m. T19 

DR. SAFIR:   A:   Those are four differences, yes.   

MR. FULTON:   Q:   And these have not been features of the 

Canadian experience, in your view?   

DR. SAFIR:   A:   That’s correct.   

MR. FULTON:   Q:   Now, what I’m trying to reconcile, 

then, is the response to 6.1 and your response to 

10.1, and perhaps I can ask you to help me in this 

way.  Are you differentiating in your response to 6.1 

between general risk and in your response to 10.1, to 

business risk?   

DR. SAFIR:   A:   Well, I’m not sure that encompasses it.  

But the question that was asked was -- let’s see.   

MR. FULTON:   Q:   And here you’re referring to 6.1, are 

you?   

DR. SAFIR:   A:   I’m trying to find, yeah, what the 

question was.  Whether or not the data used in the 
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study applies to U.S. utilities, Canadian utilities, 

or both, and what I state here is that in my view it 

applies to both, because the economic environment 

within which these utilities raise capital is similar, 

and regulation in both Canada and the U.S. is also 

similar.   

MR. FULTON:   Q:   Right.   

DR. SAFIR:   A:   By that, I mean that the regulatory 

structures in place are the same, the capital markets 

are integrated, and as a result, the results of this 

study, in my view, could apply equally to Canada and 

the United States.  They obviously apply a little 

better in the U.S., but there is more similarity than 

difference between regulatory structure and economic 

environment in the U.S. and Canada than there are 

differences.   

MR. FULTON:   Q:   Okay, so --  

DR. SAFIR:   A:   Now, there are very distinct differences 

in regulatory risk between even having the same 

structure imposed.  We have an FERC, it has a bunch of 

commissioners, they meet in robes, a little 

differently.  But the environment is still the same.  

There is still a vetting of utility versus consumer 

interests, and capital for the utilities is still 

raised in both environments.   

  However, there is a very real difference in 
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what is allowable under the regulatory framework 

between the two jurisdictions, and that was what I 

tried to highlight in response 10.1. 

  You are, from an economic standpoint, from 

the viewpoint of an American, a kinder, gentler place.  

You are also much more paternalistic than we are in 

the United States.  As regulatory bodies.  And as a 

result, you cover more risks, and eliminate more risks 

for utilities and for pipelines than we do in the 

United States.  And that is expressed in terms of less 

exposure to competition, a greater number of balancing 

accounts, lots of them at the state -- at the 

provincial level.  We have none of them virtually at 

the federal level.  And the ability to -- in the 

United States, to occasionally look the other way when 

a utility gets in serious financial trouble, with 

respect to bankruptcy proceedings. 

  These are big differences, but they are 

differences within the context of essentially the same 

North American regulatory structure.  Yours is just 

more paternalistic than ours, and that’s really all I 

meant to indicate by this difference.  So there is no 

contradiction in what I have said between 6 and 10, at 

least in my view.  It’s simply one is being a little 

more specific as to how you handle regulatory risk 

here in Canada.   
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MR. FULTON:   Q:   And the one that you’re saying is a 

little more specific is 10.1?   

DR. SAFIR:   A:   Yes.   

MR. FULTON:   Q:   Okay.  Just looking back at 6.1, you 

referred to -- well, in the last sentence, of the 

response, you say, 

"As a result, the general risks faced by the 

Canadian utility sector on a long-term trend 

basis are similar to that faced by utilities 

in the U.S. as well.”  

  Can you tell us what -- whether that long-

term trend difference -- what the significance of that 

long-term trend difference is?   

    Proceeding Time 10:33 a.m. T20 

DR. SAFIR:   A:   Well, I don’t think there is much of a 

difference in the long-term trend basis.  Both 

environments contemplate that regulation is imposed 

for a reason.  The reason is that you want the 

economic efficiencies of monopolistic utility 

operations, but you don’t wish the economic 

consequences of that with respect to rates of return 

in an uncompetitive -- in a competitive environment.  

So you control those.  Both parties seek to do that on 

a long-term basis. 

  Both parties seek to in some sense insulate 

utilities from general competition because of that, 
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and both Canadian and the U.S. utility sectors 

function in very similar although not identical 

financial environments.  More and more you’re getting 

integration over time in the financial access of 

Canadian utilities to a general North American capital 

market.  And this is something that did not occur with 

the same -- to the same extent 10 or 15 years ago. 

  So a long-term basis we’re coming more 

together in certain areas, but I, you know, knowing 

that there are differences in countries, you’re always 

going to be more paternalistic with respect to 

utilities, I believe, than we are.   

MR. FULTON:   Q:   If you move forward in Exhibit C4-11 to 

your response to BCUC IR 13.2 which is at page 16, and 

you were asked  

"Would Dr. Safir’s method tend to 

underweight the near-term growth and 

overweight the long-term growth relative to 

a two-period model?  Why or why not?" 

 And the answer was "No", and I’ll let you read the 

rest of your response and then I’ll ask my questions.   

DR. SAFIR:   A:   Go ahead. 

MR. FULTON:   Q:   Okay.  Would you agree with me that by 

definition the DCF test discounts cash flows such that 

near-term cash flows are given more weight than cash 

flows in the more distant future? 
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DR. SAFIR:   A:   Yes. 

MR. FULTON:   Q:   All right.  That being the case, maybe 

you can help me with your response to 13.2.  In a two 

or three-stage DCF model, would you agree with me that 

the growth rate for the first period would affect the 

results more than the growth rates in subsequent 

periods? 

DR. SAFIR:   A:   Yes, I think that’s certainly true.   

MR. FULTON:   Q:   And if the first period growth is over-

optimistic or overly pessimistic, that will have a 

more significant effect than if it occurs during the 

second period of growth, correct?   

DR. SAFIR:   A:   If you’re going to use it for the second 

period of growth, yes.  

MR. FULTON:   Q:   And that’s equally the case for the 

third period of growth. 

DR. SAFIR:   A:   Yes, you’re discounting more deeply 

expected income flows in the future.   

MR. FULTON:   Q:   Page 17 of C4-11, your response to 

question 15 point -- 

DR. SAFIR:   A:   15.1, is that what you’re looking for? 

MR. FULTON:   Q:   Well, I’m just looking here to see 

whether I’ve got -- yes, 15.1, where you cite a paper 

by McNichols and O’Brien and you provide the full 

citation for that paper on page 18.   

DR. SAFIR:   A:   Yes, sir.   
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MR. FULTON:   Q:   And you state: 

“At least one academic survey suggests that 

the reporting is also slower when negative 

assessments are involved.  For example, 

McNichols and O’Brien have found that the 

median number of days between the upgrade 

ratings of a stock was 98.  In contrast, the 

number of days between the downgrades was 

127.4." 

 And you refer to the response to BCUC IR 15.1.   

  Was it your intention to file the McNichols 

and O’Brien paper?   

DR. SAFIR:   A:   I can’t recall.  Was I asked to file it?   

MR. FULTON:   Q:   Well, I don’t know. 

DR. SAFIR:   A:   If I was asked to file it I filed it.  

If I wasn’t asked to file it I probably didn’t.   

MR. FULTON:   Q:   Okay, so could I ask you as an 

undertaking then to file that paper please? 

Proceeding Time 10:39 a.m. T21 

DR. SAFIR:   A:   To the extent that -- I’m just trying to 

ascertain for myself whether I actually have that 

document or a summary of it.   

  If I have it, I will be happy to file it 

for you.  And I will undertake to do that.  I just 

don’t know if I have it.   

MR. FULTON:   Q:   Well, I took it from your response that 
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you relied on that in the --    

DR. SAFIR:   A:   In the --    

MR. FULTON:   Q:   You were -- so you must have read the 

study if you relied upon it.   

DR. SAFIR:   A:   No.  I may have read a summary of the 

study.  And relied on that as an accurate summary.  If 

I have the study, I will certainly undertake to 

provide it to you.   

MR. FULTON:   Q:   All right.  And if you could undertake 

to provide whatever it is that you use to arrive at 

that reference in relation to the McNichols and 

O’Brien study.   

DR. SAFIR:   A:   Yes.   

Information Request  

MR. FULTON:   Q:   Thank you.  And if you turn forward to 

IR 21.1, in the response the readers were asked to see 

the following attachments, and there are three 

attachments that are referenced.  Do you know whether 

any of those attachments have been filed?   

MR. HOBBS:   Mr. Fulton, Mr. Chair, I believe that I 

attached those attachments in forwarding or filing the 

Information Request.  I’d need to go back and check my 

records.   

MR. FULTON:   All right.  Okay.  So to the extent that 

they have been filed, I am content, Mr. Chairman.  To 

the extent that they haven’t been filed, I'd ask Mr. 
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Hobbs to file them as an undertaking.   

Information Request  

MR. FULTON:   Q:   Moving forward to page 21.   

DR. SAFIR:   A:   I think we’re back to page 21.   

MR. FULTON:   Q:   Oh, sorry.  Thank you.  Your response 

to 19.1, you were asked whether you agreed that one of 

the steps in the generally accepted approach and the 

comparable earnings test is the calculation of the 

average accounting return on book equity over the 

appropriate time period, and if not, why not.  And 

then I’ll let you read your answer, and then I’ll ask 

you some questions.   

DR. SAFIR:   A:   Yes, I’ve read it.   

MR. FULTON:   Q:   Okay.  And it is your recommendation 

that equal weight be given to the comparable earnings 

test, correct?   

DR. SAFIR:   A:   As I have calculated it, yes.   

MR. FULTON:   Q:   And, yes.  So that equally -- equal 

weight should only be given to it if it’s applied as 

you apply it.   

DR. SAFIR:   A:   Yes.   

MR. FULTON:   Q:   And you say that "the comparable 

earnings test tends to overstate competitive returns 

on equity when calculated as the average accounting 

return to book value."  Correct?   

DR. SAFIR:   A:   Yes, I think that’s well understood.   
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MR. FULTON:   Q:   Are there methods that you would 

recommend to correct for that?  For example, by making 

a market to book value adjustment?  

DR. SAFIR:   A:   There are methods that could be used to 

adjust for that.  I’m not sure how objective they 

would be.  For example, the one you mentioned.  But if 

you were to use that test, in any sense, I would 

recommend an adjustment of some sort, to recognize 

that the book-to-book calculation invariably ends up 

with a higher than reasonable return on equity number.  

But I can’t give you today a suggested method for 

doing that. 

  My approach was to change it to a more 

market-oriented approach directly.  And I have gone 

over with your colleague why I did that.  That’s not 

to say you couldn’t make some adjustment to the 

traditional approach, I just haven’t chosen to do 

that.   

MR. FULTON:   Q:   Okay.  And when you say “my colleague”, 

in Canada we refer to them as “friends”.   

DR. SAFIR:   A:   Oh, okay.   

MR. FULTON:   Q:   So you’re referring to my friend Mr. 

Ghikas.  Correct?   

DR. SAFIR:   A:   Yes.  I was referring to Mr. Ghikas.   

MR. FULTON:   Q:   Thank you.   

    Proceeding Time 10:44 a.m. T22 
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DR. SAFIR:   A:   I guess we refer to them as colleagues.   

  Actually sometimes the references aren’t 

quite that kind.   

MR. FULTON:   Q:   Page 32 of your evidence, Dr. Safir, 

lines 4 to 11 where you discuss using book value or 

accounting based measures to calculate the cost of 

capital.   

DR. SAFIR:   A:   Yes. 

MR. FULTON:   Q:   Okay.  Is there any practical or 

theoretical support for using the market value of 

stocks as a basis for a comparable earnings approach? 

DR. SAFIR:   A:   Well, I feel there is.  That’s why I did 

it. 

MR. FULTON:   Q:   Okay.  And can you then provide us with 

any references or documentation of that support, 

either in the financial literature or in any decisions 

of regulatory bodies that have accepted your approach? 

DR. SAFIR:   A:   No one to my knowledge has accepted my 

approach, and frankly, few accept the book value 

approach.  As I indicated earlier, I think that my 

approach perhaps hasn’t been accepted because it has 

not been -- it’s been somewhat misunderstood as an 

inefficient variant of a DCF approach, which is not 

how I am using it. 

  I am not too aware in the literature, as I 

indicate somewhere here, as to why it is not more 
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reasonably accepted, but from an economic standpoint I 

think within the range of assumptions you have to make 

to come up with it it’s a better approach than the 

non-market comparable earnings approach, and deserves 

to be considered.  I think it gives a better and more 

accurate estimate of what a fair return might be.   

  That having said, I am unaware of anyone 

who has adopted it yet, and I haven’t done an 

exhaustive literature search to see if, apart from the 

criticisms I have seen as a component of the DCF 

model, it’s been reviewed in and of itself.   

MR. FULTON:   Q:   Okay.   

DR. SAFIR:   A:   I would point out as I do in my 

testimony here that one variant of it conceptually is 

essentially a CAP market, a CAP rate calculation which 

takes current earnings and current prices for an asset 

and can be utilized to generate a return.   

MR. FULTON:   Q:   Exhibit C4-11, again your responses to 

IRs, if you go to page 21 and you’ll agree with me 

that in your responses to questions 19.1 to 19.3 you 

discuss the comparable earnings approach. 

DR. SAFIR:   A:   Yes, I do.   

MR. FULTON:   Q:   And I want to go specifically first of 

all to your response to 19.1 and I’ll let you read 

that response. 

DR. SAFIR:   A:   I have done so. 
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MR. FULTON:   Q:   And you say in part of that response 

that in referring to the calculation of the average 

accounting return on book equity: 

“Because such a calculation most often tends 

to overstate competitive returns on equity 

faced by investors, most regulators give 

little weight to the comparable earnings 

test when evaluating the appropriate equity 

return to regulated entities.” 

  Can you explain why in your opinion the 

comparable earnings approach, when calculated as the 

average accounting return on book equity, tends to 

overstate the competitive returns on equity faced by 

investors? 

    Proceeding Time 10:49 a.m. T23 

DR. SAFIR:  A:    Yes.  Typically what happens is that 

book value is a historic figure, and as a result when 

you use it -- when you use current earnings against a 

historic book value, your denominator is lower than it 

should be, and as a result, your overall ratio is 

going to be somewhat higher.  So that you get -- you 

end up with a return that is higher than it should be.  

You are basically not using apples to apples 

comparisons, if you will.  You are using accounting to 

accounting, but they are not really apples to apples, 

because one of them is current and the other is 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1216 
 

 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. 

historic. 

MR. FULTON:   Q:   And then in your response to IR 19.3 at 

page 22, you talk about Ms. McShane’s view that a 

historical value is more appropriate because utility 

costs are measured in vintage dollars and rates are 

based on accounting costs, and that you and others do 

not agree.  Is that -- 

DR. SAFIR:  A:    Yes.  

MR. FULTON:   Q:   Now, when you say “others do not agree” 

to whom are you referring? 

DR. SAFIR:  A:    I’m referring to, I believe, most 

financing texts that I’ve seen would argue that it is 

an overestimate of the actual return.  Certainly I’ve 

read testimony in other proceedings from witnesses who 

deal with cost of capital issues that -- this is often 

is a criticism of the accounting to accounting method. 

MR. FULTON:   Q:   These are other proceedings in the 

U.S.? 

DR. SAFIR:  A:    Or in Canada. 

MR. FULTON:   Q:   Okay, do you remember which proceedings 

in Canada? 

DR. SAFIR:  A:    Oh, I would probably go out on a limb 

and say any proceeding in which Dr. Booth has filed an 

appendix, which is probably a lot of them, because 

I’ve seen some of his work that’s indicated that.  

There has been work in the U.S., I can’t recall the 
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economists or analysts, but it’s not a controversial 

finding in any sense. 

MR. FULTON:   Q:   Yeah.  Now, you are familiar with Ms. 

McShane’s rebuttal evidence? 

DR. SAFIR:  A:    Yes. 

MR. FULTON:   Q:   And if you want to have it before you, 

that would be fine.  I'm referring to page 23 of her 

rebuttal evidence at lines 625 to 627.  

DR. SAFIR:  A:    Page 23? 

MR. FULTON:   Q:   Yes.  

DR. SAFIR:  A:    I’m sorry.  What was the rest of that? 

MR. FULTON:   Q:   Line 625 to 627.   And there she 

concludes that her critique of your method of basing 

comparable earnings on the market value -- 

DR. SAFIR:  A:    I’m sorry. 

MR. FULTON:   Q:   So B1-32.   Page 23 of Ms. McShane’s 

rebuttal evidence. 

DR. SAFIR:  A:    Yes.  

MR. FULTON:   Q:   Lines 625 to 627.  And if you want, 

please feel free to read the question at 620 -- 

DR. SAFIR:  A:    I’m sorry.  I’m looking at a rebuttal -- 

oh, and I’m not there.  Just a second.  Too many 

books.   

MR. FULTON:   Q:   Mr. Hobbs can help you find it.   

DR. SAFIR:  A:    Okay.   Okay, now I have it.   

MR. FULTON:   Q:   Thank you.   And we can agree that in 
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the reference that I’ve provided you in Ms. McShane’s 

rebuttal evidence, she concludes her critique of your 

method of basing comparable earnings on the market 

value of a company by saying your calculations are 

meaningless, they measure neither the returns that the 

companies are earning, nor the market cost of equity. 

DR. SAFIR:  A:    Yes, I see that.  

MR. FULTON:   Q:   Now, how do you respond to that 

criticism that your numbers don’t measure either the 

returns the companies are earning, nor their market 

cost of equity? 

Proceeding Time 10:55 a.m. T24 

DR. SAFIR:   A:   Well, as I indicated earlier, I think 

the critique is based on looking at this simplified 

down to an earnings price ratio within the context of 

a DCF format.  What I am looking at is historic 

returns over time to comparable -- stocks of 

comparable risk in the market.  And over time, net 

income will approximate the cash flow of the company, 

and over time, using that in relation to using a proxy 

for that, will give you a return -- a required return, 

if you will, or a historic return, which was 

acceptable to parties for investing in those stocks.   

  It is a different model than the DCF model, 

and does not depend on the DCF parameters.  What it 

does -- the theoretical underpinnings for it are more 
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of a random walk, which includes the forecast within 

the cash flows, the historical cash flows.  And as a 

result, I simply don’t agree with her criticism.  I 

think it does provide guidance as to what return is 

required over time for parties looking at certain 

types of stocks with certain types of risks.   

  And for that purpose, on a long-term basis, 

can provide some guidance with respect to required 

rates of return, and guidance with respect to setting 

ROEs, which is why I have used it as one of the legs, 

if you will, of the stool of methodologies, including 

a CAPM and a DCF.   

MR. FULTON:   Q:   Thank you.  Now, if you could turn 

forward in C4-11 to your response to FortisBC 

Utilities IR 9.1, which is at page 6, and there you 

were asked to explain why you -- you reference to your 

discussion of the DCF, and you were asked to explain 

why you regarded a certain statement to be the case, 

that is, "in particular the simplification of the 

equation depends on the assumption of constant future 

growth."  And in part of your response, you said, 

"In fact, a DCF model can incorporate 

changes in the expected rate of growth, but 

with assumptions of more and more 

differential growth rates, the model becomes 

more and more complex and solving for a 
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discount rate involves a more difficult 

mathematical solution.”   

  Now, when you say that the model becomes 

more and more complex, do you mean that if you go from 

a two-stage to a three-stage growth model, it becomes 

more complex?   

DR. SAFIR:   A:   I would argue that if you’re going to go 

to a two-stage model, it becomes more complex, because 

-- and going to a three-stage is more complex yet 

again.  Because then you have to figure out when 

you’re going to switch from stage to stage.  In 

addition, you have to have a different rate of growth 

for each stage.  And it just introduces a lot more 

variability.  So, it certainly introduces a little 

more complexity.  It’s not to say you couldn’t do it.  

I know lots of people who do one- and two- and even 

three-stage DCF models. 

  For purposes of setting a rate of return in 

this proceeding I see absolutely no reason to use a 

two-stage model.  I think a one-stage model will work 

fine, if the appropriate assumptions are included.  

And as I stated in my opening statement, although I 

didn’t phrase it in quite these terms, but Occam’s 

Razor should apply, and a simpler solution is better 

than a complex solution when both will do.  That said, 

I am certain that you cannot run a DCF even in the 
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single-stage model with a growth rate of over 9 

percent, as Dr. Vander Weide would do.  I think you 

have to have an understanding that your growth rates 

have to be within the realm of economic reality.   

    Proceeding Time 11:00 a.m. T25 

MR. FULTON:   Q:   Now, as I heard part of your answer at 

least, what I understood you to say was that a multi-

DCF model is still solvable, and what you didn’t say  

-- so it is still solvable, a multi-DCF model. 

DR. SAFIR:   A:   It’s a standard modelling form.  It’s 

certainly solvable.   

MR. FULTON:   Q:   Yes. 

DR. SAFIR:   A:   If your question is what specification 

do you want to put on it?   

MR. FULTON:   Q:   Right.  It becomes -- 

DR. SAFIR:   A:   It’s a lot easier to specify a single 

stage.  Two-stage, you know, then you’ve opened up a 

wide number of variables, that’s all. 

MR. FULTON:   Q:   Right, but with a multi-stage model 

there’s a more difficult mathematical solution. 

DR. SAFIR:   A:   That’s what I say here, yeah. 

MR. FULTON:   Q:   Yes, okay.   

DR. SAFIR:   A:   I mean it’s not terminally difficult.  

One can do it.  As I say, if you applied Occam’s 

Razor, simpler is better. 

MR. FULTON:   Q:   Now, is your primary concern then the 
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complexity of the model when it’s using more than a 

single stage of growth, or the assumption about the 

growth rates that underpin the multi-stage DCF model? 

DR. SAFIR:   A:   I’m not sure I have a problem with the 

multi-stage model.  I just don’t think that it’s 

necessary to use it and I haven’t done so.  I think it 

requires more judgment than a single stage model and 

gets you, for the purposes of a regulated rate of 

return, very little gain.  You can get there using a 

single stage model.  That’s all.  I mean, I have 

nothing -- I have no theoretical objection to a more 

complex model.   

MR. FULTON:   Q:   Okay.  Take you back to your evidence 

at page 20, and at lines 19 through 23 -- and 

beginning at line 15, actually, where you ask yourself 

the question, “Do you feel the calculation made by Ms. 

McShane is a reasonable one?” and you then provide 

your response, which carries over to page 21. 

  Now, would you agree with me that Ms. 

McShane says that she disagrees with your assertion 

that there is no empirical basis for her estimate and 

says that the historical data for the U.S. also point 

to higher equity risk premiums at lower bond income 

returns?   

DR. SAFIR:   A:   I agree that that’s what she says.  I 

don’t agree that it’s the case.  In fact I have looked 
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at it and ascertained for myself that it simply isn’t 

the case.   

MR. FULTON:   Q:   And she provides some data in her Table 

1 of her evidence to support her position. 

DR. SAFIR:   A:   Right, and I’ve used that data to 

recalculate it and find that there is no consistent 

pattern that would necessarily generate that result.   

MR. FULTON:   Q:   Okay.  All right.  Do you have her 

evidence?   

DR. SAFIR:   A:   I do.   

MR. FULTON:   Q:   If you go to page 9 of the evidence.   

DR. SAFIR:   A:   Yeah, I have it here.   

MR. FULTON:   Q:   And sorry, I should have taken you to 

her rebuttal evidence. 

DR. SAFIR:   A:   I figured that.  I got it.   

MR. FULTON:   Q:   Thank you.   

DR. SAFIR:   A:   Yeah, I’ve reproduced the numbers, a 

table using the same numbers that underline this table 

and arrive at different results, and I’ll be happy to 

explain how I did that.   

MR. FULTON:   Q:   Okay, well, let’s go to your table 

then.   

DR. SAFIR:   A:   Sure.  Now, I don’t think our table is 

in evidence.  It’s just something that I produced.   

MR. FULTON:   Q:   Ah.  So do you have your table here? 

DR. SAFIR:   A:   Yeah.  I do. 
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MR. FULTON:   Q:   Well, let me try asking you some 

questions then, without the benefit of your table, and 

see what you have to say. 

DR. SAFIR:   A:   Yes, and I apologize.  This is rebuttal 

testimony and I didn’t have an opportunity to provide 

sur-rebuttal testimony, so I did it but it’s sitting 

on my desk here.   

MR. HOBBS:   I might add, Mr. Chair, that it is an 

undertaking that Ms. McShane has accepted, and so we 

are anticipating it.  But as Dr. Safir has said, he 

has done the work too. 

DR. SAFIR:   A:   Do you disagree with the data that Ms. 

McShane provides in her Table 1? 

    Proceeding Time 11:05 a.m. T26 

DR. SAFIR:  A:    I’m not sure I agree or disagree with 

it.  I use it to test whether or not that data can be 

used to come up with a different result and it does.   

So I haven’t gone back and vetted all the data that 

she’s used.  I’m sure if she says it’s accurate it’s 

accurate, it’s just the way she put it together it’s 

biased. 

MR. FULTON:   Q:   Do you disagree with her assertion that 

it represent empirical evidence of higher equity risk 

premiums at lower bond income returns? 

DR. SAFIR:  A:    On a consistent basis, yes.    

MR. FULTON:   Q:   Okay.  And why is that? 
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DR. SAFIR:  A:    Well, because she is using a cumulative 

calculation.  So she has just empirically a higher 

bond yields at the bottom end of income, just as a 

random walk, just because they happen to be that way 

in terms of data.  She’s using a cumulative number.  

She says, “Well, let’s take a look at below 4 

percent.”  And her equity returns are 13.9 in this 

calculation.  And then she says, “Well, let’s take a 

look at a risk premium of 16.1,” basically would be 

what she’s looking at.  And then she says, “Let’s take 

a look at below 5 percent.”  Well, if you just add 

another percentage, you’re still going to get that 

heavy premium.  Now it's just going to be under 5 

percent.  

  So by adding a percentage each time, you 

end up with over-weighting data that might be 

outliers.  The appropriate way to do it, if you want 

to say that equity risk premiums are highest at low 

ends and lowest at high ends, is to take a look and 

bifurcate the data set by bond returns, say, at the 

two to four percent range.  And then look and say, 

“Well, what about at the four to six percent range, 

what do they look like?  What about the six to eight 

percent range?”  And if she’s correct, you should get 

a lower and lower average equity risk premium, the 

higher you go in terms of a bond return.  And it 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1226 
 

 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. 

should be fairly linear.   

  In fact, what goes on for Canadian data, 

you know, at the lowest, you get a -- at a bond return 

of zero to say two, you get an equity risk premium for 

her data of about fifteen.  But at the equity risk 

premium of say two to four, you get an equity risk 

premium of six.  And then at four to eight it goes 

back up to ten.  It’s more of a -- and at eight to 

twelve you get an equity risk premium of five.  It 

bounces around in a random pattern, which is what you 

would expect.  So no, I don’t agree with her at all 

that at lower bond income returns you should have 

somehow a higher equity risk premium just because you 

do.  There’s no theoretical reason for it, and 

empirically it doesn’t seem to be the case when you 

take her data set and break it out by two to four, 

four to six, six to eight, eight to ten over ten in 

terms of bond returns, whether you do it for the 

Canadian data or whether you do it for the U.S. data.  

And there is sufficient number of observations for the 

most part to break that out and to come up with 

averages that allow that conclusion.  

  So I’ve used her data and broken it out 

into those traunches and don’t find the same 

relationship that she finds because she uses a 

cumulative approach.  
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MR. FULTON:   Q:   On page 12 of -- Mr. Chairman, just so 

the record is clear, I don’t intend to ask to see a 

copy of Dr. Safir’s table filed as an undertaking 

because it would be sur-rebuttal.  We don’t have 

provision for sur-rebuttal in this proceeding and so 

he’s answered the questions that I have had of him.  

Proceeding Time 11:10 a.m. T27 

MR. FULTON:   Q:   Page 12 of Ms. McShane’s rebuttal 

evidence.  And the question and answer that appear at 

lines 307 to 327, where she responds to a question of 

whether she believes her relative risk adjustment is 

inflated, as you claim. 

  Now, once you’ve read that, I’ll ask you my 

questions.   

DR. SAFIR:   A:   Yes, I’ve read it.   

MR. FULTON:   Q:   Okay.  Now, first of all, at line 13, 

she says:  

"The objective in using a beta or relative 

risk adjustment is to predict a return that 

investors expect or require.”  

  Do you agree that using a beta or beta or 

relative risk adjustment, that the purpose of that is 

to predict the return that investors expect or 

require?   

DR. SAFIR:   A:   Well, it’s a very incomplete -- the 

answer is, “No, not exactly.”  This is an incomplete 
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description of what is required.  A beta is one 

element of how you calculate out a market risk premium 

for a utility and ultimately arrive at a return -- at 

an estimated return which would be appropriate.  So 

it’s one element that predicts the return that 

investors expect or require.   

