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Tuesday, May 15, 2007


--- Upon commencing at 9:31 a.m.


MS. NOWINA:  Please be seated.


Good morning, everyone.  We are reconvening in the matter of application EB‑2006‑0501.  This is day 8 of the evidentiary portion of the hearing.  Today we will begin the examination of the Hydro One witness on cost of capital.  


PRELIMINARY MATTERS:

The Board has a couple of preliminary matters before we begin.  The first is, Mr. Rogers, regarding one of the undertakings yesterday.  Mr. Rupert asked for an undertaking, undertaking K7.10.  It was the last undertaking of the day.


MR. ROGERS:  Yes.


MS. NOWINA:  And what we would like to ensure, because we don't think it is clear from the transcript, is that for that undertaking we would essentially like two versions of the calculation, one with the adjustments outlined in Exhibit A, tab 17, schedule 2, and one without those adjustments.  All right?  Maybe you could have a look at that.


MR. ROGERS:  I will have to look at the exhibit, but, yes, we ‑‑


MR. RUPERT:  Those adjustments, Mr. Rogers, being the two items that Hydro One has determined should be excluded from the calculation, so it is kind of with and without calculations.


MR. ROGERS:  Very good.


MS. NOWINA:  The other matter is for all of the counsel present.  We would be interested in your comments on how you would like to do submissions.  So if anyone -- orally, written; some combination thereof.  I should tell you that we have a preference for oral, but we would like to hear your opinions, and then we will take that under consideration.


MR. ROGERS:  Would you like it now?


MS. NOWINA:  We would like it now, unless you want time to think about it.  If you do, then we can ask you after break.


MR. ROGERS:  Well, I think I can speak for my client that -- and for myself, that I will of course do whatever is most useful.  I would prefer oral argument, providing everybody does oral argument.


I am concerned about when you have a combination, somebody files a written argument and somebody does an oral argument.  I would prefer oral argument.


MS. NOWINA:  All right.  Thanks, Mr. Rogers.  Anyone else?  Mr. Warren?


MR. WARREN:  If I can't get beyond the threshold problem of getting the button on, I don't know ‑‑


MS. NOWINA:  You're there.


MR. WARREN:  I can see it's very useful.


My personal preference would be for written, only for this reason:  When you're dealing with technical matters and with numbers, it is difficult to make a coherent argument orally.  Having said that, I am prepared to live with whatever the majority or consensus view on it is.


If the Board would prefer to do oral argument, then we'll do it.  It's just that small qualification, that's all.


MS. NOWINA:  Thank you, Mr. Warren.  Mr. DeVellis?


MR. DeVELLIS:  Thank you.  Yes, I agree with Mr. Warren.  My personal preference is for written argument, only because I think you can get into a level of detail that's more useful to the Board.  You can do charts and graphs and interpolations of the evidence that I think is more useful to the Board than you can do in oral argument.  


But having said that, I will of course go along with whatever the Board wishes.  Another alternative may be to have written, and then followed by oral questions from the Board, so people would still have to appear to answer questions based on their written argument.


MS. NOWINA:  All right, thank you.  Mr. Stephenson?


MR. STEPHENSON:  For what it's worth, I actually think the best method is for written argument, followed by very brief oral submissions with a very strict time limit, like 15 minutes per party, no more, or something like that, subject to questions from the Board.


Whatever you do, if you opt for oral argument only, the one thing I would ask is that you be very clear about what parties are permitted to file, because what can happen is, if you go for oral argument only, somebody will then file an oral argument brief, which looks shockingly like a written argument.  It's only there as an aide-memoire, apparently, but it comes with tabs, appendixes and winds up being 85 pages. 


So whatever you do, I would ask you to be clear about that point.


MR. WARREN:  Why are you looking at me?


MS. NOWINA:  Thank you, Mr. Stephenson.  That's helpful.


MR. WARREN:  Mr. Stephenson was looking at me when he made those invidious observations.


MR. STEPHENSON:  There is no prospect for Mr. Warren to do tabs and appendices.


MR. MacINTOSH:  We would prefer written argument, but I am prepared to offer up Mr. Adams for oral argument, if necessary.


MS. NOWINA:  All right.  Thank you, Mr. MacIntosh.  Mr. Long?


MR. LONG:  Similarly, we prefer written arguments, and I actually like what Mr. Stephenson said with respect to maybe a very contained overview from an oral perspective, and perhaps some questions from the Board on those arguments.


MS. NOWINA:  Okay, thank you.  We will take it into consideration and let you know hopefully this week.


MR. ROGERS:  Can I just add, having heard Mr. Stephenson, that if the Board decides that written argument ‑‑ some form of written argument would be appropriate, then I would also favour his proposal that we have written argument followed by some relatively brief oral submissions.  That would be a satisfactory framework for my client, as well.


MS. NOWINA:  All right, thank you.


MR. ROGERS:  Now I have just one preliminary matter, Ms. Nowina.  I have placed before you an answer to an undertaking, Exhibit K, tab 4, schedule 1.


This is in response to a question which I believe you asked concerning divergence of project estimates, and there is a narrative there which explains -- there are two that were fairly major variances and explains why.


MS. NOWINA:  Thank you.  Would you like to call your witness?


MR. ROGERS:  Can I call my lone witness today, Ms. Kathleen McShane.  Would you be sworn, Ms. McShane, please.


HYDRO ONE NETWORKS INC. - PANEL 6

KATHLEEN McSHANE, Sworn

EXAMINATION-IN-CHIEF BY MR. ROGERS:

MR. ROGERS:  Ms. McShane, I understand that you are the president and senior consultant with Foster Associates, Inc.?


MS. McSHANE:  Yes, I am.


MR. ROGERS:  You have been employed there since 1981, I understand?


MS. McSHANE:  I have.


MR. ROGERS:  You hold a Master's in business administration degree in finance from the University of Florida and a Master's and a Bachelor degree from the University of Rhode Island; is that correct?


MS. McSHANE:  Correct.


MR. ROGERS:  You are a CFA charter holder since 1989?


MS. McSHANE:  Correct.


MR. ROGERS:  You have worked teaching in ‑‑


MS. McSHANE:  I was a teaching assistant, yes.


MR. ROGERS:  A teaching assistant in Florida at the beginning of your career, and then went to work for Foster Associates, where you have been employed for many years?


MS. McSHANE:  Many years.


MR. ROGERS:  