MR. FULTON:   Q:   Okay.  Secondly, she says,  

"Investor return expectations are likely to 

be formed by the returns that they have 

achieved historically." 

  Do you agree that investor return 

expectations are likely to be formed by the returns 

that have been achieved historically?   

DR. SAFIR:   A:   Again, to some extent, I do.  I think 

that’s one of the reasons I like the comparable 

earnings approach, because I look and see what in 

general returns have been received by stocks of 

comparable earning in the market as a whole.  And I 

believe that does colour what investors expect to 

receive.  I think that it is a hope that from 

investors, when they invest in a particular utility, 

that it will receive essentially at least as much as 

it did in the past, but I’m not sure that that’s a 

good way to calculate out what then utilities should 

be given as required returns.  It’s better to use the 

market -- a market estimate as a whole or something 
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that gives you the relative risk of a class of utility 

stocks.   

  So again, as I say, it’s in part what they 

have achieved historically.  What I would disagree 

with, I guess, in that context, is that it’s important 

that just because a utility was granted an ROE last 

year or three years ago, of 12 percent, that the 

Commission should feel honour-bound to give them 

something like 12 percent this time around.  I don’t 

think Commissions work that way and I don’t think it’s 

the appropriate historical precedent to be looking to.   

MR. FULTON:   Q:   Your relative risk adjustment is .36?   

DR. SAFIR:   A:   If you’re talking about my -- the 

adjustment to my beta?  

MR. FULTON:   Q:   Yes.   

DR. SAFIR:   A:   All right.  The adjustment to the beta 

is a procedure which takes the raw beta that I 

calculated, which is the same as Ms. McShane’s, 

because we’re using the same data pool, and I adjust 

it by two-thirds on the raw calculation, plus one-

third to the market mean tendency for betas in the 

utility industry.  And that information I get from 

that study by Schaeffler, and that was 0.58.  So the 

combination of that for both the U.S. betas and the 

Canadian betas gave me an overall beta character 

that’s a trended beta.   
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MR. FULTON:   Q:   All right.  Well, let’s go back to my 

question.  I asked you about a specific number.  In 

the question that is asked at -- beginning at line 307 

of page 12, and specifically at line 309, Ms. McShane 

refers to your relative risk adjustment as .36.  And 

my question was, is that your relative risk 

adjustment?   

    Proceeding Time 11:16 a.m. T28 

DR. SAFIR:   A:   Pardon me.  No, it isn’t.   

MR. FULTON:   Q:   Okay.  So then when she states 

beginning at line 13, “Dr. Safir’s relative risk 

adjustment and for that matter Dr. Booth’s risk 

adjustment of .45 and .55 bear no relationship to 

investor experience,” it’s your view that she, in 

referring to your relative risk adjustment at line 

309, she’s got the number wrong.   

DR. SAFIR:   A:   Yeah, that’s true unless by relative 

risk adjustment what she means perhaps is the overall 

beta for either the U.S. or the Canadian market.  

Well, I’m just looking for my betas here to see what 

my adjustment was, and I get a raw beta for the U.S. 

of 4-3-2 and it’s adjusted out to 4-8, and the 

Canadian adjustments -- 

MR. HOBBS:   On page 12, Dr. Safir.   

DR. SAFIR:   A:   Yeah.  Yeah, and the Canadian adjustment 

is .36.  So I think what she means is the adjusted 
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beta and she’s referring only to the Canadian adjusted 

beta.  But the relative risk adjustment is what you 

would do to get there on the beta, and then the beta 

itself is a relative risk adjustment to the market 

equity premium, and that’s perhaps what’s confusing 

us.  And she is referring to the number that I use to 

adjust the market risk premium for the market as a 

whole is a -- it can be -- is a relative risk 

adjustment, it’s a beta.  But this beta -- 

MR. FULTON:   Q:   And what number is that? 

DR. SAFIR:   A:   That’s .36 for the Canadian market. 

MR. FULTON:   Q:   Okay, so she was correct in her 

reference to relative risk adjustment at line 309.   

DR. SAFIR:   A:   As I interpret what you said, I think if 

she’s referring to the Canadian beta that’s what it 

is. 

MR. FULTON:   Q:   Okay.  So then let’s go down to her 

comment at lines 315 to 317.  She says: 

“Dr. Safir’s relative risk adjustment…" 

 And I’m taking that to mean the .36,  

"…and for that matter Dr. Booth’s relative 

risk adjustmnet of .45 to .55, bear no 

relationship to investor experience.” 

 And if we look at it only relative to the Canadian 

side, do you agree with the statement that that .36 

bears no relationship to investor experience? 
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DR. SAFIR:   A:   No, I’m not sure that I do.  I think 

that it accurately reflects the diversified -- the 

non-diversifiable risk of a portfolio of like-risked 

Canadian utilities, and as a result it does bear on 

their returns.  There is not a one-to-one relationship 

between a CAPM model result and other measures, but it 

certainly bears on those issues.   

    Proceeding Time 11:21 a.m. T29 

MR. FULTON:   Q:   If you could turn to Dr. Vander Weide’s 

rebuttal evidence at pages 36 to 37, and at page 36 he 

provides the model of the form that he says you use 

for an annual DCF model?  

DR. SAFIR:  A:    Yes. 

MR. FULTON:   Q:   And again, I’m not going to put -- this 

formula was discussed with Dr. Vander Wiede and myself 

yesterday at transcript 6, pages 1081 to 1084.  You 

were here during that discussion? 

DR. SAFIR:  A:    I was.   

MR. FULTON:   Q:   Yes. And in his rebuttal evidence he 

goes on to discuss the growth component that you use 

in the model and the results that you obtained from 

it, and then is asked at lines 5 to 7 on page 37, 

"What DCF results would Dr. Safir have obtained if he 

had used the correct annual DCF formula and analyst 

growth rates to estimate investor’s growth 

expectations."   He then says in his answer to 
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question 92 at lines 8 through 11: 

“You would have obtained a DCF result that, 

for your Canadian group, equal to 11.1 

percent before floatation costs and 11.6 

percent after floatation costs.  And for 

your U.S. group you would have obtained a 

DCF result equal to 9.6 percent before 

floatation costs and 10.1 percent after 

floatation costs.” 

 Have you tried to reproduce the results that Dr. 

Vander Wiede obtained? 

DR. SAFIR:  A:    Well, I think Dr. Vander Wiede was wrong 

on so many levels that it would have been very 

difficult for me to do that. 

MR. FULTON:   Q:   All right.  So you answer is no. 

DR. SAFIR:  A:    I have looked at elements of that last 

night.  Certainly his argument, which I believe he 

made to you, that I had mis-specified the DCF formula 

doesn’t ring true because the formula I use, and I’ve 

doubled checked it, is used by the FERC.  It’s a very 

standard formula, and the difference between -- the 

only difference it seemed to me that he had a problem 

with was my adding in growth in the first dividend 

period, which is, in fact, the way the FERC requires 

it to be done, and in any case, the impact of that on 

the numbers, to remove that growth would be a 
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reduction in the DCF calculation of 12 basis points.  

To add it in fully as opposed to taking it out, I used 

one-half the growth rate for the first year which is, 

as I say, the appropriate approach, used the FERC.  To 

add it in would have added 12 basis points to the 

calculation. 

  I think what he wanted me to do was to 

abandon the FERC approach, use one that was more to 

his liking, and the analyst estimates in the manner in 

which he chose to use them, and again only for the 

U.S. system, because for some reason he had -- he’s 

created a box for himself in Canada which didn’t have 

anybody in it.  So he couldn’t do it.    

  So I couldn’t reproduce what he did.  What 

I’ve done, I think, is very reasonable.  It simply 

takes a mix of short-term analyst estimates and the 

long-term growth rate of the U.S. economy, and uses 

and one-stage DCF method to calculate out a DCF 

number, cost of equity.  For the Canadian side it 

comes out to about 9 and for the U.S. side it comes 

out to about 8.86.  So about 9 as well.    

  So I can’t reproduce what he did.  I think 

what he did was wrong on many levels, including as was 

mentioned, an in perpetuity calculation of a growth 

rate that vastly exceeded the U.S. economic growth 

rate, which violates essentially economic principles.    



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1235 
 

 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 tried to account for his formulaic 

concerns and didn’t find a large impact, and I have 

not tried to calculate -- to compensate for the 

replacement of his growth and analysts’ expectations. 

    Proceeding Time 11:26 a.m. T30 

 MR. FULTON:   Q:   In the course of your answer you 

referenced the FERC, and I took it that there was some 

document from the FERC that you had relied upon to 

come to the conclusion that you did?  

DR. SAFIR:   A:   There are, I believe, documents that 

outline the FERC approach.   

MR. FULTON:   Q:   What I’m going to ask you to do as an 

undertaking, Dr. Safir, is to produce the document or 

documents that you were referring to in the course of 

the last answer that you gave me, the FERC document.  

Could you do that please? 

DR. SAFIR:   A:   Yes, sir. 

Information Request  

MR. FULTON:   Q:   Now, in your -- just moving to 

flotation costs, in your evidence beginning at page 

16, you mentioned a recent study of the California 

State Board of Equalization on flotation costs.  And 

as I understand your evidence in Tables 2, which is at 

page 18, and Table 3 at page 26, your use of flotation 

costs results in an upwards adjustment to the costs of 

equity by approximately 40 to 50 basis points.  Is 
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that correct? 

DR. SAFIR:   A:   Yes.   

MR. FULTON:   Q:   And is the flotation cost intended to 

compensate investors as if the company recapitalized 

all its equity capital during the year? 

DR. SAFIR:   A:   I don’t think that’s the case.  I think 

it is more of -- since the cost of equity is more of a 

marginal number, if you’re looking for a forward basis 

for equity investment or choosing to acquire equity, 

the cost of equity would include this on a go-ahead 

basis whenever you chose to acquire it.  So the cost 

of equity is a forward-looking number.   

MR. FULTON:   Q:   Does a mature utility that obtained 

small amounts of equity capital each year through 

retained earnings rather than the issuance of shares 

incur flotation costs?   

DR. SAFIR:   A:   Conceptually, yes, because it’s an 

opportunity cost.  I would have to -- I would believe 

that.   

MR. FULTON:   Q:   Pages 25 and 26 of your evidence.  Do 

your DCF -- for your DCF-based models, does your U.S. 

sample include many Triple-B rated companies?   

DR. SAFIR:   A:   To be honest with you, I don’t know. 

MR. FULTON:   Q:   Okay.  Your U.S. sample is in Schedule 

4, correct? 

DR. SAFIR:   A:   Yes.   
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MR. FULTON:   Q:   Do you know whether many U.S. utility 

companies rated in the Triple-B category have higher 

business risk?   

DR. SAFIR:   A:   Business risk or financial risk? 

MR. FULTON:   Q:   Yes.  Business risk.   

DR. SAFIR:   A:   You mean higher equity thicknesses or -- 

MR. FULTON:   Q:   No, they are exposed to a higher 

business risk. 

DR. SAFIR:   A:   If they are in a Triple-B? 

MR. FULTON:   Q:   Triple-B category, yes. 

DR. SAFIR:   A:   Well, I think the assessment has been 

that they are probably a little more risky than 

companies that are rated at a higher level.       

    Proceeding Time 11:31 a.m. T31 

MR. FULTON:   Q:   And for your DCF based models, do you 

include holding companies in either your Canadian or 

U.S. samples?   

DR. SAFIR:  A:    These are publicly traded companies, so 

yes.  

MR. FULTON:   Q:   Yes, you do.  Okay.  And in the -- in 

schedule 3 you include Enbridge Inc., which has an 

assumed 12 percent growth rate for the next five 

years? 

DR. SAFIR:  A:    Yes. 

MR. FULTON:   Q:   Do you know whether the estimated high 

growth rate for Enbridge relates to their oil 
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transmission business or their gas distribution 

business or something else? 

DR. SAFIR:  A:    I haven’t acquired the -- it is the 

estimated growth rate for the company as estimated by 

Yahoo, which takes it from analysts' estimates, some 

of which are Reuters and elsewhere.  And as I say, in 

my -- the way I calculate it out, of course, whatever 

a growth rate, be it large or small, is tempered by 

the overall U.S. or Canadian estimate.  But no, I 

don’t know whether or not precisely what areas went 

into that calculation.  

MR. FULTON:   Q:   And on Schedule 3, you show that the 

average long-term growth rate for the DCF estimate of 

the Canadian sample is 5.49 percent.    

DR. SAFIR:  A:    That’s the weighted average growth rate.  

That includes the weight of about one-third on 

analysts' expectations and two-thirds with respect to 

GDP growth.  

MR. FULTON:   Q:   And that growth rate is higher than the 

forecast of nominal GDP? 

DR. SAFIR:  A:    Yes, it is. 

MR. FULTON:   Q:   And the growth rate includes Enbridge 

Inc? 

DR. SAFIR:  A:    Yes. 

MR. FULTON:   Q:   If you drop down to note 5 to Schedule 

13, you say that you’ve calculated the growth rate by 
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weighting the long-term and short-term estimated 

growth rate by two-thirds and one-third respectively, 

correct? 

DR. SAFIR:  A:    Yes. 

MR. FULTON:   Q:   And do I take it from that that all 

Canadian companies have extraordinary growth for one-

third of their future life? 

DR. SAFIR:  A:    No.    

MR. FULTON:   Q:   What can I take from that then? 

DR. SAFIR:  A:    Just that I’ve weighted analysts' 

expectations in getting an overall growth rate one-

third and two-thirds with respect to GDP.  

MR. FULTON:   Q:   Can I ask you as an undertaking to 

provide a DCF estimate which discounts the cash flows 

for each stage, rather than using a two-third/one-

third weighting scheme? 

DR. SAFIR:  A:    I’m not sure I could that for you since 

I indicated to you earlier one of the things about a 

two-stage model is to make assumptions as to when you 

shift from analysts' expectations to something else.  

So you are basically asking me to completely redo a 

rest that I haven’t done and don’t feel that it would 

be useful to do. 

MR. FULTON:   Q:   And is it something that you are not 

equipped to do? 

DR. SAFIR:  A:    I'm perfectly equipped to do it.  
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However, it entails a number of assumptions.  So that 

the table itself would require some explanation.  It’s 

not a simple IR -- it’s not a simple undertaking that 

I can give you as a mathematical calculation.  It will 

have embedded in it a series of assumptions that I 

have not thought about yet.  

MR. FULTON:   Q:   Thank you.  I won’t ask you to do that 

then.  

  If I might just have a moment, Mr. 

Chairman.  

  Could I ask you to turn to Dr. Vander 

Weide’s evidence in Exhibit B1-9-6? 

Proceeding Time 11:37 a.m. T32 

DR. SAFIR:   A:   That’s rebuttal, or --  

MR. FULTON:   Q:   No, his evidence.  I’m sorry.   

DR. SAFIR:   A:   Evidence.   

MR. FULTON:   Q:   And Exhibit 15 of that evidence.  And, 

for the record, that table is a comparison of risk 

premiums on S&P/TSX utilities and BMO Capital Markets 

utility group.   

DR. SAFIR:   A:   Yeah.  

MR. FULTON:   Q:   And this morning you had an exchange 

with Mr. Ghikas and you -- as I recall your evidence, 

you were speaking about Canadian regulators being 

overly generous compared to U.S. regulators.  Do you 

recall that exchange?   
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DR. SAFIR:   A:   Not that they were overly generous in 

relation to U.S. regulators.  They had appeared -- if 

in fact what Dr. Vander Weide alleges is true, that 

the market -- the equity risk premium for utilities in 

Canada is much, much higher than the equity risk 

premium of the overall Canadian stock market base, 

such that a component of the market which we know to 

have lower risk ends up with returns which are vastly 

in excess of even average returns in the market, then 

there is something wrong -- you know, Dr. Vander Weide 

says, “Well, there is something wrong with the data.”  

Well, there may be something wrong with his analysis 

of the data, I don’t know, since I didn’t put this 

stuff together.  

  It doesn’t sound right to me that utility 

returns are that far over and above, and better, than 

general market returns.  But if that is the case, over 

a 20- to 30- to 40-year history, then we’ve got the 

makings either of a Nobel Prize, because it completely 

contradicts portfolio theory, or a logical explanation 

is that these regulated entities are being given 

massive returns by regulators and those returns are 

being generated and kept by those people because they 

are monopolies.  But the whole idea of regulation is 

to regulate a monopoly for a competitive return. 

  So, that was the genesis of the argument.  
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I don’t think the regulators are running amok up here, 

and giving massive returns to the utilities.  And if 

they are not, I don’t see how you get to Dr. Vander 

Weide’s argument that the equity risk premium for the 

Canadian utility sector is wildly above the equity 

risk premium for the market as a whole, that’s all.  

But I haven’t admittedly gone back to deal with his 

numbers.  But, you know, he’s got the makings of a 

Nobel there, if he’s got a solid point.   

MR. FULTON:   Q:   Thank you for clarifying my 

understanding of your evidence this morning.   

  So, when you’re talking about the returns, 

though, are you speaking in reference to line 57 of 

Dr. Vander Weide’s Exhibit 15?   

DR. SAFIR:   A:   I wasn’t speaking to his exhibit.  I was 

speaking to his testimony the other day.  I have not 

read this portion of Dr. Vander Weide’s testimony.  

But I was listening to him yesterday, and it 

occasioned some incredulity.   

MR. FULTON:   Thank you, Dr. Safir.  Those are my 

questions.   

    Proceeding Time 11:42 a.m. T33 

THE CHAIRPERSON:   Thank you, Mr. Fulton.   

  Just a few questions, Dr. Safir.  First of 

all I note that you’ve chosen in the period of three 

years for the AAM, and I think that there’s been 
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agreement earlier when Mr. Ghikas was speaking to you 

that there’s probably not a lot of regulatory savings 

associated with the three-year period.  Why not five 

years? 

DR. SAFIR:   A:   Because we’re in an extraordinary period 

with respect to the long-term bond yields.  It’s just 

we haven’t hit this territory in the past where we 

have engineered virtually close to zero long-term 

governments.  And I think that that will unwind itself 

within three years.  Through the three-year period 

that’s sufficient time.  Beyond that really there’s 

more uncertainty.  So that’s really the only reason.  

I’m reluctant to put in an adjustment mechanism beyond 

that period because I think there’s more uncertainty 

beyond that. 

THE CHAIRPERSON:   Fair enough.  In your models you 

arrived at an equal weighting of a third, a third, a 

third? 

DR. SAFIR:   A:   Yes. 

THE CHAIRPERSON:   How did you arrive at that? 

DR. SAFIR:   A:   Just by virtue of the fact that I 

thought that they all had something to say about what 

a reasonable return on equity would be, and that I 

felt they all had some way -- that I had no reason not 

to weight them equally. 

THE CHAIRPERSON:   Okay. 
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DR. SAFIR:   A:   I didn’t find one to be wildly superior 

to any other.  So not having a reason to lean in 

favour of one, I simply weighted them all equally.   

THE CHAIRPERSON:   Okay, I understand.   

DR. SAFIR:   A:   It was a judgment. 

THE CHAIRPERSON:   Okay, fair enough.  I note in many of 

the others’ testimony that for flotation costs, it 

seems to be a finite number or a percentage point.  

You’d do a percentage of ROE, which means that it 

rolls above 10 percent and it’s going to be above the 

half a percent level, and below that it’s below.  What 

drives that?  It’s not a huge difference, but it -- 

DR. SAFIR:   A:   Typically in my view I think that 

financing costs are a percent of -- are a percentage 

of ROE.  I think it makes more sense that way.  But 

certain jurisdictions do it that way, and finding a 

specific flotation cost, it seemed to me, is averaging 

too many different types of -- too many different 

types of things.  So it came out about the same given 

the rates, and it was more formulaic.  So that I was  

-- it just made more sense for me to do it that way.  

I really can’t give you a solid reason as to why one 

over the other.  

  I think the number is about right.  You 

know, it shouldn’t come out to more than a small 

portion of the overall ROE, but it is real and so it 
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needs to be included.   

THE CHAIRPERSON:   Okay.  Do you have any questions? 

COMMISSIONER O'HARA:   I have one question of 

clarification, Dr. Safir.  During the cross-

examination by Mr. Ghikas, did I understand that you 

were trying to make a distinction between growth just 

for the sake of growth, as opposed to for the more 

meaningful growth which is improvement in earnings and 

return on equity?  Or did I mishear you?   

DR. SAFIR:   A:   I’m not sure there was much of a 

distinction.  Earnings growth typically relates over 

time, you get an increase in the market return as 

well, so you end up with the same rate of return if 

you will.  You can end up with the same rate of return 

by not growing as opposed to growing.  It just depends 

on what the underlying market cap is, and that’s all I 

was trying to point out. 

COMMISSIONER O'HARA:   Okay, thank you. 

DR. SAFIR:   A:   Is that the way in which you grow -- no 

growth can still give you a rate of return that is an 

equal to what you would have with a growth in earnings 

rate of return. 

COMMISSIONER O'HARA:   Thank you.   

COMMISSIONER HARLE:   Just one point of clarification on 

your comparable earnings test.  In the numerator where 

you’re using net income, is that a net income pre-tax 
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or after tax? 

DR. SAFIR:   A:   After tax?   

COMMISSIONER HARLE:   And if that is intended to be a 

proxy for cash flow, why wouldn’t you have just used 

cash flow?   

    Proceeding Time 11:48 a.m. T34 

DR. SAFIR:  A:    Well, I didn’t have enough information 

on some of the companies to give me a good cash flow 

figure.  I readily agree that cash flow would have 

been a better proxy.  

COMMISSIONER HARLE:     Okay, thank you.  

COMMISSIONER GIAMMARINO:   Dr. Safir, can I take you back 

to the -- this came up late in your testimony just 

now, or your cross.  Dr. Vander Wiede’s cross of you  

-- the formula that you looked at.  You don’t have to 

look at it.  The growth formula that you just 

discussed, if you remember that.  

DR. SAFIR:  A:    You mean my growth formula, the DCF? 

COMMISSIONER GIAMMARINO:   That’s right.  And you were 

asked just now about Dr. Vander Wiede’s criticism 

about that.  

DR. SAFIR:  A:    Mm-hmm. 

COMMISSIONER GIAMMARINO:   Are you okay?  Can we just talk 

it through. 

DR. SAFIR:  A:    Sure. 

COMMISSIONER GIAMMARINO:   Now, as I understand the Gordon 
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Growth model on which that's based, the first element, 

that thing that’s called D-zero in your equation times 

1 plus .5 g, in that generic model that’s the expected 

value of dividend 1. 

DR. SAFIR:  A:    Yes. 

COMMISSIONER GIAMMARINO:   So were you telling us that 1 

plus .5 g, you referred to FERC as having sort of the 

right way of doing this.  Is that your -- 

DR. SAFIR:  A:    You are essentially correct. That is the 

FERC formula.  And you’ve accurately described it.  

And that’s all we did.  I was shocked to hear that it, 

you know, had a problem with it since it just seemed 

to me to be somewhat non-controversial. 

COMMISSIONER GIAMMARINO:   Okay, so my understanding is 

you have to forecast the dividend and there are many 

ways of forecasting a dividend, and one isn’t FERC 

isn’t right.  FERC isn’t right nor is it wrong.   

DR. SAFIR:  A:    Right, that’s correct.  It’s just what 

they’ve adopted.  

COMMISSIONER GIAMMARINO:   Okay, I just wanted to clarify 

that.  

DR. SAFIR:  A:    Oh, yes. 

COMMISSIONER GIAMMARINO:   Now, in looking at your 

comparable earnings, you’ve referred to, and I think I 

either misheard you or maybe you misspoke.  You said 

portfolio theory implies a random walk.  Were you 
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thinking the efficient market hypothesis? 

DR. SAFIR:  A:    Yes. 

COMMISSIONER GIAMMARINO:   Okay, thank you.  Now, the 

thing about the efficient market hypothesis is it’s a 

hypothesis about prices and values, as I understand 

it, and there’s a lot of research that’s gone into 

testing whether indeed -- returns in fact, sorry.  I 

shouldn’t have said prices.    

DR. SAFIR:  A:    Returns. 

COMMISSIONER GIAMMARINO:   Returns follow a random walk. 

But it does not, as I understand it imply that 

earnings would follow a random walk.  In fact, many 

earnings do not follow a random walk.  They have 

seasonality, they have cyclicality. 

DR. SAFIR:  A:    Yes, but it does imply over time that 

returns follow a random walk. 

COMMISSIONER GIAMMARINO:   Returns, but not earnings. 

DR. SAFIR:  A:    No, but the -- we are looking at a 

number once we get a ratio and it’s an earnings ratio.  

I’m sorry, it’s a return, if you will.  So in my view, 

you know, you can use it and the theory applies.  You 

know, the returns are random and as a result there is 

a forecast component to those in the random walk.  

COMMISSIONER GIAMMARINO:   On the returns but not the 

earnings. 

DR. SAFIR:  A:    No. 
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COMMISSIONER GIAMMARINO:   So do you have evidence that 

either the earnings of your sample firms or in general 

of firms that they follow a random walk, and I would 

allow random walks with drifts to be fine in that.  

DR. SAFIR:  A:    You would allow -- 

COMMISSIONER GIAMMARINO:   A random walk with a drift is 

fine.  So we could have an average increase -- 

DR. SAFIR:  A:    Yeah, I hear what you are saying.   No, 

I don’t have any evidence to that. 

COMMISSIONER GIAMMARINO:   Okay.  Now, that, in terms  

of -- now when I understand the extent to which a 

comparable earnings model would in fact help us in 

determining a fair rate of return.  So we want  

the opportunity costs, which is a forward looking 

number. 

DR. SAFIR:  A:    That’s correct. 

COMMISSIONER GIAMMARINO:   And if we look at historical 

earnings, as -- is he my colleague or my friend?   

COMMISSIONER HARLE:     Mike.   

COMMISSIONER GIAMMARINO:   As Mike pointed out, the first 

thing is we want a cash flow, because that’s what 

investors are looking for, and we do want this forward 

looking animal.  So if we look back at -- and we take 

the average of a historical, to use that in a context 

we would have to assume there is no growth.   

DR. SAFIR:  A:    There is? 
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COMMISSIONER GIAMMARINO:   There is no -- you have to 

assume that this would -- when you use this to 

estimate the opportunity costs to the investors, is it 

not correct that you are assuming that there is no 

growth in that? 

DR. SAFIR:  A:    I’m not sure that’s correct.  I agree 

it’s controversial.  I’m not sure it’s correct.  I 

think that the -- when you look back at the historical 

track of these things you can make an assumption that 

in that past track there is some information that 

colours the future.   

  It is not simply a roll of the dice each 

time.  Certainly that analysts don’t view it that way.  

So, I am making an assumption that it is colouring the 

view of the future.   

Proceeding Time 11:52 a.m. T35 

COMMISSIONER GIAMMARINO:   But strictly --  

DR. SAFIR:   A:   I’m not sure.  I can’t tell you how much 

I agree with you.   

COMMISSIONER GIAMMARINO:   I’m sorry.  But strictly 

speaking, to use that number, you -- I don’t quite 

understand how you can say that you can include a 

growth in that, because you’re taking a number, an 

average of the past, and you’re saying, “That is the 

earnings that investors expect.”  That’s the cash flow 

they’re expecting going forward.  And they’ve set 
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prices accordingly.  If there is a growth, that’s got 

to be included.  Doesn’t it?   

DR. SAFIR:   A:   Well, I think if they set price -- they 

don’t set prices precisely on those numbers.  They use 

those to guide what their estimates will be.  So, if  

-- you know, if you get a 10 percent return calculated 

out, going back five, six, seven, eight years, and 

you’re looking at going forward, that past return, 

those past earnings, if you will, or shares, rather, 

do colour your view on what might be happening in the 

future, especially since there is no guarantee that 

other methods of forecasting where things are going 

are any better. 

  You know, analysts’ expectations may be 

optimistic.  There is good evidence that they are.  

But they may be just plain wrong.  So, when you look 

ahead, I think what went on behind does colour the 

views of what is required in terms of a return, and 

that’s kind of a fundamental of using that approach.  

I would agree.  If you don’t agree with that, you have 

to back out of that and look some other way.   

COMMISSIONER GIAMMARINO:   No, I don’t mean to 

misrepresent.  It’s not that I think historical 

information is not used by investors, and what you’re 

trying to do is to measure what investors are 

expecting when they set a price.  And in fact I’m sure 
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that all the analysts that you’re relying on look at 

historical numbers and earnings, and they would look 

at the growth in earnings, and cash flows, and say 

this is the basis for my projection.  

DR. SAFIR:   A:   Right.   

COMMISSIONER GIAMMARINO:   And my point was really 

conceptual.  If you’re going to use that model to 

capture what investors are looking at, then you are 

assuming zero growth.  I’m not saying it’s --  

DR. SAFIR:   A:   No.   

COMMISSIONER GIAMMARINO:   I’m not judging the validity of 

that.  I just -- I want to get the assumption clear.   

DR. SAFIR:   A:   Yeah, I understand.  And I am not 

certain that that’s the case.  I think that certainly 

within a DCF calculation, it comes out that way.   

COMMISSIONER GIAMMARINO:   All right.   

DR. SAFIR:   A:   I’m not saying that it comes out that 

way when you look at it just -- and set it up over a 

long period of time.  I think when you look at a 

trend, you can infer a growth path from it.  In terms 

of return, it does colour your view.  Each year, 

however, may be on the assumption of no growth.  

You’re not going to get, however, a constant 

calculation across years.  They change empirically.  

And looking back at that, that does give you some 

information.  That’s all I’m saying.   
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COMMISSIONER GIAMMARINO:   Okay.  I’ll move on.  The other 

thing about comparable earnings is to use that as a 

model of investor expectations for Fortis, we would 

have to assume as well that the risk of all the sample 

firms that you’re using is the same.   

DR. SAFIR:   A:   Yes.  Well, is reasonable to use in 

calculating it out.  The same way we need to assume 

that the sample firms for CAPM are comparable, if you 

will.  The idea of a comparable earnings test is, 

you’re using a much wider data base, but you are 

looking to find firms that have comparable risk.   

COMMISSIONER GIAMMARINO:   Yeah.  I don’t think --  

DR. SAFIR:   A:   There is some, there is some element to 

try and do that, and you know, you do that typically 

by looking at elements of risk and putting the same 

companies into a pile.  They’re just non-regulated.  

And starting with the data bank that tries to match 

off the risk of the company to which you’re trying to 

apply it.  That’s why you get a bigger data bank but 

it’s just different.   

COMMISSIONER GIAMMARINO:   I apologize for interrupting.  

But strictly speaking, again, the conceptual basis for 

what you’re doing is that you’ve looked at them, 

they’re comparable, and so we’re taking the cash flows 

as they’re going to continue, and we’re going to 

discount them.  That’s basically -- that’s where the 
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price comes from.  And that discount rate has got to 

be the same for all of them.   

DR. SAFIR:   A:   Yeah.  

    Proceeding Time 11:58 a.m. T36 

COMMISSIONER GIAMMARINO:   And so the risk has got to be 

the same for all of them.  Again I’m not judging the 

validity of this.  It’s a critical assumption. 

DR. SAFIR:   A:   Yeah, I hear what you’re saying.  I 

think that -- I’m not sure that the cash flow would 

have to be the same for all of them.  Empirically 

that’s clearly not going to be the case. 

COMMISSIONER GIAMMARINO:   No.  Sorry, the growth is what 

I meant. 

DR. SAFIR:   A:   Yeah, you’re looking for similar -- 

you’re giving it a similar growth, and it’s going to 

be relatively low of course.  You know, when you take 

an historical group of utilities you’re not 

necessarily looking at big growth anyway because -- on 

the dividend side. 

COMMISSIONER GIAMMARINO:   Right.  Right.  And that raised 

another point in your analysis.  You’ve got these 

analysts’ forecasts of growth for different companies, 

and I think there’s been a lot of discussion about how 

these might be holding companies and they’re not all 

regulated.  Have you given some thought to how you 

would adjust the growth numbers that you have from the 
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analysts for the growth of the regulated?  And I guess 

if I can add to that, to the market values that you’re 

thinking of for the comparable earnings, it’s also 

true that there’s going to be growth options embedded 

in that. 

DR. SAFIR:   A:   Right.  I have not given any thought to 

how you would do that.  I think you might be able to 

do it based on individual analysts’ reports because 

sometimes they do report on various different aspects 

of the asset base of the company.  But again I think 

that’s -- it’s difficult to do and requiring it would 

limit your database quite substantially.  

  Alternatively it’s something that, you 

know, over time one could recommend to analysts that 

they put in a section that does that because those of 

us who play in this area could sure use it.  It would 

be nice to have those break-outs. But I don’t see them 

on any uniform basis.   

COMMISSIONER GIAMMARINO:   Okay.  You talk about the 

influence of the U.S. in the cost of capital for 

Canadian regulated firms, and I could refer to 

specifics but it’s more of a general point, if that’s 

okay.  Now, how did you include that?  If you could 

just remind me of what you did to include the 

influence of the U.S. in the cost of capital in 

Canada. 
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DR. SAFIR:   A:   Oh, I simply made the assumption that 

the capital markets influence one another, and looked 

at the long rates for both the U.S. and Canada and 

ascertained that they were relatively the same, 

relatively close in terms of a forecast track.  And I 

perhaps unfairly attribute the size of the United 

States and the size of Canada in my calculations.  We 

are a very large capital market and what gets done in 

the United States by the Federal Reserve does leak 

across borders, the Canadian border very readily.  So 

I don’t believe that you can successfully run a 

completely independent monetary policy, if you will, 

by insulting yourself completely from the U.S. capital 

market, and your long range didn’t exhibit that sort 

of isolation.   

  So in general it’s my belief that the U.S. 

is an elephant when it comes to Canada in terms of its 

financial structure, and the Canadian rates, while 

they are independently driven, are not solely 

independent from the activities that the U.S. is 

undertaking to artificially depress the rate 

structure.   

COMMISSIONER GIAMMARINO:   Mr. Chairman, I just have a few 

more questions.  I know we’re after 12.  Is it okay if 

I kind of -- 

THE CHAIRPERSON:   Go ahead. 
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COMMISSIONER GIAMMARINO:   Yeah, thanks.  Near the end of 

the morning you were asked to consider a two-stage 

instead of this weighted average growth number.  Now, 

you’ve got five-year forecasts, annual forecasts, I 

think. 

DR. SAFIR:   A:   Yes, I believe so. 

COMMISSIONER GIAMMARINO:   So I was a little surprised at 

your reluctance.  Wouldn’t it be natural to assume 

that you’d used that for the first five years and the 

GDP growth thereafter? 

DR. SAFIR:   A:   I really haven’t thought about it.  I 

would not use them for five years.  I think that 

there’s an optimistic bias in analysts’ forecasts.  I 

think there is substantial -- at least certainly some 

evidence of that.  There is selective bias.  People 

don’t like to cover negatives.  They like to cover 

positives.  People like inside information.  They 

don’t get it if they’re negative.  I think that we’ve 

recently, as recently as 2000 have imposed new rules 

on analysts that are part of investment banking 

houses.  As to what they can and can’t look at because 

they’ve been too optimistic. 

    Proceeding Time 12:02 a.m. T347 

  So I am not sure where it would come out.  

And that was my reluctance to provide the IR, was I’m 

not sure I would use five years.  I would probably use 
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a shorter period of time, but I’d have to look at it.   

COMMISSIONER GIAMMARINO:   Okay, to be clear, I think I 

understood when I saw that weighting that what you 

were doing was simplifying the calculation, that I'm 

going to expect this for five and then I’m going to 

expect GDP forever.  That’s not what you did.  You’re 

actually putting an implicit weighting on the 

analyst’s forecast, I guess, and maybe not the GDP 

forecasts? 

DR. SAFIR:  A:    Well, no, I’m not. 

COMMISSIONER GIAMMARINO:   It’s a relative weight. 

DR. SAFIR:  A:    They would be a relative weight, but, 

yes, I would be putting a weight on the extent to 

which I relied on the analyst forecast and I 

personally probably wouldn’t go out the five years 

just because the analyst did.  You know, if want to 

limit it that way you can certainly do it.  As I say, 

the model is not difficult, it’s just how I would use 

it would probably differ from -- that’s one assumption 

that would have to be clarified.  

COMMISSIONER GIAMMARINO:   You’d mentioned you’d have to 

make many other assumptions.  I’m trying to think of 

what they might be? 

DR. SAFIR:  A:    Oh, I was just thinking in terms of 

three stages and in terms of when I would kick in the 

various different stages. 
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COMMISSIONER GIAMMARINO:   Okay.   Now, you were here 

yesterday where we heard a discussion on use of the 

CAPM.   

DR. SAFIR:  A:    Yeah. 

COMMISSIONER GIAMMARINO:   And that the CAPM should be 

given little or not weight. You’ve give it one-third 

weight.  

DR. SAFIR:  A:    That’s correct.  

COMMISSIONER GIAMMARINO:   So can you speak to that, why 

it’s not zero? 

DR. SAFIR:  A:    I do understand some of the criticisms 

and why, you know, empirical CAPMs perhaps differ, and 

you could -- again if you had -- if you wanted to 

specify some sort of several stage CAPM, an equation 

that would pick up, for example, size or other 

attributes that perhaps had a bearing on specific 

risk.  To my way of thinking, some of that is already 

picked up by the trend adjustment in the CAPM, and 

empirically you would have to look closer to see how 

much is missing.   

  As I understand most of the studies, they 

say well, CAPM picks up roughly 70 and you could get 

to 90 using some of the other adjustment techniques.  

Rather than do that, it’s one measure.  I have a DCF 

measure as well.  Averaging the two of them, I think, 

handles that problem.  You are not then relying solely 
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on a CAPM, you are relying on that plus you are 

relying on a DCF, you are relying on another measure 

as well, in my case a comparable earnings.  So I think 

that covers some of the problems with the CAPM. 

  In the first instance the adjustments to 

the average covers some problems.  We are not looking 

at raw betas, we are looking at modified trended 

betas.  Two, you are looking realistically, as I 

understand the literature, at only about 20 percent 

additional variance from some of these other measures.  

Some of them have them a little more, some of them 

have them a little less, and as you point out, there 

are one or two types of approaches that you can use, 

one or two variables that pick up most of that.   

  You could do it.  I’m not aware of too many 

people who do it in a regulatory context and the 

averaging that I’ve suggested, I think, covers 

whatever bias might be in the CAPM when you get to a 

recommendation for an ROE. 

COMMISSIONER GIAMMARINO:   Thank you, that’s good.   You 

do, recognize that we’ve been presented with various 

ways from zero up -- on how much weight to put on 

these different models, and the judgment, I guess, 

across those is the judgment that you referred to in 

your opening remarks, that we have to pass that kind 

of judgment.  And I guess I would ask you then, the 
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discussion and the argument and the literature that 

will naturally come out of that, to inform that 

judgment, that’s not part of the bells and whistles 

that you referred to, I take it. 

DR. SAFIR:  A:    No.  No, the bells and whistles I think 

are -- refer to tweaking CAPM, to arbitrarily trying 

to -- first calculating the CAPM and then saying, 

“Well, I’m going to add another hundred basis points.” 

COMMISSIONER GIAMMARINO:   I see. 

DR. SAFIR:  A:    And if you don’t allow me to add in a 

comparable earnings component, then I’m going to add 

in like 150 basis points.  

COMMISSIONER GIAMMARINO:   I see.  

Proceeding Time 12:07 p.m. T38 

DR. SAFIR:   A:   That, to me, is arbitrary and I see no 

reason for it.  You know, if you don’t like comparable 

earnings take it out of the mix and use the others.  

You know, in the case of my calculations, that would 

add maybe 50 basis points.   

COMMISSIONER GIAMMARINO:   Right.   

DR. SAFIR:   A:   Not much more than that.  But don’t go 

arbitrarily adjusting them, you know.  Either 

eliminate them or deal with what you have, but 

artificially adjusting them because you don’t like the 

results of them is, to me, less productive.  When you 

look at all of them and you get a number, you apply 
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your own judgment to that, and say, well, you know, 

this is the area where the fair return comes in and we 

make a judgment that we’re going to add or subtract 

from that.  But we have a way of which to review 

what’s been given to us that people can say, “Okay, 

yes, well, they accepted these items,” and at the end 

of the day they felt that a fair return adjustment was 

necessary of this amount.  Not that we tweak this 

model and we tweak that model and we ended up with a 

total here, and we don’t know really then, you know, 

what was your judgment and what was our judgment.  It 

makes the job a lot easier for us if we know what 

elements of the model are accepted.  That’s all.   

COMMISSIONER GIAMMARINO:   Okay.  Thank you very much, 

that was helpful.  That completes my questions.   

THE CHAIRPERSON:   Thank you, Commissioner Giammarino. 

  Mr. Hobbs, do you have any redirect?   

MR. HOBBS:   Sorry.  Sorry.  I have no redirect.   

THE CHAIRPERSON:   Okay.  Then, Mr. Safir, we’ll excuse 

you, but with our thanks.  Thanks for spending the 

time with us this morning and informing us.   

DR. SAFIR:   A:   Thank you, sir.   

(WITNESS ASIDE) 

MR. FULTON:   Mr. Chairman, just before we break, if I 

could ask counsel to remain behind so I can discuss 

some scheduling issues with them?   
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THE CHAIRPERSON:   Okay.  Fair enough.  It’s just about 10 

after.  We’ll meet at 10 after 1.  We’ll be back.   

 (PROCEEDINGS ADJOURNED AT 12:09 P.M.) 

 (PROCEEDINGS RESUMED AT 1:14 P.M.)  T39/40 

THE CHAIRPERSON:   Please be seated.   

MR. FULTON:   Mr. Chairman, before I turn the mike over to 

Mr. Bussoli, I would like to address the schedule for 

argument.  And I have spoken with counsel, and the 

proposal for argument is as follows.   

  That Fortis file its final argument on or 

before Thursday, January the 31st.  That the 

interveners file their final argument on or before 

Thursday, February the 14th.  And that Fortis file its 

reply argument on or before February the -- Monday, 

February the 25th.  So, I’m proposing that schedule for 

argument to the Panel.  That schedule assumes that we 

will be completed on Friday.   

THE CHAIRPERSON:   Okay.  We had a discussion on the 

proposed dates, and we are prepared to accept that.  

MR. FULTON:   Thank you, Mr. Chairman.  The other matter 

that I wish to address, and this is in the context of 

us being finished on Friday, is a start time for 

Friday.  And I’m suggesting that we start at eight 

o’clock on Friday morning.   

THE CHAIRPERSON:   That sounds absolutely scintillating.  

Yes.  We have also discussed that and we’re prepared 
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to be here at eight o’clock.   

MR. FULTON:   Thank you.  With those preliminary matters, 

Mr. Chairman, then I’ll turn the mike back to Mr. 

Bussoli.   

THE CHAIRPERSON:   Thank you, Mr. Fulton.  Oh, sorry.  Ms. 

Cheesman?   

MS. CHEESMAN:   Sorry.  Can I just confirm that Corix's 

argument is also due on the January 31st?   

THE CHAIRPERSON:   Oh, I guess it would be, yes.  Yes.  

MR. FULTON:   Yes.   

MS. CHEESMAN:   I thought so.  Just checking.   

THE CHAIRPERSON:   I’m not used to having two.   

MS. CHEESMAN:   Thank you.   

MR. FULTON:   And equally so, Corix’s reply would be due 

at the same time as the Fortis reply.   

THE CHAIRPERSON:   Yes.   

MS. CHEESMAN:   Yes.   

MR. FULTON:   Oh, and PNG as well.   

THE CHAIRPERSON:   If they -- yes.   

MR. FULTON:   Yes.  They would be the 31st of January.   

THE CHAIRPERSON:   The utilities -- the affected 

utilities.   

MR. FULTON:   Yes, the 25th of February.  Thank you, Mr. 

Chairman.   

THE CHAIRPERSON:   Thank you, Mr. Fulton.  Mr. Bussoli?   

CORIX MULTI UTILITY SERVICES INC. PANEL 
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 PAULINE M. AHERN, Resumed: 

MR. BUSSOLI:   Thank you, Mr. Chair. 

CROSS-EXAMINATION BY MR. BUSSOLI (Continued): 

MR. BUSSOLI:   Q:    Ms. Ahern, hello.  Yesterday we 

finished off with the Florida Public Service 

Commission’s formula, had a discussion on that.  Can 

you turn back to that, which is, for reference, found 

in Exhibit B2-7, PMA 10, page 8.  Summary of results.   

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   Do you have it?   

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Yesterday you walked us through the 

various components of the leverage formula, but I want 

to clarify a few points.  The terminology used to 

describe -- to distinguish between the 2011 and 2012 

formulas is a little confusing.  But it appears the 

2012 formula is referred to as the column "updated 

results".  And the 2011 formula is the "currently in 

effect column".  Is that correct ?  

MS. AHERN:   A:   Right.  That’s as I understand it, yes.   

MR. BUSSOLI:   Q:   Okay.  Can you clarify which column, 

then, shows the formula that is currently applied to 

the water and wastewater utilities?   

MS. AHERN:   A:   The column headed "currently in effect".   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   Let me see if I can find it.  They 
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determined -- maybe it’s in my testimony rather than 

looking in the order.  But they determined not to 

adopt the 2012 update, but rather to remain using the 

2011.  And I might be able to find the language. 

  Okay.  On page 18 of my evidence.   

MR. BUSSOLI:   Q:   Yes.   

MS. AHERN:   A:   Oh, I’m sorry.  Never mind.  I was 

wrong.   

MR. BUSSOLI:   Q:   Okay.  So, then, if it’s the column 

currently in effect, then we would use the 2011 

leverage formula about mid-way through the page there 

to apply to the water and waste water utilities. 

    Proceeding Time 1:19 p.m. T41 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   And what they’ve said was on page 3 of 

PMA 10?   

MR. BUSSOLI:   Q:   Yes. 

MS. AHERN:   A:   Under the chart it says they found, to 

paraphrase, that they found the 2011 formula more 

reasonable, the water, wastewater utilities, that it 

would continue to remain in effect until it’s 

addressed again in 2013. 

MR. BUSSOLI:   Q:   Okay.  Thank you.  Yesterday you 

stated the common equity ratio of the natural gas 

index is 48.94 percent.  Is that correct?  
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MS. AHERN:   A:   That was -- 

MR. BUSSOLI:   Q:   And I could take you to the transcript 

but -- 

MS. AHERN:   A:   No.  Yes, I did. 

MR. BUSSOLI:   Q:   Okay. 

MS. AHERN:   A:   And that was relative to the updated 

formula, right.  

MR. BUSSOLI:   Q:   Okay.  Then could you let us know what 

the common equity ratio of the natural gas index for 

the 2011 leverage formula, the current main effect? 

MS. AHERN:   A:   I don’t have it with me now.  I can 

provide it. 

MR. BUSSOLI:   Q:   Sure, then if we can do that by way of 

undertaking. 

MS. AHERN:   A:   Okay.  Would you like me to provide the 

entire order from 2011? 

MR. BUSSOLI:   Q:   Yes. 

MS. AHERN:   A:   Okay.   

Information Request  

MR. BUSSOLI:   Q:   So the adjustment to reflect required 

equity is calculated to account for the difference 

between the common equity ratio of the natural gas 

index at 48.9 percent and the common equity ratio of 

the water or wastewater utility.  Is that correct? 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   So would you agree with me that this 
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adjustment is not an adjustment for small size but one 

that accounts for a difference in equity thickness 

between the utilities? 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   Now, the 2011 leverage formula in the 

bottom half of the page reads: 

“Return on common equity equals 7.13 percent 

plus 1.610 divided by ER…” 

 which is equity ratio.  Can you explain how the values 

of 7.13 percent and the 1.610 are derived?   

MS. AHERN:   A:   If I had the spreadsheet I could.  I 

believe we responded to an IR on that.  In Exhibit B2-

9, the response to 21.1, explains how the formula -- 

how that’s calculated.  There is a leverage graph on 

page 4 of PMA 10.  I’m sorry, on page 3.   

MR. BUSSOLI:   Q:   Yes.   

MS. AHERN:   A:   And it is the formula that plots that 

line.   

MR. BUSSOLI:   Q:   So is there a way to go from the 

components in the currently in effect column to the 

2011 leverage formula currently in effect calculation 

that you’ve provided on the return on common equity, 

or is that just simply done by going to the 

spreadsheets that you referred to? 

MS. AHERN:   A:   Could you please repeat the question? 

MR. BUSSOLI:   Q:   So if we look at the column on the 
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summary of results page, currently in effect on the 

right side there, that column, is there a way -- or 

can you explain how you’d go from that column to the 

2011 leverage formula for the return on common equity?  

Like, how do those numbers lead to that calculation on 

the 2011 leverage formula currently in effect return 

on common equity?   

MS. AHERN:   A:   Not without looking at the spreadsheet.   

MR. BUSSOLI:   Q:   Okay, so you used the spreadsheet to 

get from that set to -- 

MS. AHERN:   A:   I don’t. 

MR. BUSSOLI:   Q:   Oh.   

MS. AHERN:   A:   Florida uses that sheet. 

MR. BUSSOLI:   Q:   Right. 

MS. AHERN:   A:   But they use it, they have a spreadsheet 

and they have an analysis that plots the line.  And if 

you look at the chart you’ll see that for 2011 that at 

40 percent it is between 11 and 11 and a half, or 

approximately 11.16, on the left-hand side.  Left 

axis.  And then at 60 percent, about halfway through  

-- it’s actually -- it’s not 8.74, but it’s something 

slightly higher than 9.5.   

Proceeding Time 1:25 p.m. T42 

MR. BUSSOLI:   Q:   Okay.  Did you mean to say that the 

range of common equity ratios are between 40 and 100 

percent, rather than 40 and 60 percent yesterday?   
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MS. AHERN:   A:   I’m sorry.  You’re correct.  You’re 

correct.   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   Right.  The 8.74 would be at the end  -- 

on the right axis.  Right.   

MR. BUSSOLI:   Q:   Okay.  In your response to IR 45.1, 

which is page 18 of Exhibit B2-10, in the third 

paragraph --  

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   -- near the bottom of the page.  You 

provided detailed information on the various premiums 

authorized in the 2012 Florida formula.  Is that 

correct?   

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Okay.  And you state the 50 basis 

points size premium, the 59 basis points with a bond 

yield differential, a private placement premium of 50 

basis points, and a 115 basis points premium to 

reflect a 40 percent equity ratio.  And then you 

aggregate these premiums, is that correct?  

MS. AHERN:   A:   Yes.  That’s the 2.64, yes.   

MR. BUSSOLI:   Q:   So would you agree that the sum of 

these premiums should be 274 basis points instead of 

264?   

MS. AHERN:   A:   Oh, possibly.  Yes.   

MR. BUSSOLI:   Q:   And what is your objective when you 
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aggregate all these premiums together?   

MS. AHERN:   A:   The point was to inform the Commission 

and respond to the IR, that in the aggregate for a 

utility with a 40 percent equity ratio, that the 

aggregate increment over the results for the gas index 

were 274 basis points.   

MR. BUSSOLI:   Q:   Okay.  So you have -- earlier you 

agreed that the adjustment to reflect required equity 

is not a small-sized premium.  Of the remaining three 

premiums, would you agree with me that only 50 basis 

points are related to the size of the utility?   

MS. AHERN:   A:   No, I think I said yesterday that part 

of the reason they give the 50 basis point bond 

private placement premium, and the 59 basis point bond 

yield differential, is because they have assumed that 

the small utilities -- the small water and wastewater 

utilities in Florida, have a Triple-B bond rating 

where the proxy group, I believe, has something in the 

A category.  And also because of their size, they 

would have difficulty placing debt publicly. 

  So they are to reflect the size as it 

affects the creditors, and the 50 basis points you’re 

referring to is a specific -- it is a specific 

adjustment to the ROE.  But taken together, they are 

really reflective of the small size of those 

utilities.   
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MR. BUSSOLI:   Q:   If you turn to your response to IR 

41.4, for example, which is at page 10 of Exhibit B2-

10, you state: 

“While the Morningstar study implies that a 

size premium of 4.36 percent is applicable 

to all of these projects, the Commission 

must further determine whether there remain 

any other unique risk factors to be taken 

into account.” 

  So would you agree with me that the 

premiums that account for illiquidity of debt and 

differences in credit quality in the Florida formula 

may in fact reflect these other unique risk factors 

that you suggest be taken into account when 

determining the appropriate equity risk premium over 

the benchmark utility ROE?   

MS. AHERN:   A:   They may.   

MR. BUSSOLI:   Q:   Can you explain that?  Or --  

MS. AHERN:   A:   Well, the Morningstar 4.36 is 

specifically a size premium which is meant to be added 

to a return on equity.  And the two other adjustments, 

the private placement and the bond yield differential 

premium in Florida would fall into another unique risk 

characteristic. 

    Proceeding Time 1:30 p.m. T43 

MR. BUSSOLI:   Q:   Okay, thank you.   
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  Turning to page 16 of your direct 

testimony, which is at Exhibit B2-7, PMA-16, you 

describe a hypothetical scenario where the specific 

utility for which an allowed ROE is being set would 

fall in the tenth decile of the Morningstar study 

based on market capitalization, and the benchmark 

utility would fall in the fifth decile.  Is that 

correct? 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   And you would agree then that the 

appropriate size premium for the specific utility in 

this example, based on the Morningstar study, is 4.36 

percent.   

MS. AHERN:   A:   Yes, it’s the difference between the 

premiums that are applicable to the fifth and the 

tenth decile.   

MR. BUSSOLI:   Q:   Would you agree that the comparable 

size premium for the same scenario but based on the 

Duff & Phelps study is then 3.89 percent?   

MS. AHERN:   A:   Yes, I would. 

MR. BUSSOLI:   Q:   Would you agree then that based on the 

estimated market capitalization, small utilities like 

the neighbourhood utility service at UniverCity  and 

the River District Energy Utility are concrete 

examples of B.C. utilities that would fall into 

Morningstar’s tenth decile?   
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MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Would you agree that based on the 

estimated market capitalization, FEI, the benchmark 

B.C. utility, would fall in the fifth decile of the 

Morningstar study?   

MS. AHERN:   A:   That I’m not sure of.  You asked me an 

IR about that.   

MR. BUSSOLI:   Q:   I think it was IR 13.2.3. 

MS. AHERN:   A:   It was 15? 

MR. BUSSOLI:   Q:   13.   

MS. AHERN:   A:   13.  Okay, well, I’d also note that in 

13.2.2 I said that UniverCity  would fall in with the 

tenth decile but falls at the bottom of it, which is 

called 10Z by Ibbitson.   

MR. BUSSOLI:   Q:   Right.   

MS. AHERN:   A:   And you are referring me to the 13-2.3?   

MR. BUSSOLI:   Q:   13, yes, .2.3.   

MS. AHERN:   A:   Yes, based on the figures there it would 

fall into the fifth decile. 

MR. BUSSOLI:   Q:   Okay, so is it fair to that for small 

utilities like the UniverCity  and River District 

energy utilities, you would recommend size premiums in 

the range of 3.89 to 4.36 percent? 

MS. AHERN:   A:   No. 

MR. BUSSOLI:   Q:   Based -- no? 

MS. AHERN:   A:   No.  What I have said is that if you’re 
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only going to use market capitalization, and that’s 

the hypothetical presented here, an indication of the 

magnitude is 3.89 to 4.36.  You also have the 

opportunity with the Duff & Phelps to go even more 

granular, as I explained yesterday.  They have -- 

which would likely raise that 3.89.  They have 

regression, have calculated the regression formula so 

that you can put into as the unknown the actual 

estimated market capitalization or whatever other size 

factor you choose, and derive a company-specific 

rather than placing it in a general decile.  You can 

calculate a company-specific premium would be the 

difference.   

  I wouldn’t propose, and I’m not proposing 

in the framework I’m suggesting, that we look at 

market capitalization alone.  I’m suggesting that we 

also look at the other factors that are in the Duff & 

Phelps size and risk premium studies.  So I would not 

recommend those to -- if I were basing them solely on 

market capitalization, I would say that that’s just an 

indication of the magnitude. 

MR. BUSSOLI:   Q:   Okay.  Compared to the Florida water 

and wastewater utilities for which the Florida formula 

is used, would you say that the UniverCity  and River 

District energy utilities are larger than the Florida 

water and wastewater utilities?   
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MS. AHERN:   A:   I can’t confirm that without looking at 

the information for the water and wastewater.  I know 

I provided some to you about the size relative to the 

water and wastewater, but I don’t believe I provided 

any specific information relative to Corix’s 

utilities.   

MR. BUSSOLI:   Q:   Yeah, I think in response to IR 18.2 

and 18.2.1, you --  

Proceeding Time 1:35 p.m. T44 

THE CHAIRPERSON:   Do you have a page on that?   

MR. BUSSOLI:   Twenty-six.   

MS. AHERN:   A:   Okay.  I said that they were larger, 

then, yes.   

MR. BUSSOLI:   Q:   Okay.  So if the Florida water and 

wastewater utilities are smaller than these two small 

B.C. utilities, and since the small Florida utilities 

are only based -- are only allowed a 50 basis points 

size premium, can you explain on what basis a size 

premium in the range of 389 to 436 basis points would 

be justified for the UniverCity  and River District 

Energy utilities?   

MS. AHERN:   A:   As I said yesterday, it’s my opinion, I 

do not know how Florida has determined the 50 basis 

points.  I don’t know if it’s ad hoc.  I don’t know 

the empirical support behind it.  But both the Duff & 

Phelps studies, and the Morningstar studies, have 
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empirically determined what the size premiums should 

be based upon actual returns for the different deciles 

and different rankings, actual realized market 

returns, versus a return expected by a countdown.  

There is more empirical support in my opinion for the 

4.36 and 3.89.   

MR. BUSSOLI:   Q:   Okay.  Then why should this Commission 

prefer the Florida regulatory approach over the 

empirical studies of Morningstar and the Duff & Phelps 

studies?   

MS. AHERN:   A:   Did you say why should they prefer it?   

MR. BUSSOLI:   Q:   Why shouldn’t this Commission prefer 

the Florida regulatory approach over the empirical 

studies like Morningstar and Duff & Phelps.   

MS. AHERN:   A:   Personally, I feel they shouldn’t prefer 

it, because it is less granular.  It is -- I have no  

-- I’ve presented no empirical support for it, and I 

don’t know what it is.  And I believe that they should 

rely on the Duff & Phelps and the Morningstar for the 

reasons I just said in the previous response. 

  Having said that, I also realize that they 

need to exercise their own informed expert judgment 

and balance the interests of all parties, and meet the 

fair rate of return standards and it’s certainly 

within their purview to make their own informed 

choice.  My recommendation is that they not use the 50 
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basis points.   

MR. BUSSOLI:   Q:   Okay.  If we turn to Exhibit B2-10, 

there is an attachment, 41.6, and I have copies for 

the panel.  I believe I gave your counsel a copy 

yesterday for your ease of reference, because it’s a 

small --    

MS. AHERN:   A:   Oh.   

MR. BUSSOLI:   You can provide her with another one.  

 Q:   Oh, he may not provided it to you.  It’s your own 

evidence.  No, it’s already happened. 

  It’s Exhibit B2-10, attachment 41.6.   

THE CHAIRPERSON:   What was that again?  Attachment --  

MR. BUSSOLI:   Attachment 41.6.   

THE HEARING OFFICER:   It’s a witness aid, not an exhibit.   

MR. BUSSOLI:   No, it’s already listed as a --  

THE CHAIRPERSON:   Yes, I see it.   

MR. BUSSOLI:   Q:   This document lists all the 

applications in which you have filed a cost of capital 

testimony since January 1st, 2000.   

MS. AHERN:   A:   Correct.  

MR. BUSSOLI:   Q:   Is that correct?  Would you agree 

that, subject to check, there are approximately 250 

rate cases?   

MS. AHERN:   A:   I’ll clarify that.  There are 250 

testimonies there.  Some of them are rebuttals, or 

sur-rebuttals.  They’re -- so they may not represent 
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250 specific proceedings.   

MR. BUSSOLI:   Q:   Right.  The response to IR 35.9 you 

provided indicates that you have proposed a size 

adjustment based upon the Morningstar study in nearly 

all rate cases in which you have been involved.  Is 

that correct?   

MS. AHERN:   A:   I have evaluated size.  As I said 

yesterday, sometimes I have proposed a size premium if 

the disparity was great enough.  Sometimes I have not, 

if they have been of similar size, and sometimes I 

have proposed a negative size adjustment if my client 

utility was larger.   

MR. BUSSOLI:   Q:   Would it be fair to say, therefore, 

that you have proposed a size adjustment based on the 

Morningstar study in close to 250 rate cases since 

2000?  Or, subject to your qualification, there.   

    Proceeding Time 1:40 p.m. T45 

MS. AHERN:   A:   The way I would phrase it would be that 

I have proposed a size adjustment in nearly all of 

them.  I do have some clients that are so similar in 

size to the proxy company, I don't know the number 

offhand, that I do not propose a size adjustment in 

those cases.  And sometimes I do propose negative size 

adjustments.  But I always evaluate size, whether a 

specific size adjustment is presented.  Sometimes it’s 

size included with other significant risks that would 
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warrant an extra risk premium increment.  But I always 

evaluate size.   

MR. BUSSOLI:   Q:   Okay, and you state in response to IR 

41.6 that this document, the attachment 41.6 shows 

which jurisdictions you’ve allowed a size adjustment 

to the cost of equity, correct? 

MS. AHERN:   A:   In this time period, yes. 

MR. BUSSOLI:   Q:   Yeah.  Sorry? 

MS. AHERN:   A:   I was saying in this time period.  But I 

also note that the majority of these cases where there 

is no size adjustment, many of them are settled.  

They’re either what we call black box settlements 

where the ROE is not specified, or there is just a 

settlement on an ROE without any discussion of how the 

ROE was arrived at.   

MR. BUSSOLI:   Q:   Okay.  So if we continue to look at 

that attachment, the third column from the right is 

entitled Business Risk Adjustment Adopted? 

MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   And this does not refer to a size 

adjustment per se.  Is that correct?   

MS. AHERN:   A:   Well, I can tell you for the ones where 

there are basis points listed, they were definitely 

size adjustments.  I classify it, I put noted as a 

business risk adjustment due to smaller relative size.     

MR. BUSSOLI:   Q:   Okay, so could this business risk 
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adjustment, when adopted, have reflected a variety of 

risk factors that may or may not have included size as 

a factor?   

MS. AHERN:   A:   Not for these companies, no. 

MR. BUSSOLI:   Q:   Okay, if we look at the occurrence of 

these adjustments, in response to IR 42.6 you state 

that the size premiums have been adopted in the states 

of Delaware, Minnesota, Florida, South Carolina, 

Pennsylvania, and Kentucky, and that in each of those 

cases the utility presented the size premium based 

upon the Morningstar study.  Did you mean to say that 

a business risk adjustment has been adopted in those 

jurisdictions rather than a size premium?   

MR. AHERN:   A:   No.  As I said earlier, I classify the 

business risk adjustment due to size.  I know that all 

of these -- I have not testified in Minnesota.  A 

colleague of mine has.   

MR. BUSSOLI:   Q:   Okay. 

MS. AHERN:   A:   And I do know that the business risk 

adjustments that were adopted in every single one of 

those states were directly related to size only.   

MR. BUSSOLI:   Q:   Thank you.  And you would agree that 

only seven out of however many rate cases in which you 

recommended a size premium based on the Morningstar 

study have resulted in a business risk adjustment 

being adopted?   
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MS. AHERN:   A:   Yes, and to my recollection it’s not the 

Morningstar study that has been rejected.  It’s been 

willingness to adopt a size premium. 

MR. BUSSOLI:   Q:   Okay.  Isn’t it fair to conclude from 

the attachment that regulatory support for the 

Morningstar empirical results is minimal?   

MS. AHERN:   A:   Can you repeat that, please? 

MR. BUSSOLI:   Q:   Is it fair to conclude from the 

attachment 41.6 that regulatory support for the 

Morningstar empirical results is minimal?   

MS. AHERN:   A:   I would put it -- I would say yes but.  

I would put it in terms of that support for a size 

premium is minimal. 

MR. BUSSOLI:   Q:   I'm sorry, could you repeat that? 

MS. AHERN:   A:   I’m sorry.  I said I would put it in 

terms of that support, regulatory support for a size 

premium is minimal. 

MR. BUSSOLI:   Q:   Also in response to IR 42.6 you state 

that it cannot always be determined from the 

Commission decisions how the Commission arrived at its 

determination of a size premium.  Given the data on 

the attachment, isn’t it fair to also say that it 

cannot be determined if the adjustment is related to 

size at all?      

Proceeding Time 1:45 p.m. T46 

MS. AHERN:   A:   Wait a minute.  Can you please point me 
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to that?  

MR. BUSSOLI:   Q:   Sure, sorry.  42.6, there was your 

response.  Which is page 13.   

MS. AHERN:   A:   Okay.  So could you repeat your 

question, please?  

MR. BUSSOLI:   Q:   So, given the data on the attachment, 

isn’t it fair to also say that it cannot be determined 

if the adjustment is related to size at all?   

MS. AHERN:   A:   No.  What I meant by that is, I know at 

least in one of these cases one of the intervening 

parties presented a size premium as well.  And I 

believe that the size premium was maybe an averaging 

of those two.  So, they said that we’re going to allow 

a size premium of X, or, if I recommended 50 or 100 

basis points, they may have then said, “We’re going to 

-- well, we don’t believe it’s a hundred, we’re going 

to recommend -- you know, we’re going to adopt 75.”  

But they haven’t really spoken to, you know, the 

Morningstar study.  In some cases they say we’re just 

not going to adopt any.  That’s why it’s not always 

clear how they determine it.   

MR. BUSSOLI:   Q:   Right.  If we -- but that’s only in 

one case.   

MS. AHERN:   A:   That’s one I can recollect.  These 

others I would suspect, knowing the cases, I was the 

only one who recommended a size premium and mine was 
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adopted.   

MR. BUSSOLI:   Q:   Okay.  If we now turn to the magnitude 

of these business risk adjustments, will you agree 

that in six of seven identified cases, the risk 

adjustments have ranged between 35 to 75 basis points?   

MS. AHERN:   A:   I see 50 to 75.  Oh, I’m sorry.  I 

didn’t see the second side.  Yes.  I didn’t realize it 

was a two-sided copy.  

MR. BUSSOLI:   Q:   Okay.  And can I ask you by way of 

undertaking if in each of the seven cases, can you 

provide a table that compares the level of size 

premium you recommended based on the Morningstar study 

with the level of business risk adjustment that was 

ultimately approved by the regulator?   

MS. AHERN:   A:   The level of size premium I recommended 

--  

MR. BUSSOLI:   Q:   Yes.  Based on the Morningstar study.   

MS. AHERN:   A:   And adopted.   

MR. BUSSOLI:   Q:   With the level of business risk 

adjustment that was approved by the regulator, or 

adopted by the regulator.   

MS. AHERN:   A:   Sure.   

Information Request  

MR. BUSSOLI:   Q:   Also as part of that undertaking, can 

you explain the differences between your recommended 

size premium and the authorized business risk 
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adjustment?   

MS. AHERN:   A:   In terms of the difference in the 

magnitude?  Or the difference in the terminology?   

MR. BUSSOLI:   Q:   Or why there is any difference at all.   

MS. AHERN:   A:   In -- okay.  Between what I recommended 

and what was adopted.   

MR. BUSSOLI:   Q:   That’s correct.   

  Are you familiar with the equity risk 

premiums that have been approved by the B.C. Utilities 

Commission on some recent thermal energy projects?   

MS. AHERN:   A:   On some.   

MR. BUSSOLI:   Q:   And again, turning back to attachment 

41.6, from that list we see that there is a range of 

business risk adjustments between 35 and 75 basis 

points.  Do you agree that this range is similar to 

the equity risk premiums that have been recently 

approved by the B.C. Utilities Commission?  

MS. AHERN:   A:   I am aware -- I don’t know how recently, 

but I am aware of 50 basis points and I am aware of 

100 basis points.   

MR. BUSSOLI:   Q:   Okay.  So, are you aware the Corix 

UniverCity  was approved at 50 basis points --    

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Or with a premium.  And that River 

District was approved with the 50 basis points 

premium?   
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MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   And an older example is Central Heat 

with a 50 basis point premium?   

MS. AHERN:   A:   I will accept that, subject to check.   

MR. BUSSOLI:   Q:   Okay.  And in addition, are you aware 

that FortisBC Alternative Energy Services currently 

has two applications before the Commission in which it 

is also asking for a 50 basis points equity risk 

premium over the benchmark utility, and those projects 

are the TELUS Garden, and the Kelowna District Energy 

System. 

MS. AHERN:   A:   I’m aware of the first part --  

MR. BUSSOLI:   Q:   The TELUS Garden?  

MS. AHERN:   A:   No, no.  That they have two 

applications.  I’m not aware of what they’re 

requesting for a size premium.   

    Proceeding Time 1:50 p.m. T47 

MR. BUSSOLI:   Q:   Right.  Fair enough.  In IR 41.4, 

which is Exhibit B2-10, under the assumption that if 

most of the small utilities would fall under the 

Morningstar’s tenth decile and the benchmark utility 

would fall in the fifth decile, you state that an 

upper limit of 4.36 percent premium could apply.  You 

would agree that this equates to 436 basis points -- 

MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   -- as the premium?  And you would also 
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agree that this is significantly higher than the 35 to 

75 basis points range adjustment that had been allowed 

by some of the public utility commissions in the U.S.? 

MS. AHERN:   A:   Yes.  But as I’ve said, the 4.36 in my 

opinion is just an indication of the magnitude of a 

possible size premium and just indicates how risky 

smaller companies are.  The actual size premium that 

is recommended or that is adopted by any commission is 

really a matter of informed expert judgment.  Whether 

or not it would result in just and reasonable rates 

for all parties,  you know, in my opinion if right now 

we’re recommending -- or Fortis is recommending a 10.5 

percent return on common equity, I mean if you add 436 

basis points to that you’re going to get 486 -- 14, 

I’m sorry, 14.86 percent return on equity.  

  Now, 4.36 may be what the empirical data 

show, may not be what investors are expecting or would 

require as a size premium.  And if anybody brought a 

14.86 ROE to the table, that, even I who testified 

primarily for utilities, would say that is not just 

and reasonable, not given these economic and market 

conditions.  It’s just there as a guideline, and what 

I’m proposing is really just a framework for 

determining what it might be, an upper limit on what 

it could be, an indication of a way to measure how 

risky companies of varying small sizes are relative to 
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the benchmark. 

MR. BUSSOLI:   Q:   Yesterday I provided your counsel a 

copy of the Corix -- or an excerpt from the Corix 

Multi-Utility Service Inc. Neighbourhood Utility 

Service Inc. at UniverCity  Burnaby Certificate of 

Public Convenience and Necessity decision on the B.C. 

Utilities Commission.  It’s dated May 6, 2011. 

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

MR. BUSSOLI:   Q:   Did you get a chance to review that? 

MS. AHERN:   A:   Yes, I did.   

MR. BUSSOLI:   Q:   Would you also agree that in the case 

of -- or in that case the amount of 50 basis points 

premium was based not only on size but other factors 

such as construction costs and public acceptance risk? 

MS. AHERN:   A:   Yes.  I also want to point out there 

too, one other thing came to my mind in between your 

questions.  I believe I heard someone say yesterday 

that any order is not binding on any commission from 

any state, any country, any other province, or any 

previous order.  That they too, in my opinion, are 

guidelines for what has been done, what regulators 

have done, right or wrong.  But I do believe that, you 

know, my empirical framework provides a more granular, 

more empirical support for what a size premium might 

be.  And I will agree that those 50 basis points was 

awarded and it was based on factors other than size.   
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MR. BUSSOLI:   Q:   In your response to IR 35.9, and you 

can go there but I’m going to be brief on it, you 

state that you have not conducted a study of the 

application of the Morningstar and Duff & Phelps 

studies to utility ratemaking in Canada.  Does this 

mean that you’re not aware if the Morningstar and Duff 

& Phelps studies suggestion on the size premiums are 

applied anywhere in Canada? 

MS. AHERN:   A:   Part of that would be correct.  I’m not 

aware of any order that has used them, has relied on 

them, but I am aware that Ms. McShane discussed the 

Morningstar study in her testimony in this proceeding 

as a representative of indication of evaluating the 

magnitude of size premiums.     

Proceeding Time 1:55 p.m. T48 

MR. BUSSOLI:   Q:   Are you aware of any jurisdictions in 

Canada that operates with various small size 

utilities?   

MS. AHERN:   A:   I know Ontario does.  I would assume 

that there are small utilities in every province.   

MR. BUSSOLI:   Q:   And are you aware of whether any of 

those -- or are you aware of whether Ontario currently 

allows for a size premium spread?   

MS. AHERN:   A:   Not since you handed me something 

yesterday.   

MR. BUSSOLI:   Q:   Okay.  If we can turn to the first of 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1290 
 

 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. 

those two documents I handed to you yesterday, which 

is a report of the board of the OEB, dated December, 

2006.   

MS. AHERN:   A:   I have it.   

MR. BUSSOLI:   Q:   I’m just going to hand some up to the 

Panel.   

  Oh, yeah.  I might as well hand up this 

second one as well.  Sorry.   

  So if we turn to page 7 of the first -- the 

OEB report.  Which is the first page of that handout.  

About halfway through the page, it begins: 

“A distributor, regardless of size, when 

planning and making decisions to manage its 

business risk, will organize its financing 

in line with its business needs.” 

 And then further on, it says: 

“Utility size no longer represents an 

accurate proxy for risk.  As a result, there 

is a basis upon which ratepayers should be 

required to bear different costs associated 

with different capital structures on the 

basis of distributor size.”   

 Do you agree with the OEB’s conclusions?   

MS. AHERN:   A:   No.  I agree that’s what it says.   

MR. BUSSOLI:   Q:   And why not?   

MS. AHERN:   A:   I think their conclusions are 
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inconsistent with financial theory and with the 

empirical evidence.  I interpret this to mean that 

they believe that by adopting a capital structure with 

50 percent equity, that they have accounted for size.  

I don’t agree with that because capital structure is 

one measure of financial risk, but -- which is a 

portion of common equity risk, but it doesn’t tell the 

whole story.  And I really don’t want to disparage the 

board but, respectfully, I disagree with this.  And it 

flies in the face of the evidence I’ve put in in this 

proceeding.   

MR. BUSSOLI:   Mr. Chair, if we can mark that as the next 

exhibit, which I believe is A2-49.   

THE HEARING OFFICER:   A2-49.   

 (EXTRACT FROM ONTARIO ENERGY BOARD, REPORT OF BOARD, 

DECEMBER 20, 2006, MARKED EXHIBIT A2-49) 

THE CHAIRPERSON:   Thank you.  

MR. BUSSOLI:   Q:   If we turn to the second report, 

entitled “Renewing Ontario’s Electricity Distribution 

Sector:  Putting the Customer First,” also page 7 of 

that handout.  There is a graph that shows that there 

are a number of small LECs operating in Ontario.  And 

for example, the smallest one on the left of that 

graph is Hydro 2000 Inc., serving just 1208 customers.  

And I get that from the page 6, second to last 

paragraph.  Can you compare this LEC to the UniverCity  
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at full build-out?  In terms of the number of 

customers.   

MS. AHERN:   A:   What I’m checking is, I know I was asked 

a question about the full build-up.  I don’t recall 

whether I put anything in about customers.   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   Okay.  And I don’t want to say I don’t 

know, when I might know.   

MR. BUSSOLI:   Q:   Do you know generally if it’s smaller 

or larger?   

MS. AHERN:   A:   Generally, I do not.   

    Proceeding Time 2:01 p.m. T49  

MR. BUSSOLI:   Q:   Sorry, I missed that, did you not --  

MS. AHERN:   A:   I do not know the relative sizes 

generally, no.   

MR. BUSSOLI:   Q:   Okay, I just didn’t hear you.   

MS. AHERN:   A:   I’m sorry. 

MR. BUSSOLI:   Q:   Are you aware if any of these LDCs 

listed have an improved size premium?   

MS. AHERN:   A:   I am not aware, no.  But based on the 

A2-49, I think it may be a fair assumption to say that 

they do not. 

MR. BUSSOLI:   Okay, Mr. Chair, if we can mark that as the 

next exhibit, which I believe is A2-50. 

THE HEARING OFFICER:   A2-50. 

THE CHAIRPERSON:   Okay. 
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 (EXTRACT FROM "RENEWING ONTARIO'S ELECTRICITY 

DISTRIBUTION SECTOR:  PUTTING THE CONSUMER FIRST", 

MARKED EXHIBIT A2-50) 

MR. BUSSOLI:   Q:   At page 12 of your direct testimony, 

you state that the Morningstar study constructs decile 

portfolios of the companies contained in the New York 

Stock Exchange, the NYSE, AMEX and the NASDAQ national 

market.  And then in response to IR 13.4, you cite the 

study of size premiums for Canadian equities by 

Clemens Willem of Deloitte and Touché.  And you 

mentioned that this study was used by Corix and its 

CPCN application for UniverCity ?  Is that correct? 

MS. AHERN:   A:   Right, can you give me the exact?   

MR. BUSSOLI:   Q:   Sure. 

MS. AHERN:   A:   13? 

MR. BUSSOLI:   Q:   13.4. 

MS. AHERN:   A:   Okay, I am there.   

MR. BUSSOLI:   Q:   In that CPCN application, Corix cites 

the Canadian study, in addition to the U.S. studies.  

Is that correct? 

MS. AHERN:   A:   Correct.   

MR. BUSSOLI:   Q:   And in the application, Corix made the 

following statement which is found in the preamble to 

the IR 13.3 at the bottom of page 20.   

"The question arises as to whether findings 

from cost of capital studies within the U.S. 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1294 
 

 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. 

equity markets can be applied in Canada, 

given the Canadian equity market has a 

smaller population of entities and Canadian 

companies also tend to be smaller than the 

U.S. companies." 

 Are you now familiar with the Canadian study? 

MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   Okay, and you are aware then that this 

Canadian study includes all Canadian equities listed 

on the Toronto Stock Exchange as at December 31st 2007? 

MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   And then in IR 43.5, you were asked to 

use that Canadian study to recalculate the size 

premium that would indicate -- or that would be 

indicated for the same specific utility described 

earlier in our hypothetical scenario, where the 

benchmark B.C. utility falls in the fifth decile of 

the Morningstar study, and the specific utility falls 

in the tenth decile.   

  Now, when you use the Canadian study to 

calculate the appropriate size premium for this 

specific utility, you obtained an indicated size 

premium of 3.05 percent.  Is that correct? 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   And you would agree that this 305 

basis point size premium is significantly smaller than 
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the indicated size premium based on the Morningstar 

and the Duff & Phelps studies? 

MS. AHERN:   A:   Yes, but it is also not directly 

comparable, because it is based on information through 

2007, it is not based on information for the same time 

period.  I don’t recall -- it is from 1993 to 2007, 

whereas the Ibbitson study is from 1926 through 2011, 

and the Duff & Phelps is from 1963 through to 2011.  

So we are looking at several different time periods.  

I don’t know what it would be if it were calculated 

over comparable time periods. 

MR. BUSSOLI:   Q:   Okay, since the results are different, 

can you explain then why your proposed framework does 

not recommend using the Canadian based study or any 

Canadian based study? 

MS. AHERN:   A:   Well, because the only Canadian based 

study I am aware of is the Willem from Deloitte, and 

it ends in 2007.  So it is not contemporary, it is not 

current. 

MR. BUSSOLI:   Q:   Okay. 

MS. AHERN:   A:   If there were one, I would use that, if 

were aware of one.  

MR. BUSSOLI:   Q:   I am not aware of one, but others 

maybe --  

MS. AHERN:   A:   I checked.  I checked.  

MR. BUSSOLI:   Q:   Since the results are different, 
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please explain why you state in the response to 13.3.1 

that the size premium based on the Morningstar study 

does not need to be adjusted to take into account the 

differences between the Canadian and U.S. equity 

markets? 

MS. AHERN:   A:   Can you please repeat that?  I missed --  

MR. BUSSOLI:   Q:   Sure, in your response to IR 13.3.1. 

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   So, since the results were different 

there, can you explain why in that response you say 

that the size premium based on the Morningstar study 

does not need to be adjusted to take into account the 

differences between the Canadian and U.S. equity 

markets? 

Proceeding Time 2:06 p.m. T50 

MS. AHERN:   A:   It really isn’t based on -- well, not 

really the Wilhelm study directly.  But it’s my 

understanding that Canadian boards, commissions, will 

look to the United States markets.  We’ve had some 

discussion about it over the last couple of days.  And 

I believe that both Dr. Vander Weide and Ms. McShane  

-- I’m not sure about Dr. Safir or Dr. Booth, what 

proxy groups they used.  But the Fortis witnesses used 

proxy groups from the United States, U.S. companies. 

  I have also seen some orders, and I believe 

one of the things you passed to me refers to, you 
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know, the ability to use U.S. companies.  And 

therefore I don’t see any need -- if we’re going to 

use the United States companies as a proxy, I don’t 

see any need to adjust the U.S. data relative to the 

size studies for the Canadian markets.   

MR. BUSSOLI:   Q:   Okay.  If we turn now to a witness aid 

that I handed to you --  your counsel last night, 

entitled “Informed expert judgment”, which is simply a 

summary of certain responses to IRs. 

  Can I just hand these to --  

MS. AHERN:   A:   Oh, there it is.   

MR. BUSSOLI:   Q:   So this is just excerpts -- or just a 

handy aid on where we’ve got your responses --    

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   -- together, with respect to this 

subject.  You state the need to apply informed expert 

judgment in a number of instances in your responses to 

the IRs.  And in response to IR 43.1, you state that 

you apply your informed expert judgment based upon 

your 25 years of rate of return experience, your 

evaluation of current economic and capital market 

conditions, and your awareness of the need to balance 

the interest of both the investor and the ratepayers.  

  Can you illustrate for our hypothetical 

utility how your evaluation of the current economic 

conditions would affect the indicated 436 basis points 
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size premium based on the Morningstar study?   

MS. AHERN:   A:   Okay.  Well, I think I spoke to that a 

little earlier this afternoon, that if one were to add 

a 436 basis point small size premium to 

recommendations -- current recommendations, that 14.86 

percent return on equity recommendation is clearly out 

of the range of reasonableness.  

MR. BUSSOLI:   Q:   Right.   

MS. AHERN:   A:   Given current market conditions.  It 

would be onerous on ratepayers, definitely.  It may be 

what investors require, but there is a little bit of a 

disconnect and the professor may disagree with me.  

There is a difference between what investors require 

and what they’re going to expect, given the regulatory 

rate setting.  14.86 may be what investors would 

require, to invest in -- based on the market data. 

  But as soon as we move into the regulatory 

arena and apply it to a book value rate base, we 

switch gears.  We define in regulation that the fair 

return is the market-based cost of equity.  But as 

soon as it’s recommended as -- that a Commission allow 

a specific rate of return that has become an allowance 

for an opportunity to earn that return on book.  And I 

will recognize that even if 14.86 is proposed and it’s 

not adopted, even though it’s the market required, 

something less is going to be adopted and the utility 
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will still be able to attract capital. 

  Also, as a witness, I’m sensitive to 

credibility and integrity, and objectivity, and while 

this isn't objective --    

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   It would be subjective if I were to 

whittle it down from the 14.86.  But I think common 

sense, adhering to the standards of fair rate of 

return, just and reasonableness, demand that you 

wouldn’t propose a 4.36 common equity rate.   

MR. BUSSOLI:   Q:   Okay.  I think you were suspecting my 

next question is basically what would justify an 

increase or a decrease from the indicated size 

premium.   

    Proceeding Time 2:11 p.m. T51 

MS. AHERN:   A:   And as I said earlier, the 4.36 is 

really -- I’m kind of proposing two things.  One is 

the framework, an empirical framework with which to 

evaluate the potential magnitude of size.  It really 

serves more to show you relative size.  If you do it 

based on these regressions you may get a spectrum for 

Corix’s utilities.  They’re all different sizes.  

You’re going to get a different risk premium for each 

one and you’re going to be able to see on a relative 

basis which one is more risky, and then that will help 

inform your opinion. 
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  I think you’re also going to find that 

these ranges will indicate, personally, that I think 

50 basis points is not a sufficient premium for some 

of these utilities, and we’ll discover that in the 

next phase as we do the analysis.   

MR. BUSSOLI:   Q:   So in your response there, were you 

lumping the economic conditions with the capital 

market conditions as well, or was that separate?  So 

if I asked you now can you illustrate for a 

hypothetical utility how your evaluation of the 

current capital market conditions would affect the 

indicated 436 basics? 

MS. AHERN:   A:   That would involve being sensitive to a 

very volatile economic and capital market conditions 

and being sensitive to -- really being sensitive to 

ratepayers, and that utility being sensitive to all 

the -- everybody who operates, lives, does business 

within a jurisdiction including the utility that is 

doing business in that jurisdiction.   

MR. BUSSOLI:   Q:   Okay.  If you turn to your response to 

IR 42.3. 

MS. AHERN:   A:   Okay. 

MR. BUSSOLI:   Q:   You state there that you would assess 

recently authorized returns on common equity in 

addition to current economic and capital market 

conditions?   
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MS. AHERN:   A:   Yes.  That’s exactly, more succinctly 

saying what I was saying. 

MR. BUSSOLI:   Sorry, just to pause here, did you want to 

mark that as an exhibit?  Sorry.  Just going back to 

that handout Informed Expert Judgment.  That should be 

marked as the next exhibit which is A2-51.   

THE HEARING OFFICER:   Marked A2-51. 

 (WITNESS AID PREPARED BY COMMISSION STAFF ENTITLED 

"INFORMED EXPERT JUDGMENT, MARKED EXHIBIT A2-51) 

MR. BUSSOLI:   Q:   Sorry, Ms. Ahern.  Going back to your 

response there, can you clarify which utilities, if 

any, recently authorized ROEs that you refer to?   

MS. AHERN:   A:   I can’t refer to any specifically, but I 

would certainly look at recent trends in ROEs.  I 

would look at recent recommended ROEs that various 

parties are recommending.  In the United States the 

various commissions are very sensitive to what is 

being authorized by their fellow commissions. 

MR. BUSSOLI:   Q:   And how recent?   

MS. AHERN:   A:   They would be -- as current as I could 

get, I would say within six to twelve months.   

MR. BUSSOLI:   Q:   And which jurisdictions would you be 

looking at? 

MS. AHERN:   A:   Anybody who had orders in those months. 

MR. BUSSOLI:   Q:   And the size of the utility? 

MS. AHERN:   A:   In a general way, yes. 
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MR. BUSSOLI:   Q:   And do you know how many utilities?   

MS. AHERN:   A:   No.  I would be looking at regulatory 

research associates for electric and gas, and then my 

own knowledge of the water industry which -- there may 

have been 20-25 water orders in the last year.   

MR. BUSSOLI:   Q:   Okay, and how would you use this data 

on recently authorized ROEs to adjust your recommended 

size premium?   

MS. AHERN:   A:   Okay.  Electric utilities in the United 

States over the last year have earned approximately -- 

not earned, have been authorized I think approximately 

10.22 percent.  Given that, I know that 4.36 is just 

not -- the reason it was an outlier, therefore you got 

14.86 would definitely be an outlier.  I do not -- I’m 

also a rate of return expert, cost of capital expert.  

That’s what I primarily do.  I do not base my 

recommendations on what other jurisdictions allow.  I 

apply the same models and maybe others that have been 

offered here. 

  I also do not recommend 10.22.  But again 

being cognizant of rate shock, what is happening in 

the regulatory arena, I then temper whatever comes out 

of applying the models the way I think they should be 

applied by what I see going on in the industry, what I 

see happening in the economic markets.  Right now the 

models, and we've seen some discussion here, have a 
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few problems because of how interest rates are being 

held artificially low.  They’re not allowed to flow 

freely. 

Proceeding Time 2:17 p.m. T52 

  Based on all that, and just everything I’ve 

done over the last 25 years, and seen, and discussions 

with, you know, people on Wall Street, and friends I 

have there, and I also haven’t had -- my degree 

happens to be in economics and econometrics, way back.  

What I see personally, what I think is going to happen 

in the market, that all enters into my judgment of 

what I’m going to recommend once my models have been 

applied, and what I’m going to recommend in terms of a 

size adjustment.   

MR. BUSSOLI:   Q:   And how much weight do you place on 

the empirical studies, and how much weight would you 

place on your informed expert judgment?  

MS. AHERN:   A:   It’s all expert -- informed expert 

judgment.  It starts, any rate of return witness.  The 

whole regulatory process is based on informed expert 

judgment.  Any rate of return expert practitioner, the 

first step in their judgment is to decide which models 

to use.  Can use Fama French, can you use a 

conditional risk premium going to use accountable 

earnings, a CAPM, risk premium, DCF, and then you 

decide which versions to use.  Are you going to use a 
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multi-stage DCF, a single-stage, are you going to use 

Gordon, are you going to use a discrete, a continuous, 

et cetera?  What are you going to use as components?  

Over what time period are you going to let your 

dividend yield?  Historical growth rates?  Forecasted 

growth rates?  Adjusted betas?  Non-adjusted betas?  

Et cetera.  Et cetera.  And as you have seen we 

witnesses argue in the weeds, and argue the merits of 

everything, and we come up with, I think, the range 

here of 7.5 to 10.5.  I can come up with DCFs from 6.3 

to 14 percent, for a single proxy group.   

  Then you decide are your inputs right.  

Right now, I personally look at forecasts of U.S. 

Treasury Bonds for CAPMs in the United States.  Even 

those forecasts are low by historical standards, 

because the risk-free rates are low by historical 

standards.  I normalize -- I didn’t use to do this.  

But I now normalize them with a historical risk-free 

rate.   

  I have chosen to use medians rather than 

averages of the results of my models, because of the 

wide range and disparity between the models for 

individual companies.  I also tend to, when -- I use 

four models.  And I tend to look at the medians and 

the average of those four models and determine what I 

believe the -- so it’s so mathematical at that point. 
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  When it comes to risk adjustments, the 

biggest area of judgment is in the size premium.  

Because I will find that 4.36 may be appropriate for 

my client company.  But again, at that point you have 

to -- you know, sort of like the smell test we heard 

about earlier.  It has to pass the common-sense test.  

And a Commission may be totally convinced that I come 

in with a 14-86 and that’s absolutely what, you know, 

the market is requiring.  That’s what we need to give 

these people.  And they would be left off, you know -- 

I’d be kicked out of NARUC, down in the United States, 

because their authorization wouldn’t be comparable 

with what else is going on in the industry. 

  It also would probably again be onerous and 

cause rate shock for the ratepayers.  Likewise, any 

witness who comes in with something like 14.86 would 

also be laughed -- laughed right off the witness 

stand.  You really need to temper sometimes the 

adjustments -- the high adjustments like that.   

  I lost my train of thought.  But again, all 

I’m proposing here is that this is -- gives you an 

indication of where it might fall.  And it also gives 

you an indication -- I have sometimes looked to size, 

the Morningstar study, when there had been other risks 

that are -- you can’t measure.  Other, you know, 

business risks,  I think I spoke about decoupling and 
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things like that yesterday.  That it gives you an 

indication of a business risk premium.  And I may -- 

there are extraordinary risks.  I may go close to the 

4 percent if size is the only thing, I might go lower.   

MR. BUSSOLI:   Q:   Okay.  Now I want to just clarify your 

point about balancing the interests of the investor 

and the interests of the ratepayer.   

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   You’re aware that the Commission did 

not accept the need to balance the interests in recent 

cost of capital decisions and I gave excerpts to your 

counsel last night from 2006 and 2009, and did you get 

a chance to review those excerpts?   

    Proceeding Time 2:22 p.m. T53 

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Would you still see the need to 

balance the interests of both the investor and the 

ratepayer when applying your informed expert judgment? 

MS. AHERN:   A:   Yes, I do, and I believe that by 

definition the fair rate of return standard, in 

allowing a fair and reasonable and just rate of 

return, does that in and of itself, because if the 

utility is allowed to earn a fair and reasonable 

return on its investment devoted to service, it will 

continue to be able to provide safe and reliable 

service.  If it is not authorized that return, it 
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won’t be -- it may not be able to continue to provide 

safe and reliable service or engage in increased 

capital expenditures to improve the service or to 

repair transmission lines or infrastructure, and that 

would be to the detriment of the customers.   

MR. BUSSOLI:   Q:   Okay.  So you would agree that -- 

sorry, you would agree that the determination of the 

cost of common equity is always an art and not a 

science? 

MS. AHERN:   A:   It’s a combination of both.  We use 

science, which is an imperfect science.  We rely on 

mathematical financial models that are based on a 

series of restrictive assumptions, which are designed 

to -- the models themselves are designed to describe 

how investors might behave, and each model brings 

something different to the table.  It’s based on 

different assumptions.  They are imperfect.  Plus the 

components, the pure theoretical -- we can’t always 

get what we need.  I know it’s difficult, Fama French 

narrowed out APT, is very difficult to file the 

components to actually apply that model.  And people 

being people, they don’t behave according to a 

mathematical formula.   

MR. BUSSOLI:   Q:   Right. 

MS. AHERN:   A:   But we do use, you know, an imprecise 

science to determine COA.   
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  I also want to, I’d like to point relative 

to the balancing in the TransCanada v. The National 

Energy Board that went to the Canadian Supreme Court, 

it’s on page 5 of my testimony, it says: 

“In the long run, unless the regulated 

enterprise is allowed to earn its cost of 

capital both debt and equity, it would be 

unable to expand its operations or even 

maintain existing ones.  Eventually it will 

go out of business.  This will harm not only 

its shareholders but also the customers it 

will no longer be able to service.  The 

impact on customers and ultimately consumers 

will be even more significant where there’s 

insufficient competition in the market to 

provide adequate service.” 

 And that, I think, describes it a little more 

succinctly than I did, what I mean by the balancing of 

interests.   

MR. BUSSOLI:   Q:   Right, so why are you proposing in 

this hearing then, a size premium based on the 

Morningstar study?   

MS. AHERN:   A:   As I have said a couple of times, the 

Morningstar study is an empirical study over time of 

the size premium that is not captured in a capital 

asset pricing estimation, and it can provide you an 
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indication of the magnitude of relative risk based on 

size.  In an ideal world you could authorize the 

14.886 and the economy could be good enough and 

everybody could pay it.   

MR. BUSSOLI:   Q:   I’m going to turn now to your response 

to IR 4.7 and 4.2. 

MS. AHERN:   A:   4.7 and what?   

MR. BUSSOLI:   Q:   And then 4.2.   

THE CHAIRPERSON:   What page? 

MR. BUSSOLI:   4.7 is -- 

THE CHAIRPERSON:   Page 8, I’ve got it. 

MR. BUSSOLI:   Q:   Page 8 and 6.  In your response to 4.7 

you state that "Each utility within the jurisdiction 

of the B.C. Utilities Commission should be evaluated 

on a standalone basis."  And then in response to IR 

4.2 where earlier you state that "The size of each 

Corix project should be measured independently, 

consistent with the standalone principle." 

  Do these statements still represent your 

view? 

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Now, IR 4.4 asked you how to determine 

the size of a new utility with a Greenfield operation 

that lacks five-year historical data.  And then in 

response to that you state that  

"To the extent that historical data are 
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available on similar Greenfield operations, 

such data would be relevant as a proxy for 

the new Greenfield operation." 

    So how would this approach be consistent 

with a standalone principle?   

MS. AHERN:   A:   It’s similar to using a proxy group of 

publicly traded companies to determine a cost of 

equity, to apply to a utility which is not publicly 

traded.  When you don’t have the information for the 

company in question, you look to a stand-in, a proxy 

for that information.  It would be imperfect, but 

ideally you would have the information, you could 

project it for the five years.  If you don’t have it, 

go to the next best thing.  Or you’re stuck with doing 

something ad hoc.  

MR. BUSSOLI:   Q:   Okay.  Can you confirm that while you 

have not yet conducted a thorough analysis of the 

relative sizes and risks of Corix or any of its 

projects relative to the benchmark utility, in order 

to set their appropriate risk premium over the 

benchmark ROE, you will do so in the next phase of the 

proceeding?  

    Proceeding Time 228 p.m. T54  

MS. AHERN:   A:   I believe so, yes.  I think I engaged to 

deal with it, yes.   

MR. BUSSOLI:   Q:   So I just want to ask you a few 
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questions on the steps that you would take to perform 

an analysis for a new utility projects.  For example, 

new projects that are seeking a certificate of public 

convenience and necessity, and an example of this 

would be the UniverCity project at the time of the 

CPCN application by Corix.  So, those steps are 

described I believe in your responses to IR 41.4, and 

41.4.1, which is found at page 10.   

MS. AHERN:   A:   Okay. 

MR. BUSSOLI:   Q:   It is Information Response No. w.  Or 

Information Request No. 2, sorry, page 10.  And 

yesterday, you now suggest to apply a range of 

premiums by using these empirical studies versus the 

steps that you outline in the response to your 

information request.  Can you explain why your 

recommendations have now changed? 

MS. AHERN:   A:   Because at the time I was not aware of 

those regression equations, which, that would make it, 

as I said, more granular, where you could get down to 

the -- you could calculate the premium for specific 

utilities.  It was limited in my own knowledge, that 

we would have to do what you do with Morningstar, and 

just basically find a single decile in which a company 

would fall.  With these regression equations, you can 

also do the same thing for the benchmark utility.  You 

don’t just have to say it is going to be in the fifth 
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decile.  Or, if it falls between the fifth and the 

sixth, you average the two premiums.  You can actually 

determine a benchmark specific risk premium.   

MR. BUSSOLI:   Q:   Okay, and you would agree that the 

size study by Duff & Phelps has looked at the 

relationship between return and size measured by eight 

different size measures.  And those size measures 

include market value of equity, book value of equity, 

five year average net income, market value of invested 

capital, total assets, five year average earnings 

before interest and taxes, or before interest, taxes, 

depreciation and amortization.  Sales, and then number 

of employees? 

MS. AHERN:   A:   Correct. 

MR. BUSSOLI:   Q:   Now, how many of these size measures 

would data be available for a new utility not yet 

established? 

MS. AHERN:   A:   I don’t know.  And the reason I say that 

obviously if you have a utility that's not 

established, they don’t have any of that data.  

However, some or all of that data may be projected. 

MR. BUSSOLI:   Q:   Okay.  You would also agree with me 

that the risk study by Duff & Phelps studied the 

relationship between return and risk as measured by 

three different risk measures based on accounting 

data? 
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MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   And you refer to these risk measures 

also as non-size measures, or non-size risk measures 

in your testimony, agree?   

MS. AHERN:   A:   Right, they are not measurements of 

size.  Two of them are measurement of variability.  

One of them is I think operating margin.  They are 

fundamental measures of risk, but I believe my 

testimony also says that Duff & Phelps has discovered 

that as a company shows higher fundamental risk -- or 

I should say, the smaller companies tend to show 

higher fundamental risk measures as well.  It tends to 

track with size as well.   

MR. BUSSOLI:   Q:   Okay, and two of those size measures I 

think you mentioned, but you said the variation of the 

operating margin?  It's the coefficient of variation 

of the operating margin, and the coefficient of 

variation of the return on book equity? 

MS. AHERN:   A:   Correct, they are not size, they are the 

fundamental risk measures. 

MR. BUSSOLI:   Q:   Can you elaborate on those two 

coefficients and variation in sort of what sense do 

they measure risk?   

MS. AHERN:   A:   Risk is measured by variability or 

volatility.  Typically by the standard deviation.  One 

uses the coefficient of variation, which is the 
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standard deviation divided by the mean.  To put it on 

a level playing field, you could have two companies.  

One small, one large, and they would have -- I am 

going to use it in terms of like total assets, in 

terms of dollars, I am not going to look at percents.  

And you can look at the variability, and say they are 

asset based over 10 years, and the larger company is 

clearly going to have a higher standard deviation, 

just an order of magnitude, and the smaller company is 

going to have a lower one.  But if you divide it by 

the mean, you get in a coefficient of variation or a 

percent, and you may actually find that the smaller 

company has the higher variability and they therefore 

would have the higher risk.   

MR. BUSSOLI:   Q:   Okay. 

MS. AHERN:   A:   But volatility, variability, measure of 

risk is basic to the math, and --  

Proceeding Time 2:33 p.m. T55 

MR. BUSSOLI:   Q:   And how many -- sorry.  I didn’t mean 

to cut you off.   

MS. AHERN:   A:   I’m sorry.  Blew out of my mind.   

MR. BUSSOLI:   Q:   You may or may not know this, but how 

many years of data would you need to calculate 

meaningful coefficients of variation?   

MS. AHERN:   A:   According to -- it could be open to 

debate, but according to the Duff & Phelps study, they 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1315 
 

 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 five years.   

MR. BUSSOLI:   Q:   Okay.  Now, sorry, I just forgot to -- 

can you say how many risk -- or how many of these risk 

measures would data be available for a new utility 

that’s not yet established?   

MS. AHERN:   A:   Of the fundamental risk factors, they 

would need to be projected.   

MR. BUSSOLI:   Q:   Would all of them need to be 

projected?   

MS. AHERN:   A:   Yes, I believe so.  Yes.  Yes, because 

it is -- -- those are operating results and it 

wouldn’t be operating yet.   

MR. BUSSOLI:   Q:   And if I go back to my question about 

the size study -- or from the size study with Duff & 

Phelps, and those eight different size measures, you 

said that they could be projected as well.  Do you 

know which ones could be projected?  Of those eight 

measures?  I can repeat those to you if you --  

MS. AHERN:   A:   Oh, it’s possible that they all could be 

projected.   

MR. BUSSOLI:   Q:   Okay.  Then would you agree with me 

that in the case of a new utility of the 11 additional 

size and non-size risk measures that you could look at 

to adjust your Morningstar premium, or Morningstar 

premium data on -- sorry.  To adjust your Morningstar 

premium.  Data on most of them may not be available.   
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MS. AHERN:   A:   If it’s a new --  

MR. BUSSOLI:   Q:   Or may need to be projected.   

MS. AHERN:   A:   May need to be projected, yes.   

MR. BUSSOLI:   Q:   Okay.  Is it fair --  

MS. AHERN:   A:   If you choose -- if there is no proxy to 

use, or if you choose not to use a proxy.   

MR. BUSSOLI:   Q:   Is it fair to conclude, then, that the 

Duff & Phelps study provides limited insight into the 

proper risk adjustment, if any, for each specific new 

project?   

MS. AHERN:   A:   No, I disagree with that.  When any 

entity undertakes a new project, they only undertake 

it after making their own projections and determining 

that there is enough present value to it, and that 

it’s going to be positive, and it’s going to be worth 

it to them to undertake it.  There -- and ratemaking 

and the cost of capital are both prospective. 

  So, it’s certainly reasonable to use 

projected data.  You are going to have a slight 

mismatch with the Duff & Phelps being, you know, 

historical data.  And the Morningstar as well.  But it 

is the best you have.  Otherwise, you’re just pulling 

your number out of the air. 

  Just like with the cost of common equity 

models we use.  The data we have to put in are 

imprecise.  One example is in the DCF.  The investor 
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earns their return by -- from dividend yield, that’s 

their income return, and by selling their stock at the 

end of a certain period, and hoping for capital market 

appreciation.  Well, we don’t use capital market 

appreciation, or market growth as the growth value.  

We are restricted to using what’s available, which are 

accounting measures of growth whether projected or 

historical.   

MR. BUSSOLI:   Q:   Okay.  

MS. AHERN:   A:   And this is a similar, similar type of 

thing.  You use what you can, although it may be 

imperfect.   

MR. BUSSOLI:   Q:   Thank you.  In your direct testimony, 

which was filed as Exhibit B2-7, starting at page 13, 

you have introduced the Duff and Phelps studies which 

actually contain two studies.  One based on the 

relationship between size as measured by various size 

measures and return, and then the other one based on 

accounting data and return.  You suggest using an 

overage -- or, sorry, an average of all the size and 

non-size measures to measure utility size.  Is that 

correct?   

MS. AHERN:   A:   That’s a poor choice of words.  What I 

meant was, using for every one, evaluating the size 

premiums for each measure.  Originally, I said 

averaging.  One could either average them all, and 
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determine from that an appropriate premium, or one 

could look at the range of premiums.  But I didn’t 

mean to imply that I would average the number of 

employees, the -- you know, the sales, the market 

value.   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   Sorry for the confusion.   

MR. BUSSOLI:   Q:   No, that’s okay.  That clarifies a 

lot, actually.  Gets rid of a lot of questions. 

    Proceeding Time 14:38 p.m. T56 

MS. AHERN:   A:   Oh, good. 

MR. BUSSOLI:   Q:   I was going to actually ask you to 

average those.   

MS. AHERN:   A:   Good thing I brought the calculator, now 

I don’t need it. 

MR. BUSSOLI:   Q:   In IR 35.5, again with respect to the 

Duff & Phelps study, you state that -- 

MS. AHERN:   A:   Okay. 

MR. BUSSOLI:   Q:   You state that  

"Each utility or project should be ranked 

according to the 25 rankings in order to 

determine the appropriate relative size 

premiums."   

MS. AHERN:   A:   Right, and now I -- using those rankings 

and using the regressions that they provide, I would 

recommend that instead of placing them into a ranking 
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that may encompass quite a range of market value and 

number of employees, I would recommend using that 

company’s particular parameter number of employees and 

solving for its own specific premium based on the 

equations they provide. 

MR. BUSSOLI:   Q:   Okay, and so then based on that Duff & 

Phelps studies, or the Duff & Phelps studies, can you 

tell us how you would apply this to a real life rate 

case, say by using the Corix UniverCity  as an 

example?   

MS. AHERN:   A:   I don’t have the Corix numbers here.   

MR. BUSSOLI:   Q:   Would you prefer that you do that as 

an undertaking?   

MS. AHERN:   A:   If to the extent they’re available.  Or 

I can give you a hypothetical. 

MR. BUSSOLI:   Q:   Sure.   

MS. AHERN:   A:   Just a general hypothetical company that 

would have all of the parameters available.   

MR. BUSSOLI:   Q:   Sure, the hypothetical would be fine. 

MS. AHERN:   A:   Okay.  What I will do is use a proxy 

group as the benchmark, and then use a hypothetical 

small company and provide that to you, okay?  

Information Request  

MR. BUSSOLI:   Q:   And you’re aware that -- or you would 

agree with me that the Commission Panel denied your 

200 basis points equity risk premium request and 
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instead approved the 50 basis points with the Corix 

UniverCity ?   

MS. AHERN:   A:   With one caveat.  It was not mine.  I 

wasn’t a party to that case.  I didn’t recommend it, 

yes.   

MR. BUSSOLI:   Q:   Sorry.  Corix, yes. 

MS. AHERN:   A:   I’ll agree that 50 was adopted and 200 

was requested. 

MR. BUSSOLI:   Q:   Turning to IR response 9.1 and 38.1.  

Actually before we get there, you state that sizes but 

one company specific and diversifiable risk.  Can you 

define diversifiable risk?   

MS. AHERN:   A:   Diversifiable risk is the risk that can 

-- an investor can -- define it by itself.  Diversify 

a way by forming a portfolio of securities.  When one 

forms a -- what is called a well diversified portfolio 

the diversified way, all of the company-specific or 

the non-market risk, non-systematic risk of the 

utility -- or any security which is in that portfolio, 

and the only relevant risk left is the market risk, 

and that’s what they’re going to be compensated for on 

their portfolio.  It’s a way of maximizing return for 

taking them -- or minimizing the risk in amalgamation, 

and maximizing the return.   

MR. BUSSOLI:   Q:   Okay, and then so non-diversifiable 

risk, can you define that? 
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MS. AHERN:   A:   It’s risk based on that every company 

faces the market, macro-economic events, industry-wide 

events, factors that affect every security on a global 

standpoint, and it’s measured by beta.   

MR. BUSSOLI:   Q:   Right.  Okay, so you state that 

utility size is a diversifiable risk.  Does this mean 

that investors can actually reduce or eliminate this 

type of risk by exercising portfolio allocation or 

diversification?   

MS. AHERN:   A:   Investors can.  However, that’s not 

relevant to setting the rate of return for an 

individual public utility.  We’re setting a return 

based for -- specifically for a single entity, and an 

investor who owns a single security is considered 

totally non-diversified and they are interested in 

total risk.  They’re not just interested in the market 

risk.  Market risk, beta risk is only relevant in 

terms of a portfolio.   

MR. BUSSOLI:   Q:   Okay.  If investors can diversify the 

risk through portfolio allocation, why would a size 

premium be justified in attracting investments? 

Proceeding Time 2:43 p.m. T57 

MS. AHERN:   A:   I just said it.  Because in this case 

we’re -- or any of these cases, we’re going to be 

setting a return for a single company.  And it’s 

consistent with the standalone principle.  And because 
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of that, you need to look at all of the risks of the 

entity in order to determine the appropriate cost of 

equity.   

MR. BUSSOLI:   Q:   Okay.  If we turn to your IR response 

to 38.0, which is 38.1 on page 7, near the bottom of 

your response, the last couple of lines there, you 

state: 

“When a utility is regulated consistent with 

the standalone principle, all of its risks, 

diversifiable and non-diversifiable risks, 

should be taken into account when 

establishing an authorized return on common 

equity.” 

 So when you refer to the authorized return on common 

equity, do you mean the benchmark return plus any 

authorized adjustment?   

MS. AHERN:   A:   Any authorized return -- that was a very 

general comment relative to any utility which is 

regulated.  So, the authorized return would include a 

recognition of any of the risks, any specific risks, 

if there are any, relative to that particular utility.   

MR. BUSSOLI:   Q:   To what extent does that benchmark 

return already compensate the utility for its 

diversifiable and non-diversifiable risks?   

MS. AHERN:   A:   I am hoping that when this board -- I’m 

not Fortis’s witness, but I am hoping that when this 
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board sets the return for the benchmark utility, it 

will reflect the diversifiable and non-diversifiable 

risks of the benchmark utility.   

MR. BUSSOLI:   Q:   And then moving back to your IR 

responses at 8.0, which is found at pages 12 and 13, 

8.1 and 8.2, you state that the measures of risk are 

the same for regulated or a non-regulated company.  

And you also state that on a conceptual basis, or a 

theoretical basis, the use of deferral accounts should 

reduce a utility’s risk.  Although you state it’s 

impossible to measure the effects on the common equity 

rates. 

  So I guess the question is, if you agree 

that the use of deferral accounts should reduce a 

utility’s risk, then would you also agree, at least 

directionally, that the ROE should be lowered, even if 

you can’t measure exactly by how much?   

MS. AHERN:   A:   No, I wouldn’t agree.  I would only 

agree to lowering it, or increasing it, if you have 

empirical support for the specific increment you were 

going to make.  And as it says further, in the 

response, and as I discussed yesterday too, we have 

done a study based on something that we call the 

predictive risk premium model, which is based on 

Robert Engel’s work in GARCH analysis.  Are you 

familiar with that?   
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  We have done work looking at the 

variability of equity risk premiums for utilities that 

have decoupling mechanisms and revenue adjustment 

mechanisms in place before and after they went into 

place, to determine whether or not there is any 

increased variability in the risk premium.  And which 

we took would be evidence of -- that the investors are 

perceiving the difference in the cost of capital.  We 

found none.  And we also found, looking at betas 

before and after, we found no difference. 

  The reason is, there are many, many things 

-- many factors, many risk factors, positive risk 

factors and negative risk factors, which affect risk.  

There are also many factors that affect an investor’s 

perception of risk and an investor’s decisions on how 

they make their pricing decisions on common stocks.   

  The reason we can look at size premiums and 

the effect on common stocks, is because we have 

empirical data that is measurable.  We also have 

theoretical data, or theoretical background for it.   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   So I would say without an empirical 

study that can be supported, and then it comes to 

judgment, if there are many, many risk factors in the 

--  

MR. BUSSOLI:   Q:   Yesterday you had a discussion with 
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Ms. Braithwaite about deferral accounts and decoupling 

mechanisms.   

MS. AHERN:   A:   Mm-hmm. 

MR. BUSSOLI:   Q:   And I can take you to the transcript 

if you don’t recall.   

MS. AHERN:   A:   I recall.  

MR. BUSSOLI:   Q:   But at line 12 you said that 

"If the benchmark utility has deferral 

accounts and a specific utility has deferral 

accounts, there is no difference in relative 

risk.  It becomes a complete matter of 

expert judgment.” 

  Are you suggesting, then, that if both 

these utilities carry deferral accounts, then there is 

no need for these empirical studies?   

 

    Proceeding Time 2:48 p.m. T58 

MS. AHERN:   A:   No no no.  What I meant was -- let me 

put a hypothetical out there.  You have two -- or 

you’re doing a cost of equity for a utility that has 

deferral accounts, okay.  It’s publicly traded.  Or 

we’ll say it’s not publicly traded.  Your proxy group 

funds market data.  You’re basing your cost of equity 

estimation.  Every single one of those companies has 

deferral accounts.  There would be no relative risk 

difference between them because any effect of the 
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deferral accounts on the investor’s perception of risk 

is already embedded in each and every proxy company’s 

market data.  If the client company, the target 

company also has deferral accounts, there’s no 

difference in relative risk.  That was what I was 

trying to convey. 

MR. BUSSOLI:   Q:   Okay.  We provided Ms. McShane last 

Friday with two examples of jurisdictions that, after 

initiating decoupling mechanisms, the utility was 

granted a lower ROE, and I believe I handed that to -- 

one was Interstate Power and Light.  This was filed 

with Ms. McShane’s evidence, where a deferral rider 

was implemented in conjunction with a three-year rate 

base freeze and reduction in the allowed ROE of 0.4 

percent, and that’s referred to in Exhibit B1-9, tab 

F, Appendix B, pages B5 to B6.   

  The other example was Portland General 

Electric Company filed as Exhibit A2-39 in this 

hearing.  The Public Utility Commission of Oregon has 

ordered a 10 basis points reduction in the ROE of the 

utility after the implementation of certainty coupling 

mechanisms. 

  Were you aware of these two cases? 

MS. AHERN:   A:   I was not aware of the Portland.  I’m 

aware of the Interstate Power.   

MR. BUSSOLI:   Q:   Are you aware of any other 
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jurisdictions in North American which may have similar 

reductions of the allowed ROE after decoupling 

mechanisms have been introduced? 

MS. AHERN:   A:   I am aware.  I can’t tell you who they 

are right now, but I am aware that there have been 

deductions for decoupling in the past. 

MR. BUSSOLI:   Q:   Thanks.   

  Turning to your response to 37.3, to IR 

37.3 -- or actually you don’t need to turn there, but 

in that response you just say that the AUS consultant 

study has not yet been formally presented in a rate 

case.  And my question is, are you aware of any public 

utility commission in North America that has accepted 

the conclusions that are in this study? 

MS. AHERN:   A:   As I said yesterday, I’m aware that 

California for their water companies, they have in the 

past sometimes deducted, sometimes not deducted for 

their -- what they call revenue adjustment mechanisms, 

which are equivalent to the decoupling.  But more 

recently they have chosen not to adopt the division of 

ratepayer advocates’ recommendation for 100 basis 

points deduct because it wasn’t empirically supported.  

That no one has been able to yet provide empirical 

support for any particular basis point deduction, 25 

basis points, 40, 50 or 100, and I believe I said that 

yesterday.  And New York, to the best of my knowledge, 
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the New York Commission also does not make deducts for 

decoupling mechanisms.   

MR. BUSSOLI:   Q:   But does California specifically adopt 

the AUS consultant study? 

MS. AHERN:   A:   I didn’t think that was the question.  I 

thought you asked the question -- 

MR. BUSSOLI:   Q:   No, that wasn’t the question.  

MS. AHERN:   A:   Well, if it hasn’t been presented 

formally --    

MR. BUSSOLI:   Q:   It is my question now though.  

MS. AHERN:   A:   Oh, okay.  The question was --  

MR. BUSSOLI:   Q:   Your conclusion. 

MS. AHERN:   A:   I thought you said the conclusions of 

the study, which are the same as no. 

MR. BUSSOLI:   Q:   That’s right. 

MS. AHERN:   A:   No. 

MR. BUSSOLI:   Q:   Okay.  If we turn to IR 42.3, you 

state that size premiums are typically derived based 

upon capital asset pricing model and are intended to 

be added to a CAPM derived common equity cost rate.  

Because you typically use additional models to arrive 

at a non-risk-adjusted cost rate, you state that it is 

not your opinion to apply the full-size premium 

indicated by the Morningstar study to an indicated 

return on common equity.  

  So hypothetically, if the Commission 
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determines the benchmark ROE to be based solely on the 

results of the CAPM model, would you then propose the 

upper limit of the size premium derived from the 

Morningstar study, that is the full 4.36 percent, to 

be added to the benchmark return?   

MS. AHERN:   A:   No.  I think I’ve answered this already.   

MR. BUSSOLI:   Q:   I think you have actually. 

    Proceeding Time 2:54 p.m. T59 

MS. AHERN:   A:   My proposal number -- well, into two 

parts.  Number one is I would propose that you also 

use the Duff & Phelps study.  And I would not propose 

to use the entire 4.36, although it may be appropriate 

to add to a CAPM for the reasons I said earlier, just 

and reasonableness, common sense, et cetera.    

MR. BUSSOLI:   Q:   Now, if the Commission derives its 

benchmark ROE based on a multiple of other common 

equity rate models, such as discounted cash flow test 

and the comparable earnings test, would your 

recommendation for the range in size premium be the 

same? 

MS. AHERN:   A:   I haven’t done a study yet.  I’ll tell 

you about that in phase two, what my recommended 

ranges would be, but I would use the methodology I’ve 

discussed today, and as I said, the recommended -- or 

the ranges that would come out of applying all these 

size studies, they would form the upper limit of 
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whatever recommendation I would make.   

MR. BUSSOLI:   Q:   Okay.    Now, if the Panel does not 

accept the size premium proposal presented in these 

discussions, do you believe the next phase of the 

proceeding, where we would be looking at the equity 

risk premium of any given utility over the benchmark, 

would be an effective process to determine a fair 

common equity return for Corix? 

MS. AHERN:   A:   Let me see if I understand your 

question.  Are you asking me that if the Commission 

rejects these two studies as a framework, correct? 

MR. BUSSOLI:   Q:   Yes. 

MS. AHERN:   A:   Would I continue to use them? 

MR. BUSSOLI:   Q:   No.  Do you believe that the next 

phase of the proceeding, which is where we would be 

looking at the equity risk premium of any given 

utility over the benchmark -- 

MS. AHERN:   A:   Okay. 

MR. BUSSOLI:   Q:   Do you believe in that phase that that 

would be an effective process to determine a fair 

common equity return for Corix? 

MS. AHERN:   A:   If they reject them here as a sort of a 

benchmark methodology, correct?  Would it be fair to 

present them again and use them? 

MR. BUSSOLI:   Q:   No.   Would it -- sorry.  I guess the 

question is if the size premium is rejected outright, 
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would the next phase of the proceeding, would it be 

fair to determine a common equity return for Corix in 

that phase? 

MS. AHERN:   A:   With or without a size -- 

MR. BUSSOLI:   Q:   Yes. 

MS. AHERN:   A:   I guess I kind of don’t understand the 

question.  I think no matter what happens here, that’s 

where Corix’s common equity cost rate is going to be 

determined.   

MR. BUSSOLI:   Q:   Okay.  If the Panel acknowledges a 

size premium as a reasonable notion in this 

proceeding, do you agree that the next phase of the 

proceeding be used to determine specifically how much 

that size premium should be set up? 

MS. AHERN:   A:   Yes. 

MR. BUSSOLI:   Q:   Now, I want to make reference to some 

recent small utility projects reviewed by the 

Commission and if we take the Corix UniverCity CPCN as 

an example, the Commission has taken into account 

utility size as a risk factor in addition to all other 

business risk factors facing the project.  And I think 

I provided to you the -- I referred to it earlier, the 

decision, the excerpt of a decision of a Corix Multi 

Utility Service certificate of public convenience and 

necessity dated May 6th, 2011. 

MS. AHERN:   A:   Yes. 
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MR. BUSSOLI:   Q:   So if the Commission Panel -- excuse 

me.  If the Commission Panel does not accept the size 

premium proposal as presented in these discussions, do 

you believe in the next phase of the proceedings the 

panel could still accept utility size as one of the 

specific business risks facing any given utility? 

MS. AHERN:   A:   Yes.  But let me alter your question a 

bit.  I am not proposing a specific size premium here.  

I am only recommending a framework with which to 

assess what the magnitude might be.   Okay? 

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   With that in mind, can I have the 

question back again, please? 

MR. BUSSOLI:   Q:   Sure.  So if the Commission Panel doe 

not accept the size premium proposal as presented in 

these discussions, do you believe in the next phase 

the Panel could still accept utility size as one of 

the specific business risks facing any given utility? 

MS. AHERN:   A:   Yes.   

    Proceeding Time 259 p.m. T60  

MR. BUSSOLI:   Mr. Chair, I note the time.  Before I start 

on my next set of questions, it might be good to take 

a break here? 

THE CHAIRPERSON:   Excellent.  Let's break until 3:15. 

MS. AHERN:   A:   Am I boring you? 
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 (PROCEEDINGS ADJOURNED AT 2:59 P.M.) 

 (PROCEEDINGS RESUME AT 3:17 P.M.)   T61/62 

THE CHAIRPERSON:   Please be seated.   

MR. BUSSOLI:   Q:   Ms. Ahern, if I could turn you to your 

response to IR 26.4?  And that is to Exhibit B2-9, the 

page is 36.   

MS. AHERN:   A:   26.4?  Yes.   

MR. BUSSOLI:   Q:   In that response you state that  

"The cost of debt for the project should 

reflect the risk of the project, including 

but not limited to development business 

risk, operating risk, technological risk, 

and counter-party risk." 

 And then if you turn the page to 38, the response to 

IR 26.7, you state that, 

“The use of one rate that encompasses all 

utilities without third party debt would not 

reflect the risks for each project.  Each 

utility will have different operating risk, 

business risk, financial risk, technological 

risk, et cetera, which should be taken into 

consideration when determining the long-term 

debt rate applicable for the utility.”   

 Can you define each risk category mentioned in those 

responses?  So, can you -- starting with operating 

risk?   
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MS. AHERN:   A:   I’m sorry, starting with what? 

MR. BUSSOLI:   Q:   Can you define operating risk? 

MS. AHERN:   A:   Well, operating risk is the general risk 

of operating your entity.  It would have to do with -- 

oh gosh, it would be utility -- or it would be 

industry specific.  For a utility it would be 

operations of -- say an electric utility, operating 

your plant, whether you’ve got proper safety -- 

everything.   

MR. BUSSOLI:   Q:   Okay, and then business risk? 

MS. AHERN:   A:   Business or operating risk is a business 

risk.  Business risk, the general definition is all 

the risks of operating a business other than financial 

risk.  

MR. BUSSOLI:   Q:   Okay, and what would be financial 

risk?   

MS. AHERN:   A:   Financial risk is measured by your 

capital structure, the level of debt and preferred -- 

and/or preferred equity senior capital in your capital 

structure, and it is the risk of whether or not -- it 

is the added risk to shareholders whether or not the 

company is going to be able to meet its debt 

obligations, make any debt payments it may have, 

sinking funds, or any mortgage like payments, or pay 

its interest.  And then to pay the debt holders at the 

end of the term, or refinance.   
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MR. BUSSOLI:   Q:   Okay, and technological risk?   

MS. AHERN:   A:   Large part of technological risk has to 

do with new technology.  We saw that, you know, 

technological obsolescence in the telephone industry.  

You also have some technological risk today with 

everything being so electronic, and you know, power 

failures and things like that.  Obsolescence, new 

technology. 

MR. BUSSOLI:   Q:   And then development risk?   

MS. AHERN:   A:   I would interpret development risk as 

the risks of you know, what you anticipate when you 

begin to develop a project, or let's again use a power 

plant for an example, and something that you don’t -- 

things that you don’t -- events that -- circumstances 

that you don’t anticipate as the project is being 

developed.  Right now I am thinking of all the large 

overruns in cost estimates when the United States -- a 

lot of nuclear power plants were being built, and they 

were estimated to cost so much, and then they came in 

at ten times the cost.  

MR. BUSSOLI:   Q:   And then finally counter-party risk? 

MS. AHERN:   A:   Counter-party risk is usually a risk of 

debt, like if you have got like a third party involved 

in debt, debt holdings.   

MR. BUSSOLI:   Q:   Are there any other project specific 

risks that should be taken into account when 
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determining the appropriate deemed long-term debt rate 

applicable to a project?   

MS. AHERN:   A:   There may be depending on the specific 

project.  You may have environmental risks, you may 

have weather related risks.  I know the TransAlaska 

pipeline has some weather risks regarding development 

in the winter, things like that.  

MR. BUSSOLI:   Q:   And how would you evaluate each of 

these risks that we just discussed?   

MS. AHERN:   A:   Evaluate for what purpose?   

MR. BUSSOLI:   Q:   Well, can you explain the method that 

you would use to translate these project specific 

risks into an appropriate deemed cost of debt rate for 

the project? 

Proceeding Time 3:22 p.m. T63 

MS. AHERN:   A:   I think you would need to speak with 

lenders of debt for other projects with similar risks, 

similar size, and get quotes to determine what spreads 

have been used.   

  However, for a lot of the small utilities, 

for every single project, that is, is going to be an 

onerous undertaking.  And I believe it’s better to 

work off -- you know, to establish a benchmark debt 

class rate, or debt rating yield.  And if a small 

utility chooses to come in and not want the whatever 

is established generically in this proceeding, to then 
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provide -- to go out and actually undertake the 

expense to get, you know, bank quotes and get 

estimates of a spread if they so choose.  And come in 

and request that that be added to a bond yield, a 

benchmark bond yield.   

MR. BUSSOLI:   Q:   Okay.  I’m going to turn to -- I’m 

going to turn to a couple of witness aids that were 

earlier entered as Exhibits A2-43 and A2-45.  And I -- 

those are those tables that I provided to your counsel 

last night.   

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Q:   Have you had a chance to review those?   

MS. AHERN:   A:   Yes.   

MR. BUSSOLI:   Okay.  The Panel needs some extra copies, 

and we have some right here.   

THE CHAIRPERSON:   Yes.   

MR. BUSSOLI:   Q:   The first one we’ll look at is A2-43.   

MS. AHERN:   A:   Okay.   

MR. BUSSOLI:   Q:   A2-43 is titled “Approaches to 

estimating the deemed interest rate for long-term 

debt”.  Which was prepared by Commission staff.  It 

looks at the different approaches put forward to date 

by the FBCU, by Corix, and by Commission staff, to 

calculate the deemed interest rate for long-term debt. 

  Can you state, Ms. Ahern, whether Corix 

agrees or disagrees with any parts of the proposals?   
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MS. AHERN:   A:   I believe we responded to that in 

response to an Information Request No. 126.6.  Where 

relative -- there it was step 3.  And here it’s step 

2, assign a credit rating to the standalone 

project/utility based on an assessment of financial 

and business risk.  And in response to 26.6, we said 

we agree in principle with the approach, but note 

there are administratively simpler alternatives to 

assigning a credit rating as opposed to getting 

spreads from issuers who would not be lending to the 

project.  It would be onerous, and administratively, 

you know, expensive, and time consuming for the small 

utilities to go out for every single project or 

utility and get a standalone credit rating, especially 

from lenders who are probably not going to be lending 

to them, in order to move -- to determine a premium to 

move off of the benchmark.   

  Also, we agree, or I agree, with Ms. 

McShane, who said it is probably administratively -- 

you know, I’m sure this isn’t exactly what she said, 

but it’s administratively more efficient to use a 

Triple-B index rather than the A-rated index, 

notwithstanding its infirmities as not having this 

many bonds in it.  And, you know, I would suggest as 

she did using the DEX corporate Triple-B index, or the 

Bloomberg Triple-B utility index.   
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MR. BUSSOLI:   Q:   Can you discuss whether you think the 

three proposals could be combined?   

MS. AHERN:   A:   Anything can be combined?  I think they 

could.  I did -- have not really looked at that.  I 

really just looked at -- haven’t really looked at 

FBCUs in depth today.  Or for this purpose.  But I 

support -- tend to support Corix’s position.  I think 

a Triple-B benchmark for small utilities is 

appropriate.  And then having the small utilities at 

their discretion look to spreads, except that the -- 

and support them.  Or, you know, come in with a spread 

and not support it as they wish.  And or to accept the 

Triple-B.   

MR. BUSSOLI:   Q:   Okay.  Now, hypothetically, if the 

Commission did not approve an equity risk premium 

above the benchmark utility ROE, for a specific small 

project, on the basis that the project was not found 

to be more risky than the benchmark utility, would it 

be necessary to assign a higher credit rating to the 

project than Triple-B or Triple-B low to maintain 

consistency with the cost of equity and the cost of 

debt?   

MS. BRAITHWAITE:   Q:   Can you repeat the beginning of 

that?  Or repeat the whole question, please?   

    Proceeding Time 3:28 p.m. T64 

MR. BUSSOLI:   Q:   Sure, yeah.  Hypothetically speaking, 
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if the Commission did not approve an equity risk 

premium above the benchmark utility ROE for a specific 

small project on the basis that the project was not 

found to be more risky than the benchmark utility, 

would it then be necessary to assign a higher credit 

rating to the project than the Triple-B or Triple-B 

low to maintain consistency between the cost of equity 

and the cost of debt? 

MS. AHERN:   A:   Let me put it this way.  In my opinion, 

a smaller company would likely have, in theory, 

command a higher return on equity from the market and 

would have a lower -- a Triple-B or lower bond rate. 

  However, in the scenario, if I understand 

it correctly, the Commission certainly has the power 

to do and assign whatever it wants or deems 

appropriate in its judgment in terms of an equity risk 

premium to the ROE and I do see the possibility that 

you could have a company that did not receive an 

equity risk premium authorized by the Commission based 

on its perception of its risk, and yet have a lower 

credit rating, and therefore a higher debt cost rate 

than the benchmark. 

MR. BUSSOLI:   Q:   Okay.  Now, if you turn to the second 

witness aide, that’s Exhibit As-45 with a bolded title 

“Guidelines” on it. 

MS. AHERN:   A:   Yes. 
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MR. BUSSOLI:   Q:   So let me explain how this would work.  

One key assumption underlying this framework is the 

capital structure of the small utility is the same as 

that of the benchmark utility. 

MS. AHERN:   A:   Okay. 

MR. BUSSOLI:   Q:   And if we go to the right side there 

for all scenarios, "There are three possible scenarios 

for the small utility’s business risk findings -- or 

business risk relative to the benchmark utility.  The 

Commissioners can either find that the business risk 

faced by the small utility is lower, the same or 

higher than the benchmark." 

  Now, if we focus on the bolded cells there 

in the middle, if the Commission found that the 

business risk and financial risk as implied by the 

capital structure are the same for the small utility 

and the benchmark utility, should the assigned credit 

rating be more like a Single A rating? 

MS. AHERN:   A:   If they find that it is similar credit 

risk, yes.  However, given that it’s -- I have a 

little problem with both of your first two rows in 

terms of the equity and the debt side. 

  In my opinion, the Commission certainly can 

find and determine that the business risk of the small 

-- they can certainly make that determination that the 

business risk of the small utility is lower or the 
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same as the benchmark.  That is inconsistent with my 

entire testimony and it is inconsistent with theory 

and empirical -- you know, the empirical studies.    

  Let me give you an example.  If the 

benchmark utility is of a certain risk.  Let’s say 

that the risk premium between the ROE and the debt 

cost rate is 100 basis points, and it only has two 

risk factors, okay?  So each one is assigned a premium 

of 50 basis points and the other one is assigned 50.   

The small utility has those same two risk factors, 

okay?   As soon as you throw size in, you now have 

three risk factors to divide that hundred basis 

points.  Because you are saying they basically should 

have the same hundred basis point spread between their 

debt and their cost of equity.    

  And let’s say they are all equal.   As soon 

as you throw a third factor in there, you’ve now 

tacitly said, implicitly said that the first two 

factors that are -- that both the utilities have, the 

benchmark and the small utility have.  For the small 

utility, it commands a 30 basis point or lower risk 

premium.  You’ve now actually said that those two 

factors are of lower risk for the small utility.  That 

is totally inconsistent with the theory on size, on 

risk of return, because the academic literature has 

found that all else equal, size is an added risk.  If 
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the utilities have similar business risk other than 

size, they should get the 100 basis points, plus an 

increment for size. 

  There’s a false logic lying behind both the 

business risk being lower or the business risk being 

the same. 

Proceeding Time 3:33 p.m. T65 

MR. BUSSOLI:   Q:   Thank you.  So, if I could turn your 

attention to FBCU’s evidence, which is Exhibit B1-9, 

Section 2.7, page 30.  I’m not sure if you have that.   

MS. AHERN:   A:   I don’t have that.   

THE CHAIRPERSON:   Can you repeat that again?   

MR. BUSSOLI:   It’s Exhibit B1-9, FBCU evidence, Section 

2.7, page 30. 

COMMISSIONER HARLE:   Thirty.   

MR. BUSSOLI:   Q:   Page 30 has a title about a quarter of 

the way down, it says “Reference point for long- and 

short-term interest rates”.  

MS. AHERN:   A:   Exhibit B1-9 --  

MR. BUSSOLI:   Q:   Yeah.  B1-9, Section 2.7, page 30.  

The FBCU direct evidence, yeah.  Page 30 there.  Do 

you have a title that says “Reference point for long- 

and short-term interest rates”?   

MS. AHERN:   A:   Yes, I do.   

MR. BUSSOLI:   Q:   So the question is, the Commission has 

asked, "Should the deemed long-term interest rate be 
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based on a 10-year, 30-year or other term to maturity 

government of Canada bond and/or other term to 

maturity Canada corporate bond."  And in response, it 

says, FBCU says, 

"In general the deemed long-term interest 

rate should reflect certain factors 

including the long-term nature of utility 

assets, contractual terms, and available 

debt terms.  And it should be based on an 

underlying government of Canada bond yield 

reflecting the proposed term of debt, and 

that could be either the 10-year or 30-year 

bond as the benchmark, or an interpolation 

of the two benchmarks, and the credit spread 

of a comparable corporate issuer at the same 

term to maturity as that selected as the 

benchmark government of Canada bond." 

 And then if we also look at the IR response from Corix 

at 27.1, which is page 40 of Exhibit B2-9 -- you may 

remember this, but it says "Corix recommends a ten-

year term for the reference point as it reflects 

maximum term available to these types of projects, 

small district energy utilities." 

  Can you confirm that the reference point 

refers to the underlying government of Canada bond 

that serves as the basis to calculate the deemed long-
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term debt rate, in that IR response?   

MS. AHERN:   A:   Yes, that could be confirmed by looking 

at the response to 27-2.   

MR. BUSSOLI:   Q:   Right.  And would Corix be using -- 

would Corix be against using a term longer than ten 

years?   

MS. AHERN:   A:   I don’t know the answer to that.  All I 

know is what has been said here.   

MR. BUSSOLI:   Q:   And again, you’re right.  In that 

response to 27.2, Corix states that it chose the 10-

year government of Canada bond yield to reflect an 

appropriate mix.  Now, would you agree with me that 

both short-term and long-term debt are typically used, 

and should be used to finance small- to medium-sized 

utilities?   

MS. AHERN:   A:   Yes.  And that’s why Corix has chosen a 

10-year government bond, because they say it reflects 

an appropriate mix of the short- and long-term debt 

that should be used to finance these types of 

utilities.   

MR. BUSSOLI:   Q:   Okay.   

MS. AHERN:   A:   And is generally available to them.   

MR. BUSSOLI:   Q:   And you would agree with that?   

MS. AHERN:   A:   I agree as it’s proposed.  I trust that 

they -- that’s the debt that they’re using if they say 

they’re using it.   
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MR. BUSSOLI:   Q:   So if the Commission determines that a 

short-term debt should be included in the deemed 

capital structure of small utilities, what proportion 

of deemed short-term debt in the capital structure 

would you recommend?   

    Proceeding Time 3:38 p.m. T66 

MS. AHERN:   A:   I’ve answered that too.  I believe that 

deemed a short-term debt should only be used if a 

utility, a small utility has plans to use short-term 

debt in its capital structure.  Personally I believe 

that the deemed capital structure should have a debt 

component and an equity component, and not be 

determined whether it’s long-term or short-term -- 

long-term or a specific short-term component.  And I 

think that should be determined on a case-by-case 

basis within the next -- in the next phase.   

MR. BUSSOLI:   Q:   Okay.  If we turn then to your IR 

response to 30.2, which is found at Exhibit B2-9 and 

it’s page 45 at the top of the page, and you’ve given 

us five criteria for evaluating whether short-term 

debt should be included in the deemed capital 

structure, whether the short-term -- and one is 

whether the short-term debt has been used to sporadic 

or consistent, is it seasonal and self-liquidating, is 

it used to finance working capital, is it used for 

bridge financing, and whether it’s financing 
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construction projects.   

  In IR 30.3, when you were asked to apply 

these five criteria to a real-life example of the 

Corix UniverCity project, you state, “The criteria are 

not applicable because that project is not financed 

with debt,” in your response there.  However, the IR 

30.3 was framed in the hypothetical, looking at deemed 

short-term debt.  Can you answer that now?   

MS. AHERN:   A:   You mean 30.3 was framed in terms of 

deemed short-term debt? 

MR. BUSSOLI:   Q:   Yes.  That was the intent. 

MS. AHERN:   A:   Well, as I just said, with 30.2, I maybe 

misunderstood the deemed capital structure if we’re 

talking about the deemed capital structure that’s 

going to come from this as the benchmark deemed 

capital structure.  That’s certainly not what I 

intended.  What I intended was it would be the deemed 

capital structure for each utility, each small 

utility.  Because you certainly -- it would be 

incorrect to presume a particular level of short-term 

debt in the benchmark deemed capital structure, and 

then assume that that was appropriate for every other 

utility whose cost of equity and capital structure is 

going to flow or be pegged off of the benchmark.  And 

that was the context in which I responded to the IR. 

  Without knowing those five criteria, 
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without -- those are all company specific, you cannot 

determine the amount of short-term debt.  And I don’t 

think it’s inconsistent with 30.3 then, because 

UniverCity not having debt can't apply the criteria.   

MR. BUSSOLI:   Q:   But the FEI -- or can you explain?  

Because the FEI has an actual capital structure and 

not a deemed.   

MS. AHERN:   A:   Then I believe, my personal opinion, 

that the capital structure set for FEI should follow 

these criteria as to the inclusion of short-term debt 

and the level at which it’s going to be.  If you’re 

going to -- but it’s my understanding that the deemed 

capital structure on which their rates are going to be 

authorized was a 60 debt and 40 equity.  I have not 

seen short-term debt in there at all.  As I’ve said, I 

think that 60 debt should be debt and partitioned into 

long and short, depending on the specific company to 

whom it’s going to be assigned, based on these 

criteria.   

    Proceeding Time 3:43 p.m. T67 

MR. BUSSOLI:   Q:   Okay, turning to your response in IR 

31.2, which is page 47, you state that the deemed 

short-term debt rate should be based on the benchmark 

short-term debt rate plus an applicable credit spread.  

Can you explain what this applicable credit spread 

would be based on?  And should it be the same as the 
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credit spread for the deemed long-term debt? 

MS. AHERN:   A:   If you are going to set a benchmark 

short-term rate, just as when you -- if you are 

setting a benchmark long-term debt cost rate, or you 

could conceivably set a blended rate, then the deemed 

short-term interest rate, the one I’m speaking of 

here, is the one relative to a particular company, I 

think.  It should be.  Related to the benchmark short-

term rate, if you set one, short-term debt cost rate 

in a similar manner to the way a long-term debt cost 

rate, the one we were talking about, whether it’s off 

of a Triple-B or we go out for the standalone credit 

spreads relative to the benchmark long-term debt cost 

rate.  If there is to be an increment for lower credit 

rating on the long-term debt, there should be an 

increment equivalent on the short-term debt.  That the 

short-term debt is going to be of lower credit quality 

than the long-term debt.  That’s what I mean. 

MR. BUSSOLI:   Q:   Thank you, Ms. Ahern.  Those are my 

questions.  Mr. Chair.    

THE CHAIRPERSON:   Thank you, Mr. Bussoli. 

COMMISSIONER GIAMMARINO:   Ms. Ahern, I think I might have 

mis-heard something you said earlier in testimony 

today.  Did you say we are to determine the cost of 

capital for a shareholder that just holds this stock, 

and so we are to include both diversifiable and non-
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diversifiable risk? 

MS. AHERN:   A:   What I said was you were determining an 

allowed return for a standalone entity, and although  

-- I didn’t say it earlier, but my testimony also says 

that it is the use of the invested funds and not the 

source of the funds which are relevant. 

  Holding companies have the option of 

investing in many different subsidiaries.  They are 

investing in a single subsidiary.  We are setting one 

for a single entity here.  Maybe if I -- let me put 

another hypothetical. 

  If you have two companies that are 

identical in risk operating in a jurisdiction, the 

same capital -- everything identical.  They operate 

side by side, and they are both publicly traded.  They 

are both going to command the same return on equity. 

They should.  Best or perception of risk should be the 

same.  Everything should be identical.  

  One of those companies is then acquired by 

a larger holding company and it becomes one of a 

portfolio of utilities that it owns.  What is its cost 

of capital?  What allowed return should it have?  All 

its risks are the same.  It’s operational risks are 

the same.  Its financial risks are the same.   Its 

customer mix is the same, it operates under the same 

regulatory scheme, and therefore based on the 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1351 
 

 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. 

standalone principle, it should be allowed a return 

commensurate with its total risks.    

  Respective of portfolio theory and the 

market.  In portfolios investors don’t receive a 

specific return.  The returns are still whatever their 

total return is.  It’s when you average them and. You 

know, the covariance of the portfolio you can -- I 

hate to use the word leverage, but you can get a 

higher return for bearing -- if you held them 

individually, the risk would be a certain beta risk 

and you would have a high risk, but you would have low 

risk in the portfolio.  I'm not saying it correctly, 

but the goal of regulation is to set a return for a 

single entity. 

    Proceeding Time 3:48 p.m. T68  

COMMISSIONER GIAMMARINO:   For a what? 

MS. AHERN:   A:   A single entity. 

COMMISSIONER GIAMMARINO:   That's right. 

MS. AHERN:   A:   And therefore the total risks of that 

entity, diversifiable and non-diversifiable, are 

relevant to that determination.   

COMMISSIONER GIAMMARINO:   Okay, the relevant, but not -- 

let me try just one other and then I’ll let it go.  If 

we were to look at -- suppose it was a very wealthy 

investor who came in and said I want to hold -- I want 

to start a utility and I want to deliver power to some 
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part of Vancouver, it's the only asset I am going to 

hold, and so I bear the total risk on that.  It is 

your understanding that portfolio theory and the 

capital asset pricing model would suggest yes, we 

would give you the return on the total risk? 

MS. AHERN:   A:   I would suggest that portfolio theory is 

irrelevant at that point -- 

COMMISSIONER GIAMMARINO:   I see. 

MS. AHERN:   A:   Because the -- you are talking about a 

regulated entity? 

COMMISSIONER GIAMMARINO:   Sure. 

MS. AHERN:   A:   Okay.  Because portfolio theory is not 

irrelevant to the investor, but it is irrelevant to 

setting the rates for that entity.   

COMMISSIONER GIAMMARINO:   Okay, I will just let that --  

MS. AHERN:   A:   Okay, because of the disconnect I said 

before.  You have the market return, and then assumes 

you determine it is going to be the earned return.  It 

is going to be allowed the opportunity to earn that 

return.  It is no longer a market return. 

COMMISSIONER GIAMMARINO:   But accepted financial theory 

is not consistent with that.  Would you agree there? 

MS. AHERN:   A:   Portfolio theory isn't --  

COMMISSIONER GIAMMARINO:   Well, all accepted financial 

theory, unless there is a barrier that restricts an 

investor from holding a diversified portfolio.  Then, 
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if they decide not to be diversified, that doesn’t 

mean that this Commission should give them a return 

for risks that they can get rid of.  And that is sort 

of the basis of portfolio theory, is that investors 

can get rid of it.  If they choose not to, they won't 

be rewarded for it.  Is that correct? 

MS. AHERN:   A:   That is correct, I agree with that.  

COMMISSIONER GIAMMARINO:   Okay.  Can I ask you about the 

Duff & Phelps and Morningstar.  So there, we 

categorize firms according to size and we put them in 

a decile.  I just want to make sure I kind of 

understand what is going on.  And then we would 

calculate -- and I am being very loose in my 

description here.  We calculate the expected return 

based on the CAPM, and subtract the returns that these 

firms earn minus what we would have expected from the 

CAPM, and then we determine a risk premium based on 

that? 

MS. AHERN:   A:   Correct. 

COMMISSIONER GIAMMARINO:   So, it is kind of reminiscent 

of the early small firm effect papers? 

MS. AHERN:   A:   Mm-hmm. 

COMMISSIONER GIAMMARINO:   Since then, you have cited Fama 

French and other studies.  It is more typical to 

regress returns on a size and exposure to size, as 

small minus big.  The market and the book to market 
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among others. 

  And when that happens, the coefficient on 

beta becomes insignificant or falls.  Now, what I am 

concerned about is how do we -- the proposed 

methodology is we keep the single factor CAPM, and we 

look at the returns on the small firms, but we know 

that these factors are going to change if we were to 

include others, and I think the standard, we would 

also want to include size, but also book to market, 

wouldn’t we? 

  In other words, that single period -- or 

that single factor model is not the correct 

representation if we want to admit size? 

MS. AHERN:   A:   Right, and I think if you did introduce 

-- theoretically if you introduced size into the model 

to compare with the returns, I would suspect that 

those premiums would go down. 

COMMISSIONER GIAMMARINO:    And the betas, okay. 

MS. AHERN:   A:   Yeah, but Duff & Phelps also has -- I 

chose to look at the premiums over the CAPM for Duff & 

Phelps, because that is comparable to Ibbitson.  Duff 

& Phelps also has smooth premiums over a risk-free 

rate that can also be used.  They are higher because 

they reflect other than beta risk as well.   

COMMISSIONER GIAMMARINO:   Do you know of any -- these 

were two professional studies.  Do you know of any 
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peer reviewed studies of what Duff & Phelps and 

Morningstar, and even Ibbitson?   

MS. AHERN:   A:   I am not aware, I have not done a search 

on them.  I do know that they are widely used in the 

financial field.  And I know Morningstar is widely 

used in the regulatory field, and they're cited -- in 

fact Duff & Phelps cites their study sort of as an 

expansion of Ibbitson.   

COMMISSIONER GIAMMARINO:   And it is just --  

MS. AHERN:   A:   And I think Ibbitson just -- I’m sorry, 

they cite the academic literature and then they are 

just really trying to show what has historically 

happened.   

    Proceeding Time 3:54 p.m. T69 

COMMISSIONER GIAMMARINO:   Right.  I’m just wondering if 

anyone has addressed my concern, by not including -- 

not doing a Fama French, and if you know one I’d be 

happy if you would forward it to us. 

MS. AHERN:   A:   I’m not -- 

COMMISSIONER GIAMMARINO:   That compared to the standard 

approach, currently standard approach of including 

size using a Fama French type of regression, they’re 

not.  And so I’m just wondering if there might be a 

good reason. 

MS. AHERN:   A:   No, I’m not.  But certainly can look it 

up.  I am aware, though, I’ve been involved in some 
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cases where the Fama French model has been used and 

we’ve looked at it ourselves, and actually for a lot 

of utilities, a lot of those betas were insignificant 

and it really -- 

COMMISSIONER GIAMMARINO:   The market beta do you mean, or 

the other ones? 

MS. AHERN:   A:   Size is one.  But market, yeah.  Some of 

the market betas.  But another time it might be -- 

three months later it might not be. 

COMMISSIONER GIAMMARINO:   Yeah.   

MS. AHERN:   A:   So it hasn’t been shown in use in the 

regulation I’ve seen to be a model that is 

consistently statistically significant.  I agree it’s 

better, but --   

COMMISSIONER GIAMMARINO:   Would you agree that if -- so 

the size factor has been identified for some time, and 

I think it raises the question, well what risk is this 

capturing?  And there are conjectures and you’ve 

included some, but would you agree that this latest 

round, the Fama French and the stuff that’s been done 

for the last N years suggests that these are risk 

factors, as you say in your report, and they may not 

be present just for small firms or only for small 

firms.  It’s a question of whether a company loads on 

that factor and, you know, we’re not sure what that 

factor represents economically just yet, as we do with 
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the CAPM where we have a very good idea.  So it’s 

possible to get a small firm not loading, and that 

would be very relevant to our decisions here if a 

small firm is here and it’s small but it doesn’t load.  

Just automatically putting it in the decile and saying 

you should get a premium is not consistent with risk 

and return.   

MS. AHERN:   A:   I agree, I understand, and I have not 

seen it.  One thing when you talk about market 

capitalization being a measure of size, and one thing 

Duff & Phelps has said is that they added their extra 

factors to answer the question of is a company small 

because it’s risky, or is a company risky -- by market 

value, or is it risky because it’s small?  And that’s 

where they empirically did similar type analysis based 

on the other factors.  

  There may be -- I haven’t reviewed them in 

the Duff & Phelps study, which is Exhibit PMA-9, the 

entire studies there of B2-9, there may be some 

literature sources there that might answer your 

questions. 

COMMISSIONER GIAMMARINO:   Okay.  Those are my questions, 

thank you. 

MS. AHERN:   A:   Okay, thank you. 

THE CHAIRPERSON:   I have no questions.  Ms. Cheesman, do 

you have redirect? 
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MS. CHEESMAN:   No, I do not, thank you. 

THE CHAIRPERSON:   Okay.  Ms. Ahern, you are excused. 

MS. AHERN:   A:   Thank you. 

THE CHAIRPERSON:   And we’d like to thank you for being 

with us today and answering a long list of questions. 

MS. AHERN:   A:   Thank you for inviting me here today.  

Thank you.  Thank you.   

(WITNESS ASIDE) 

THE CHAIRPERSON:   Mr. Wallace, would you like a couple of 

minutes to set up your panel?   

MR. WALLACE:   Thank you.  I think probably five minutes. 

THE CHAIRPERSON:   That’s fine.     

 (PROCEEDINGS ADJOURNED AT 3:58 P.M.) 

 (PROCEEDINGS RESUMED AT 4:04 P.M.)  T70/71 

THE CHAIRPERSON:   Please be seated.   

MR. WALLACE:   Mr. Chairman, we have one witness, Dr. 

Booth, if he could be sworn, please.  

ASSOCIATION OF MAJOR POWER CUSTOMERS OF B.C. PANEL  

LAURENCE DAVID BOOTH, Affirmed: 

EXAMINATION IN CHIEF BY MR. WALLACE: 

MR. WALLACE:   Q:   Dr. Booth, your evidence is contained 

in Exhibit C6-12?   

DR. BOOTH:   A:   I assume so, yes.   

MR. WALLACE:   Q:   And do you have any corrections or 

amendments to that evidence?   

DR. BOOTH:   A:   Yes, I do.  On page 3, the second 
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paragraph, it says "the introduction of quantitative 

easing to the tune of 85 million a month."  That’s 

actually "85 billion a month", as I state elsewhere in 

the testimony. 

  Then on page 35, the bottom paragraph, I 

say "The TQM hearing was about nine months before the 

BCUC’s generic hearing."  I think more accurately it 

was about a year before the BCUC’s hearing.   

MR. WALLACE:   Q:   Sorry, which line was that, sir?   

DR. BOOTH:   A:   Line 7.   

MR. WALLACE:   Q:   Thank you.   

DR. BOOTH:   A:   And then on page 41 -- oh, this was a 

correction in a response to an Information Request.  

Line 5.   

MR. WALLACE:   Q:   Sorry?   

DR. BOOTH:   A:   Page 41.  Line 5.   

MR. WALLACE:   Q:   41 of the evidence?   

DR. BOOTH:   A:   Of the evidence, yes.   

MR. WALLACE:   Q:   Okay, thank you.   

DR. BOOTH:   A:   "The more comprehensive RSAM has been 

introduced since 1996."  Not 2000.   

MR. WALLACE:   Q:   Thank you.   

DR. BOOTH:   A:   And then on page 43, line 3, "As a 

result ATCO Gas got its common equity ratio increased 

to 39 percent", and that should be "from 38 percent".   

  On page 60, this isn’t a correction, but on 
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page 60, lines 11 to 12, I talk about monetary policy 

continuing as needed in the United States until the 

unemployment rate gets closer to the non-accelerating 

inflation rate of unemployment of 5.2 percent.  Just 

last week, the Fed clarified that that will continue 

until the unemployment rate gets to 6.5 percent.  So, 

the Fed has provided guidance on that.  So that’s not 

a correction in my testimony, it’s just that there is 

more information about that now.   

  Then on page 99, line 19, I say line 9 

hearing before the NEB and subsequently recommended it 

to the NEB.  That should be to the Régie, which 

accepted it in 2010.  

  And the last one is on page 114.  Line 21.  

This is a typo.  A significant typo.  "Adjust by 50 

percent of the change in utility credit spreads and 75 

percent of the change in forecast LTC yields", not 76 

percent.  Those are my corrections.   

MR. WALLACE:   Q:   And with those changes, is your 

evidence correct to the best of your knowledge?   

DR. BOOTH:   A:   Oh, correct at the time.  There is one 

final correction.  When I write my testimony, I put 

things at the end of my testimony that I incorporate 

into my testimony as I go along.  I didn’t notice 

until after it has been filed that there’s two scrap 

pages at the end of my testimony.  So beyond Schedule 
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4, which is where my testimony ends, there is two 

scrap pages.  So, I’m afraid I should have deleted 

those but I missed them.  So I apologize for that.   

    Proceeding Time 4:10 p.m. T72 

MR. WALLACE:   Q:   Thank you, Dr. Booth, and with those 

changes is your evidence correct to the best of your 

knowledge? 

DR. BOOTH:   A:   It is.   

MR. WALLACE:   Q:   Thank you.  And your responses to 

information requests by the BCUC and by Fortis are 

contained in Exhibits C6-15 and C6-16? 

DR. BOOTH:   A:   They are. 

MR. WALLACE:   Q:   And do you have any corrections to 

those? 

DR. BOOTH:   A:   Not that I know of.  I was doing them 

until two o’clock in the morning on a couple of nights 

and I haven’t gone back to them, but I’m sure there’s 

typos in them somewhere.   

MR. WALLACE:   Q:   Okay, and do you adopt those three 

Exhibits C6-12, -15 and -16 as your evidence in this 

proceeding? 

DR. BOOTH:   A:   I do.   

MR. WALLACE:   Q:   And your CV is attached as Appendix A 

to your evidence?   

DR. BOOTH:   A:   It is. 

MR. WALLACE:   Q:   And can you confirm that you teach 
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domestic and international finance at Rotman School of 

Management at the University of Toronto? 

DR. BOOTH:   A:   Well, I haven’t taught international 

finance for a number of years, but I teach corporate 

finance, financial markets, I’ll be teaching mergers 

and acquisitions in the upcoming year. 

MR. WALLACE:   Q:   And you’ve taught there for over 20 

years? 

DR. BOOTH:   A:   I’m afraid to say I’ve taught there for 

34 years.  But I hide that on my CV.   

MR. WALLACE:   Q:   It’s carefully buried, yes.  Your 

research interests centre on cost of capital, 

empirical finance, and capital market theory? 

DR. BOOTH:   A:   That’s correct. 

MR. WALLACE:   Q:   And you’ve authored or co-authored 

approximately 60 journal articles?   

DR. BOOTH:   A:   That’s correct. 

MR. WALLACE:   Q:   And you’ve authored or co-authored 

over 30 non-journal articles. 

DR. BOOTH:   A:   I haven’t counted them but I’ll accept 

that. 

MR. WALLACE:   Q:   And why do you differentiate between 

journal and non-journal articles? 

DR. BOOTH:   A:   Because it’s a standard distinction for 

academics that journal articles go through some form 

of peer review, so they’ve met some sort of standard, 
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whereas non-journal articles have not met an external 

peer-review standard.  So it’s not to say that they’re 

not useful.  It’s just simply that they’re chapters in 

books and other publications that have in some sense 

not been vetted.   

MR. WALLACE:   Q:   Thank you.  And finally you’ve 

testified in rate hearings regarding return on equity 

and/or capital structure for over 25 utilities across 

Canada, sometimes on more than one occasion? 

DR. BOOTH:   A:   Well, you’ve done more than I’ve done, 

Mr. Wallace.  I haven’t counted them but I will accept 

25 subject to check. 

MR. WALLACE:   Q:   Thank you.  

  Mr. Chairman, that completes -- oh, I’m 

sorry.  Dr. Booth, you have an opening statement? 

DR. BOOTH:   A:   I do. 

MR. WALLACE:   Q:   And could you provide that at this 

time?   

DR. BOOTH:   A:   The BCUC has two important decisions to 

make that my testimony addresses.  The first is, has 

the business risk of FEI changed, in which case should 

the common equity ratio be changed?  The second is 

whether the cost of equity capital has changed, where 

according to the Supreme Court of Canada, as well as 

basic economics, this is the rate investors can earn 

on other securities of equivalent risk to that of the 
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regulated utility.   

  In terms of business risk and capital 

structure, in 2006 the BCUC decided that the 

appropriate common equity ratio for FEI was in the 

range of 35 to 38 percent, and decided on 35 percent 

due to the more extensive set of deferral accounts 

available to FEI.  This was changed in 2009 to 40 

percent, but it is important to understand why.  In 

2008 the competitive advantage of natural gas over 

electricity almost disappeared, while the province was 

enacting legislation that would increase FEI’s cost 

for a carbon tax.  This was to increase FEI’s cost by 

50 cents a gigajoule in 2009, up to $1.50 a GJ by 

2012, and there was discussion of it moving to 15 a 

GJ.  In fact natural gas was being described as a 

transitional fuel to such an extent that the president 

of TGI had to say that natural gas is a foundational 

fuel and not a transitional fuel, and that’s in the 

BCUC’s decision, page 23.   

  The point is that the threat to FEI was the 

provincial fuel policy would increase the carbon tax, 

threaten the competitive position of natural gas, and 

jeopardize FEI’s ability to recover its rate base 

investment.  I did not accept this at that time.  But 

regardless, this has now changed.  FEI has absorbed 

the $1.50 a GJ carbon tax and its competitive 
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advantage over electricity has increased 

substantially, so that it is now greater than it has 

been for the last ten years.  Even after the carbon 

tax, the competitive position of FEI is only slightly 

behind that of Union Gas and EGDI in their markets.  I 

regard it as a reasonably straightforward conclusion 

that FEI’s business risk is equivalent to what it was 

in 2006, and recommend the same 35 percent common 

equity ratio. 

  In terms of the opportunity cost, it has to 

be remembered that FEI testimony was mainly drafted 

during the worst of the financial crisis of 2008 and 

‘9.   

Proceeding Time 4:15 p.m. T73 

  Ms. McShane’s testimony, for example, was 

dated March, 2009.  And Dr. Vander Weide’s May, 2009.  

But his last DCF estimates were for February, 2009.  

The company’s witnesses stressed that the hearing was 

in late 2009, but the bulk of the evidentiary record 

was put together at a period of real financial crisis, 

and the memory of this was very much uppermost in 

people’s minds.  I note, for example, that my 

testimony was dated August, 2009 and while my own 

recommended ROE was 7.75 percent, I also recommended 

that the BCUC maintain its own ROE formula that would 

have resulted in a higher ROE. 
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  Times have now changed.  According to the 

Governor of the Bank of Canada, our financial system 

is now firing on all cylinders.  The limited output 

gap that remains is expected to disappear in 2013.  

The only negative is actually a positive.  Which is, 

as a Triple-A rated country, foreign investors are 

buying Canadian government debt, pushing up prices and 

driving down yields.  Thereby increasing the credit 

spread with corporate bonds.  Some would say that this 

is a repricing of risk and indicates increased risk 

aversion.  However, to say the least, this is a 

stretch.  The fact is that Canadian utilities can 

borrow at incredibly low interest rates for 40- or 50-

year terms which on sober reflection does not indicate 

any significant increase in risk aversion.   

  The low Canadian bond yields do pose 

problems, however, in that they are largely being set 

by foreign investors, and reflect the actions of what 

RBC calls the global policy maker.  As a result, I 

have added 80 basis points to my Long Canada bond 

yield, forecast to reflect the impact of Operation 

Twist, and the Euro-crisis, and like many others do 

not regard current government of Canada bond yields as 

anywhere close to equilibrium levels.   

  As a result, my recommended ROE increases 

to 7.5 percent.   
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  There is no question that a lower allowed 

ROE and a return to a 35 percent common equity ratio 

combined with FEI’s high embedded interest cost also 

means a return to interest coverage ratios around 2.0.  

However, if the BCUC feels the FEI needs more 

financial flexibility, then the answer is for FEI to 

issue 5 percent in preferred shares.  What I don’t 

recommend is a debt market access problem be solved in 

the equity market by giving the shareholders either 

more common equity or a higher ROE than is warranted.   

MR. WALLACE:   Q:   Thank you, Dr. Booth. 

  Mr. Chairman, I think the practice has been 

to mark the opening statements as an exhibit, and I 

propose to do that at this time.  Unfortunately I 

forget the number.   

MR. FULTON:   C6-22.   

THE CHAIRPERSON:   Thank you.   

 (DR. BOOTH'S OPENING STATEMENT MARKED EXHIBIT C6-22) 

MR. WALLACE:   Mr. Chairman, with that, Dr. Booth is 

available to answer questions.   

THE CHAIRPERSON:   Thank you, Mr. Wallace.  Mr. Ghikas, 

the floor is yours.   

MR. GHIKAS:   Mr. Chairman.  For the remainder of the day, 

the documents that I will be referring to primarily 

here is Dr. Booth’s testimony, Exhibit C6-12, and 

there is also a package of documents which I believe 
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was just circulated.  It has a little red number in 

the right -- lower right-hand corner here with 

“Proceedings from the Alberta Utilities Commission” 

being the first page.  It’s just a loose-leaf -- okay.   

  Now, this package of material, we put 

together and paginated in the lower right-hand corner.  

It’s a compendium of various documents and we have 

paginated it sequentially in the lower right-hand 

corner just for ease of reference.  We had, in the 

late hours of last night or perhaps the early hours of 

this morning, we had e-mailed it to Mr. Wallace.  Mr. 

Wallace and I got our wires crossed, and Dr. Booth 

hasn’t seen these document yet.  So we had just 

discovered this, just a few moments ago. 

  Now, what I believe what we’ll do is 

continue.  I’m not planning to get very far into that 

package, but as I understand it Dr. Booth is prepared 

to go forward at the current time, and we’ll just 

maybe bear with him for the first little bit as he --  

THE CHAIRPERSON:   If he requires it, you’ll give him the 

time?   

MR. GHIKAS:   If he needs to read forward and if he 

indicates that he is not quite ready to do it without 

-- Dr. Booth, if you’re not quite ready to do it 

without taking a break, I’m quite content to do that 

as well.  Okay?   
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DR. BOOTH:   A:   I am usually accused of being completely 

predictable, Mr. Ghikas, so I would expect that 

whatever is in here I still agree with.   

MR. GHIKAS:   All right.   

MR. WALLACE:   Mr. Chairman, I simply have one comment.  

Not having seen this, and again, simply due to crossed 

wires, a mix-up, I have a little concern if there is 

an intent to mark this as an exhibit, in part because 

I haven’t seen it, and in part because it contains a 

lot of material which may or may not have been 

referred to.  I would hope that if it is marked as an 

exhibit, it would only be to the extent that material 

has been discussed on the record with Dr. Booth and 

that there would be no other reference to it in 

argument. 

    Proceeding Time 4:21 p.m. T74  

MR. GHIKAS:   And that is agreeable and appropriate, Mr. 

Chairman.   

THE CHAIRPERSON:   Proceed. 

MR. GHIKAS:   At the current time, unless my friend has 

any objection, I will mark it just for ease of 

reference at this point, but if you would prefer that 

we not at this stage, I am quite content to do that as 

well.  

MR. WALLACE:   I am fine as long as it is done on the 

understanding that I just set out, that nothing in 
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this will be referred to in argument or by the 

Commission taken to have any weight whatsoever, unless 

it is put to Dr. Booth, and it is discussed, and only 

to that extent. 

THE CHAIRPERSON:   Do you agree with those terms?  

MR. GHIKAS:   Agreed, I believe those are the usual terms, 

Mr. Chairman, thank you. 

THE CHAIRPERSON:   Fair enough, let's give it an exhibit 

number then. 

MR. GHIKAS:   I think it is B1-50 if I am not mistaken.  

5-0.  Sorry, yes, B1-50.  

 (10-4-PAGE COLLECTION OF DOCUMENTS USED IN CROSS-

EXAMINATION OF DR. BOOTH, MARKED EXHIBIT B1-50 marked) 

THE CHAIRPERSON:   Sorry, it was As.  I was getting left 

around 52 there.   

CROSS-EXAMINATION BY MR. GHIKAS: 

MR. GHIKAS:   Q:   Okay, Dr. Booth, if we could just start 

first of all on page one of this package.  Now, this 

is an excerpt of the transcript from the Alberta 

Utilities Commission proceeding 833 from July 4th, 

2011.  And if you will go over to the next page, you 

will see that your name appears at line 14.  Do you 

recall testifying in Alberta in this proceeding? 

DR. BOOTH:   A:   I do.   

MR. GHIKAS:   Q:   Okay, and just for context, Dr. Booth, 

Mr. Lyttle questioning you, that is Commissioner 
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Little?  

DR. BOOTH:   A:   I will accept that, I honestly can’t 

remember.   

MR. GHIKAS:   Q:   Okay, line 11, there is a reference to 

Commissioner Lyttle, so just for context? 

DR. BOOTH:   A:   Okay. 

MR. GHIKAS:   Q:   Okay.  And first of all, will you 

accept that this transcript, the excerpts from it are 

a true copy of the transcript from that proceeding, 

subject to check? 

DR. BOOTH:   A:   I would have no reason to doubt it. 

MR. GHIKAS:   Q:   Thank you.  Now, if we start on the 

page two of the package, or page 1042 of the 

transcript, you will see the question at line 16 from 

Commissioner Lyttle is relating to different decisions 

across Canada, and as far as what is happening in 

other utilities.  And he asks at line 18, 

“Could you sort of give us a framework of 

where you see rates provincially, and where 

we fit in currently with our placeholder 

just on the Canada-wide rates?”  

 And you indicate at line 22,  

“The five major hearings I was involved 

with, the BCUC gave Terasen gas, which is 

now FortisBC I guess, 9.5 percent, asked 

them to bring in a new ROE mechanism, which 
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my understanding is they haven't done, and I 

don’t know whether they will do it.  9.5 

percent looks pretty good.  So that is the 

BCUC.”   

 So you recall, or you will accept you gave that 

evidence? 

DR. BOOTH:   A:   I accept that, I don’t recall it, but I 

have no reason to doubt it.  

MR. GHIKAS:   Q:   Okay.  And over on line 13, there is 

some discussion of some other utilities, and then at 

line 13 we get to a reference to Gaz Metro.  And it 

says, 

“Gaz Metro, they set -- the benchmark rate 

of return was 8.95 percent and they added a 

premium for Gaz Metro because Gaz Metro 

faces a large amount of risk from Hydro 

Quebec, simply because everybody -- well not 

everybody, but a lot of people in Quebec, 

heat with electricity.  And as a result, 

most of the demand for Gaz Metro comes from 

industrial demand, and they have got good 

penetration in new housing.  But most people 

in Quebec heat with electricity, because 

Hydro Quebec’s rates are so low…”   

 And here is where I want to focus in, Dr. Booth.   

“…which is a similar problem in B.C., which 
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is where the Lower Mainland increasingly 

it's all condominiums, and they use 

electricity.”  

 So, just stopping there for a moment.  So your advice 

to the AUC in July of last year was that increasingly 

it is all condominiums and they use electricity, 

right? 

DR. BOOTH:   A:   Well that is correct.  Just looking out 

of my hotel room, Toronto and Vancouver has got a lot 

in common.  Condominiums all over the place.   

MR. GHIKAS:   Q:   Okay, and at line 24 we carry on.   

“So BC Gas -- sorry, Terasen Gas, or Fortis 

Gas or whatever it is now, is facing 

problems that given the density in British 

Columbia, is facing significant competitive 

pressure from electricity and that was the 

basic reason the BCUC gave it more equity 

and a high rate of return.” 

  Now, just stopping there for a moment Dr. 

Booth, given -- when you say given the density in 

British Columbia, you’re referring again to 

condifying, correct? 

    Proceeding Time 4:26 p.m. T75 

DR. BOOTH:   A:   Are you using my ad --  

MR. GHIKAS:   Q:   I am, I am.   

DR. BOOTH:   A:   Well, I hope it catches on, but that’s 
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correct. 

MR. GHIKAS:   Q:   Okay. 

DR. BOOTH:   A:   We’re seeing condifying in Toronto.  

We’re saying it in Vancouver.   

MR. GHIKAS:   Q:   And that, in your words, is causing -- 

or was causing significant competitive pressure from 

electricity, correct? 

DR. BOOTH:   A:   Well, that’s correct.  As you pointed 

out, I was summarizing the decisions which was Mr. 

Commissioner Lyttle’s question.  So it comes from a 

few of the different decisions across Canada, “Could 

you give us a framework?”  So what I’m doing there is 

summarizing my view of what the BCUC decided in 2009 

for Terasen. 

MR. GHIKAS:   Q:   And your view at that time was the 

basic reason the BCUC gave it more equity and a high 

rate of return, gave FortisBC a higher rate of return 

and more equity was the condification and the 

competitive pressure from electricity, correct? 

DR. BOOTH:   A:   Well, the main thing was significant 

compared to competitive pressure from electricity, 

that’s correct, and part of that comes from increase 

in density, increase in condominiums, and attachments.  

So that’s correct.  That’s exactly what my 

understanding is what the decisions say. 

MR. GHIKAS:   Q:   Okay, and in your opening statement 
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today, Dr. Booth, you -- Exhibit C6-22, you indicate 

that it’s important to understand why the 2009 

decision was what it was.  And I’d suggest to you that 

the explanation you were providing to the AUC last 

July is different than the one that you put forward in 

your opening statement.   

DR. BOOTH:   A:   No, I don’t think so.  I think the 

Commission asked me before the AUC just to summarize, 

and to the best of my recollection 18 months ago I 

answered Commissioner Lyttle, but it wasn’t a hearing 

into Terasen Gas or Quebec Hydro.  I summarized what I 

felt the decision said.  And at that time those were 

the propositions.  

  When I reread the decision, the 2009 

decision, to me it was clear that the major factor was 

the competitive position of electricity versus natural 

gas in the Lower Mainland.  And a lot of these factors 

all come down to how competitive is natural gas 

relative to electricity?  As a result, can Fortis 

Energy BC -- can I call it BC Gas just for 

convenience?  Fortis Energy BC maintain its market 

penetration, recover its investment and its rate base.  

And that all comes down to the competitive position of 

natural gas versus electricity. 

MR. GHIKAS:   Q:   And you’d agree with me, Dr. Booth, 

that your opening statement doesn’t refer to 
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condifying or anything of that nature. 

DR. BOOTH:   A:   That’s correct.  I was told very 

specifically by counsel, “Keep it under two pages.”  

It also doesn’t refer to credit market adjustments.  

It’s just a simple statement of what I regarded as the 

major points. 

MR. GHIKAS:   Q:   Okay.  You would agree with me, Dr. 

Booth, that if the Commission wants to know why the 

Commission decided the 2009 application the way it 

did, it should just read the decision? 

DR. BOOTH:   A:   Yeah, that would be a very good idea.  

But I mean, when a commissioner asks me, “Can you just 

sort of tell us about the decisions you were involved 

with,” I basically responded at that point in time.  

It may not have been a complete description of all of 

the decisions, but those were the things that clearly 

are said at that point in time. 

MR. GHIKAS:   Q:   Okay.  So carrying on for a moment, Dr. 

Booth, just in the transcript there starting at line 5 

on page 1045, you say: 

“One of the criticisms I have is that 

whenever you look at these numbers and you 

see somebody is on this ROE or somebody is 

on this common equity ratio, you have to 

look at them and say, ‘Are these generic or 

is there a reason for this?’  And there is 
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almost always a reason for why there’s 

change in the ROE or a change in the common 

equity ratio.  So you can’t just take 

FortisBC, the former Terasen Gas, and say, 

‘Look, we’ll apply that,’ because the 

situation is different and you can’t take 

the NEB’s formula, et cetera, et cetera.” 

  Now, so last year before the AUC, one of 

the criticisms that you had, Dr. Booth, was people 

taking a situation of one utility and simply just 

applying it to a different situation, correct?       

Proceeding Time 4:31 p.m. T76 

DR. BOOTH:   A:   Well, I would say the criticism was that 

people would just look at the common equity ratios and 

say, “Wow, look, the trend …”  I mean, I can’t 

remember which situations they were looking at, but 

you can’t just look at, say, a change in the 

TransCanada Mainline’s common equity ratio from 30 to 

33 to 36 to 40 percent and say that’s sort of generic 

across Canada.  There were specific reasons why the 

NEB changed the common equity ratio for the Mainline.  

There were specific reasons why the Régie regards Gaz 

Metro as an above-average risk utility.  So, you can’t 

just look at a lot of these ratios and say, “Well, 

look, here is one, let’s just apply that.”  You have 

to look what goes on behind those numbers.  The 
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numbers themselves give a broad range of what the -- 

what might be regarded as a reasonable range for the 

common equity ratio or the ROE.  But you have to think 

about the fact that each of these comes out from a 

litigated hearing with a lot of information and a 

panel of -- members of the board or the Commission, 

sits down and writes a decision based upon the 

evidence before them.   

MR. GHIKAS:   Q:   Dr. Booth, if you could turn to page 40 

of your evidence, which is C6-12, and actually let’s 

start on page 39.   

DR. BOOTH:   A:   Yes.   

MR. GHIKAS:   Q:   Okay.  Your question is -- on line 15, 

“But isn’t FEI having problems attaching new 

customers?”  And you start off by saying, “Not really, 

as it’s still growing its a customer base.”  And then 

you carry on.  And the part that I am interested in is 

over on the following page, starting at line 3, where 

it says  

"Further, while the Lower Mainland is moving 

towards condominium living, which might 

prefer electricity to natural gas for space 

heating, EGDI has not noted this as a risk 

factor and Toronto is also condifying.”  

  I would suggest to you what you’re saying 

there is while Vancouver may be condifying, EGDI isn’t 
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complaining about condifying, and so we shouldn’t give 

what FEI is saying much weight.  Isn’t that what 

you’re saying there?   

DR. BOOTH:   A:   No, I’m saying that the -- well, let’s 

put it bluntly.  I have testified and been aware of 

business risk situations several gas utilities, namely 

recently Gaz Metro, Enbridge Gas Distribution, Union 

Gas, and now FEI.  They are all faced with some 

similar problems in terms of gas markets demand 

competition, and yet sometimes when I look at these 

hearings, they put up different risk factors.  And all 

I’m saying here is that I look at Toronto and I look 

at Vancouver, and they’re both faced with the same 

problem of increasing density and more condominiums, 

and I’m just pointing out that I haven’t heard EGDI 

referencing that as a risk factor.   

MR. GHIKAS:   Q:   And if EGDI had referenced it as a risk 

factor, you would have said it automatically applies 

in Vancouver?  

DR. BOOTH:   A:   No, I would say that if all of the gas 

utilities in Canada say “This X is a risk factor,” 

then I would look at it and say, “Well, why is it they 

all think this is a risk factor?"  There is some 

commonality that would then justify looking at it in 

more detail. 

  But if only one of them specifies it as a 
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risk factor, then you wonder why the other ones in 

similar situations haven’t raised it as a risk factor.  

So all I’m saying here is that -- well, look.  I live 

right downtown in Toronto, and the city block that I 

live on, two of the major parts of it are being 

knocked down to put up more tower blocks.  So, we’re 

going to exactly the same problems in Toronto in terms 

of increasing density and increases condominiums.  As 

I pointed out in the Enbridge Gas hearing that was 

just this summer, they raised several risk factors.  

Not one of them related to this particular risk 

factor. 

  So I’m not saying it means it’s not a risk 

factor for FEI.  I’m just saying in many ways Toronto 

is similar, and this hadn’t been raised in Toronto.   

MR. GHIKAS:   Q:   So it’s anecdotal, essentially.   

DR. BOOTH:   A:   No, it’s not anecdotal, it’s a fact.  

It’s a fact that I was in the hearing and business 

risk for EGDI, and they never raised increase in 

condominium development as a fact.  They raised some 

other things as a fact, but I cannot remember them 

ever mentioning increased condominium development as a 

risk factor for EGDI.   

    Proceeding Time 4:36 p.m. T77 

 MR. GHIKAS:   Q:   Dr. Booth, you’d accept, I assume that 

saying EGDI has not noted this as a risk factor in 
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Toronto is also condifying is a far cry from telling 

me AUC, that density in British Columbia and the 

significant competitive pressure from electricity was 

the basic reason BCUC increased the equity ratio in 

ROE in 2009? 

DR. BOOTH:   A:   That was my understanding of the 2009 

decision, and Mr. Lyttle asked me to reference the 

decision and sort of summarize what was going on, and 

that was elements of the BCUC decision in 2009.  And 

all I’m referencing here is the fact that in a EGDI 

decision -- or sorry, not a decision, a hearing just 

three, four months ago, that was not raised as a risk 

factor for Enbridge Gas.  And yet we know full well 

that the Minister of Finance and the Bank of Canada 

are worried or have been worried in the past about 

increasing speculation, condominium over-building in 

Toronto and Vancouver and house prices.  They twinned 

those cities together in terms of their exposure to 

condifying.  

MR. GHIKAS:   Q:   Dr. Booth, just for context, the AUC 

proceeding that we were referring to in 2011, that was 

a proceeding dealing with cost of capital ROE with 

respect to Alberta utilities, correct? 

DR. BOOTH:   A:   That’s correct.  And in fact I was asked 

specifically just to restrict my attention to ATCO 

pipelines, which was the only thing that the Canadian 
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Association of Petroleum Producers was interested in. 

MR. GHIKAS:   Q:   And it was a generic hearing, wasn’t 

it? 

DR. BOOTH:   A:   That’s correct. 

MR. GHIKAS:   Q:   Okay, and just for context, you were 

giving evidence on behalf of an intervenor, you said 

CAP, is that right? 

DR. BOOTH:   A:   That’s correct.   

MR. GHIKAS:   Q:   In that process.  And you were 

maintaining that the ATCO Pipelines in this case ought 

to have a lower overall return, correct? 

DR. BOOTH:   A:   I can’t remember my exact 

recommendation, but ATCO Pipelines had just gone 

through a reorganization where it was fully integrated 

with the Alberta system.  So I recommended that ATCO 

Pipelines no longer had the competitive risk with Nova 

Gas since it was basically integrated with Nova Gas.  

So I made recommendations in terms of the common 

equity ration for ATCO Pipelines and an overall fair 

return.  

MR. GHIKAS:   Q:   And at the time of that proceeding, Dr. 

Booth, FEI had a higher ROE and capital structure than 

the utility that you were giving evidence with respect 

to, correct? 

DR. BOOTH:   A:   That’s correct.  As you point out on 

page 2043 of the transcript, I said the 9.5 percent 
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looks pretty good.  And in fact, it was just about the 

highest award in 2009.  The only one higher was that 

of the Ontario Energy Board. 

MR. GHIKAS:   Q:      And in that context, you would be 

loathe to see ATCO Pipelines compared with FEI in any 

way, shape or form, correct? 

DR. BOOTH:   A:   I can’t remember whether I compared FEI 

with ATCO Pipelines.  My view on regulation is 

essentially that utilities are regulated in terms of 

their common equity ratio to equalize business risk to 

such an extent that regulators apply pretty much a 

uniform ROE to what has been a standardized risk 

utility.  That was certainly the case up until 2008, 

and then the financial crises caused a splintering of 

that sort of consensus, and we are still sort of 

recovering some sort of consensus from the financial 

crises. 

  But my view is that the business risk is 

associated with changes in the common equity ratio and 

that has been the policy adopted by many boards, and 

then they are allowed a generic ROE, or a benchmark 

ROE. 

MR. GHIKAS:   Q:   Okay, Dr. Booth.  Just changing gears a 

little bit here. Do you have any evidence that FEI’s 

capture rate in multifamily dwellings is any more 

favourable now than it was in July of 2011 when you 
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appeared before AUC? 

DR. BOOTH:   A:   No.  I would expect over the last 

eighteen -- well, first of all, in July 2011, I didn’t 

have any data on the capture rate of FEI.  I was 

relying upon the decision of the BCUC in 2009. 

MR. GHIKAS:   Q:   Yeah, I’m changing gears a bit here on 

you, Dr. Booth.  Today, as we speak today, do you have 

any evidence that FEI’s capture rate in multi-family 

dwellings is any more favourable than it was back in 

July of 2011? 

    Proceeding Time 4:41 p.m. T78  

DR. BOOTH:   A:   No.  I’d expect if anything it would 

deteriorate simply because of condo-fication or 

condifying, whatever you want to refer to it as.  The 

fact is that -- I am reminded in the UK when there was 

a development called Ronan Point, where there was a 

gas explosion, and about a quarter of the building 

were all -- one sort of corner all went down as a 

result of the gas explosion.  So, I would say that 

there is a preference in terms of using electricity in 

high rise buildings unless the furnaces or whatever in 

the basement to heat the whole complex. 

  So, I will fully accept that FEI does have 

problems with capture rates relative to a jurisdiction 

where there is more developments in terms of 

traditional residential housing and low-rise 
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developments.  

MR. GHIKAS:   Q:   Do you have any evidence that the 

multifamily dwellings have become less prevalent in 

B.C. since last year? 

DR. BOOTH:   A:   No, that is not something that I have 

looked at.  I don’t think that effects the risk of the 

utility.  

MR. GHIKAS:   Q:   Okay, and FEI’s use per customer, is 

that any more favourable now than in July 2011 than 

when you appeared before the AUC? 

DR. BOOTH:   A:   No, hopefully it has gone down.  What we 

want is more people using high efficiency furnaces and 

we want more houses and complexes that are insulated 

so we would hope that residential use per customer 

goes down.  And I will point out that is something 

that EGDI and Union Gas have pointed out.  Of course 

it is a common phenomena.  If you use better furnaces, 

and you have got better insulated homes, use goes 

down.  I don’t regard that as a risk factor.  It is 

entirely predictable.   

MR. GHIKAS:   Q:   Dr. Booth, I am going to change gears 

here, if you can go to page 43 of your evidence 

please. 

DR. BOOTH:   A:   Yes?   

MR. GHIKAS:   Q:   And in particular, I am just going to 

zero in on lines 13 to 17, and there you say, 
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“Overall I would judge FEI as warranting a 

common equity ratio of 37 percent in a range 

of 36 percent (Union and EGDI) to 38.5 

percent (Gaz Metro) based on these 

comparators.  However, I would recommend the 

same 35 percent I recommended in 2009.  

Capital market conditions are much improved 

from 2009, and it is difficult to see how 

the vast expansion in shale gas and 

consequent collapse in natural gas prices 

has done anything but reduce FEI’s business 

risk.”   

  Now, I just want to focus in on the first 

sentence that refers to Gaz Metro and Union and EGDI 

as your comparators, okay?   

  First of all, you testified before the 

Régie in 2011 with respect to Gaz Metro, correct? 

DR. BOOTH:   A:   Correct. 

MR. GHIKAS:   Q:   Okay, and you filed evidence with 

respect to Gaz Metro? 

DR. BOOTH:   A:   That is correct.   

MR. GHIKAS:   Q:   Now, if we can just take a peek at -- 

well, let me ask you this, Dr. Booth, the Gaz Metro in 

addition to having 38.5 percent common equity, has 

seven and a half percent deemed preferred shares, 

correct? 
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DR. BOOTH:   A:   That is correct.  So, by deeming, it 

means that they are actually not imposing any 

financial risk on the common shareholder, since it is 

just deeming, it is not an actual payment.  So, 

essentially it means that Gaz Metro has 46 percent 

equity at a blended rate of a preferred share rate, 

and the ROE.   

MR. GHIKAS:   Q:   And that is really what I wanted to 

zero in on.  If you can go to the documents that we 

looked at, Dr. Booth, you were -- I don’t need to 

dwell on this, but in the Gaz -- sorry, in the 

proceeding before the Régie , I am now at page 14 of 

this package that I handed out here? 

DR. BOOTH:   A:   So we can forget about pages 3 to 14? 

MR. GHIKAS:   Q:   For now, yes.  

DR. BOOTH:   A:   For now, yes.   

MR. GHIKAS:   Q:   All right, so you’d agree this is 

excerpt from your testimony before the Régie with 

respect to Gaz Metro in July 2011? 

DR. BOOTH:   A:   Yes.  

MR. GHIKAS:   Q:   Okay, and over, if you carry on, that 

excerpt carries on to page 19, and then if we go over 

to page 20, through to page 22, you will see there is 

-- it is dated August 15th, 2011.  These are 

information requests posed to you, correct? 

DR. BOOTH:   A:   They look like it, yes. 
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    Proceeding Time 4:46 p.m. T79 

MR. GHIKAS:   Q:   Okay, and in particular on page 21 

there’s a question 3.1 to you and it’s dealing with 

the 7.5 percent deemed preferred shares.  If you go 

over, thankfully your answer is in English.  And you 

refer -- 

DR. BOOTH:   A:   I can’t guarantee I answered the answer, 

Mr. Ghikas.   

MR. GHIKAS:   Q:   And you refer over on page 22 there 

about four lines down, you indicate: 

“To all intents and purposes, Gaz Métro has 

a 46 percent common equity component at a 

cost equal to the weighted average of its 

allowed ROE and preferred share cost.” 

DR. BOOTH:   A:   That is correct.  That’s what I just 

said. 

MR. GHIKAS:   Q:   Yes.   

DR. BOOTH:   A:   And in fact in my recommendation, I note 

on my recommendation 6 was the Gaz Métro’s higher 

business risk reflected in its 7.5 percent deemed 

preferred share component.  And if I remember 

correctly, I basically said to the Régie, “Don’t 

double count.  Don’t include the deemed preferred 

share component and also think of it as an above 

average risk utility and give it an ROE premium.”  In 

my judgment the deemed preferred shares adjusted for 
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the higher risk of Gaz Métro. 

MR. GHIKAS:   Q:   But Dr. Booth, in this proceeding on 

page 43 of your evidence, when you do your little 

work-up here at lines 13 when you’re doing your 

comparison of the capital structures, you don’t 

mention at all the fact that the capital structure is 

really in effect more than 38.5 percent, do you? 

DR. BOOTH:   A:   No, I just -- we’re talking about the 

common equity ratio, and I say there that based upon 

these comparators the common equity ratio is in a 

range 36 percent to 38.5 percent.  But as you probably 

remember in my evidence, I’ve said before the BCUC, 35 

percent common equity ratio, if there were any 

financial access problems then they can issue 5 

percent preferred shares to go from 35 to 40 percent. 

MR. GHIKAS:   Q:   Well, there’s a difference though, Dr. 

Booth, isn’t there?  What Gaz Métro has is deemed 

preferred shares.  They don’t actually issue preferred 

shares, do they? 

DR. BOOTH:   A:   That's correct. 

MR. GHIKAS:   Q:   Okay.  And they, Gaz Métro, the 

shareholder is earning on the -- sorry, is earning an 

allowed return on those deemed prefs that exceeds 

their embedded cost of debt on a pre-tax basis, 

correct? 

DR. BOOTH:   A:   That's correct.  I can’t remember how 
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they actually deem the preferred shares.  There was a 

reason why Gaz Métro got the 7.5 percent preferred 

shares.  And it was -- and I think it says it in the 

decision.  But -- 

Proceeding Time 4:49 p.m. T80 

DR. BOOTH:   A:   And it was -- and I think it says it in  

MR. GHIKAS:   Q:   That’s probably a discussion for 

another day, if we want to get done before Christmas.   

DR. BOOTH:   A:   Well, that’s right.  I’m trying to 

remember what it is, Mr. Ghikas, but I can’t.  But 

you’re absolutely correct.  As I said, you can treat 

Gaz Métro as having 46 percent common equity.  And 

then just weight -- take a weighted average of 7.5 

percent deemed preferreds, or whatever that rate is.  

And the 38.5 percent of the Régie’s allowed rate of 

return.  And you’re correct, the preferred shares, if 

it’s, say, five percent, for the preferred shares, on 

a pre-tax basis, are equivalent to the cost of debt, 

you take the five percent and divide by 1 minus the 

tax rate.  So if you assume it’s, say, 25 percent 

corporate tax rate, you divide it by .75.  And I don’t 

know exactly what that is, but I think it’s about 6 

and a third percent, or so.  But it’s much higher than 

the cost of debt.   

MR. GHIKAS:   Q:   The net result, Dr. Booth, is that the 

incremental amount above the embedded cost of debt on 
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a pre-tax basis flows to the common equity shareholder 

and not customers, correct?   

DR. BOOTH:   A:   Okay.  Can you say that again?   

MR. GHIKAS:   Q:   Sure.  And I’ll see if I can here.  The 

incremental amount above the embedded cost of debt on 

a pre-tax basis -- common equity --  

DR. BOOTH:   A:   Correct.  Say 6.3 percent.   

MR. GHIKAS:   Q:   -- flows to the common equity 

shareholder and not customers.  With respect to that 

7.5 percent.   

DR. BOOTH:   A:   No, because the preferred shares -- 

there is no tax deduction prior to the preferred 

shares.  So Gaz Métro will pay higher tax on that 

income.  It costs the ratepayers, say, 6.3 percent.  

But since there is no deduction for tax purposes, they 

pay corporate taxes.  And if the deemed rate is 5 

percent, the common shareholders will get 5 percent.  

It’s an after-tax rate.   

MR. GHIKAS:   Q:   The shareholder is seeing some benefit 

from the press, correct?   

DR. BOOTH:   A:   They’re getting a 5 percent return -- 

assuming that it’s five percent, because it would be 

about that, they’re getting 5 percent on the 7.5 

percent of preferred shares, versus the 9.2 percent 

that they would have got for the return on equity for 

the common equity component.  This is using the 2009 
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Régie award of 9.2 percent.  So basically on the 

preferred share component, they’re getting a return, 

but they’re getting 60 percent of what they would get 

if it was common equity.   

  Now, Régie doesn’t deem the preferred 

shares and give them exactly the same rate of return 

as the common.  They deem the cost equivalent to what 

it would be if they went out and sold preferred 

shares.  The only thing different is that from the 

point of view of the common shareholder, there is not 

that added burden of preferred share dividends prior 

to the common shareholders getting their dividend.  So 

in the remote possibility of serious financial trouble 

of Gaz Métro, there’s no preferred share dividends per 

se.  They have to be suspended in the event of 

financial trouble. 

    Proceeding Time 4:52 p.m. T81 

MR. GHIKAS:   Q:   Dr. Booth, if you flip back to page 42 

for a minute, at line 9 of your evidence, you say: 

“So relative to these gas distributors, I 

would rate FEI as in the same risk bucket or 

perhaps slightly riskier than EGDI and ATCO 

Gas and lower risk than either Union Gas or 

Gaz Métro.” 

 So FEI is in the same risk bucket and perhaps slightly 

riskier than ATCO Gas, right? 
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DR. BOOTH:   A:   Yeah. 

MR. GHIKAS:   Q:   Okay, and ATCO Gas has a 39 percent 

common equity ration today? 

DR. BOOTH:   A:   That’s right.  But as I pointed out, 

what the AUC did in 2009 in response to the financial 

crises was change both the common equity ratios and 

the allowed rate of return.  So they gave an across 

the board, one to two percent increase in the common 

equity ratios and then gave them all 9 percent, which 

they subsequently reduced to 8.75 percent.  So you 

can’t look at just the common equity ratio allowed by 

the AUC without taking into account the allowed or 

lower ROE.   

MR. GHIKAS:   Q:   Okay, so we will get to that.  You’ll 

have your chance to deal with that.  I’m just trying 

to walk through what you did and then we can talk 

about why you did it after, okay? 

DR. BOOTH:   A:   Okay. 

MR. GHIKAS:   Q:   So if you go over back to the passage 

we are looking at on the following page, you have 

excluded ATCO Gas and it’s 39 percent from the 

discussion at lines 13 to 17, right?  Just sticking to 

what you did, and we’ll talk about it -- I promise 

you’ll have a chance to talk about why in a minute. 

DR. BOOTH:   A:   That’s correct.  Now, I should mention, 

Mr. Ghikas, I’ve recommended 35 percent for gas and 
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electric distributors for the last 15 years.  I think 

they are all pretty much the same and they all deserve 

a 35 percent common equity ratio.  I recommended that 

to the AUC for ATCO Gas.  I recommended it to the OEB 

for Union Gas and Enbridge Gas and I’m recommending it 

here for FEI.  The only one where I haven’t challenged 

the financial structure was Gaz Métro, and even there 

I recommended that the Régie take into account the 

deeming of the preferred shares in terms of its risk 

premium for Gaz Métro.  So I view all of these 

utilities as very very similar.   

  And if you read the next sentence: 

“However to a great extent these risk 

differences are tiny relative to the fact 

that they all distribute a very competitive 

fuel source.  There is an abundant supply.” 

    Proceeding Time 4:56 p.m. T82 

MR. GHIKAS:   Q:   Understood, Dr. Booth, and I did say we 

will get there.  So now, essentially then, Dr. Booth, 

the analysis that you go through there on page 43 

excludes Gas Mét’s -- reference to Gaz Mét’s deemed 

preferred shares, and it also excludes the next 

highest common equity ratio effectively at 39 percent, 

correct? 

DR. BOOTH:   A:   That is correct.  As I mentioned, this 

is in terms of common equity, and which I think is 
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your required comparison, and also the problem with 

ATCO Gas is it reflects -- that decision reflected 

both capital markets and business risk.  And normally 

when we look at common equity ratios we’ll focus on 

business risk.  High business risk means lower 

financial leverage. 

MR. GHIKAS:   Q:   And so in this proceeding you’re 

recommending a 35 percent common equity ratio for a 

utility that you say is slightly riskier, perhaps 

slightly riskier than ATCO Gas at 39 percent. 

DR. BOOTH:   A:   That’s right because I regard ATCO Gas’s 

common equity ratio as being excessive, and when the 

financial crisis passes, which I think it has passed, 

but when we finally get this cleared up then I would 

hope that the AUC moves it back to where it was before 

the financial crisis.  Because some of the ATCO Gas’s 

common equity ratio reflects changes in capital market 

conditions, and that’s why it’s confusing to compare 

ATCO Gas’s common equity ratio with these other 

utilities. 

  OEB, for example, only changes the common 

equity ratio in response to significant changes in 

business risk.  So the fact that they reconfirmed 

Union Gas’s common equity ratio at 36 percent was 

because they reconfirmed that in their view, the 

business risk of Union Gas hadn't changed. 



BCUC Generic Cost of Capital                          
Proceedings - Volume 7                                                                                                                        Page:  1396 
 

 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. GHIKAS:   Q:   Dr. Booth, I’m changing gears here.  In 

the 2009 proceeding, in your view was the Commission 

made aware by any party or witness of the development 

of shale gas and low gas price environment?   

DR. BOOTH:   A:   As far as I’m aware -- I mean I can’t 

vouch for everything that was on the record, but as 

far as I’m aware, shale gas was in its infancy in 2009 

and nobody knew that the volume of gas that was 

actually developed could cause a collapse in natural 

gas prices.  So I think I was here on Wednesday when 

the company referred to the fact that shale gas was 

there, but they also had dramatically increasing 

natural gas prices.  So their view was that shale gas 

was a resource but it wasn’t going to lower the price 

of natural gas.  In fact it had increasing natural gas 

prices.  So there’s the resource and there’s the cost 

of that resource.   

  What’s happened is that horizontal drilling 

and all of this fracturing has meant that the marginal 

cost of producing shale gas has dropped dramatically, 

causing not just increased supply of gas but an 

absolute collapse in natural gas prices.   

MR. GHIKAS:   Q:  Okay, and -- 

DR. BOOTH:   A:   So there may be some discussion at the 

hearing but there wasn’t any discussion about “Wow, 

natural gas are going to collapse.”  In fact exactly 
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the opposite. The view was that natural gas was 

increasing and the FEI or while it's competitive 

position would be improved since 2008.    

Proceeding Time 4:59 a.m. T33 

   But it didn't -- the view was that it 

didn't have a huge competitive advantage over 

electricity, and now it does. 

MR. GHIKAS:   Q:   And during the 2009 proceeding, is it 

your view that the Commission was made aware by any 

witness that the financial markets and economy had 

improved towards the end of 2009, since the low point 

of the crisis? 

DR. BOOTH:   A:   Well, I certainly made them aware of 

that.  The fact is that the low point was March the 

9th, 2009, when the TSX was -- reached its bottom.  As 

I mentioned, the company's testimony was filed around 

about that time.  They did point out that things were 

improving.  I certainly pointed out that things were 

improving.  But, as I pointed out in my opening 

remarks, I also recommended that -- I mean, I was 

still skeptical because the fact is I think all of us 

had in our mind that we'd just come through a  

tremendous traumatic financial crisis. 

MR. GHIKAS:   Q:   Dr. Booth, just a couple more questions 

for you for today.  Can you confirm for me that in 

2009 in this -- before the Commission you recommended 
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for FEI a capital structure of 35 percent? 

DR. BOOTH:   A:   Mr. Ghikas, I will confirm before this 

Commission and every Commission in Canada, I've been 

recommending 35 percent common equity ratio for every 

gas and electric distributor for at least the last ten 

years, if not the last 15 years. 

MR. GHIKAS:   Q:   Okay. 

DR. BOOTH:   A:    I have seen no fundamental increase in 

risk attached to a distribution utilities in Canada.  

In fact, almost all of the factors point to a gradual 

reduction in risk. 

MR. GHIKAS:   Q:   I'll take that as a yes. 

DR. BOOTH:   A:   Yes, that's very much definitely a yes. 

MR. GHIKAS:   Q:   Thank you.  And on -- and in that 

proceeding you recommended an ROE of 7.75 percent, 

correct? 

DR. BOOTH:   A:   That's correct. 

MR. GHIKAS:   Q:   And today for FEI you're recommending 

the same 35 percent equity ratio, right? 

DR. BOOTH:   A:   That's correct.  In point of fact I'm 

not recommending the 33 percent that FEI had prior to 

2005. 

MR. GHIKAS:   Q:   Okay, and in this proceeding you're 

recommending and ROE of 7.5 percent? 

DR. BOOTH:   A:   That's correct.  In my judgment, even 

though the conditions have improved, I don't think we 
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can benchmark things off the Long Canada bond yield 

forecast. 

MR. GHIKAS:   Q:   So Dr. Booth, if we take your 114 pages 

of testimony, the essence is that the only difference 

between 2009 and today is 25 basis points, correct? 

DR. BOOTH:   A:   Well, I'll correct you on that.  It's 

not 114 pages.  That's must my main testimony.  You 

haven't included the five exhibits and the five 

appendices.  I think that's probably another 100 pages 

there.  But you're absolutely correct.  My 

recommendation is that the fair REO for FEI at the 

current point in time is 7.5 percent. 

MR. GHIKAS:   Thank you, Mr. Chairman, that's a convenient 

time. 

THE CHAIRPERSON:   Thank you, Mr. Ghikas.  We'll adjourn 

now until Friday morning, 8:00 a.m. 

 (PROCEEDINGS ADJOURNED AT 5:04 P.M.) 

 

 

 


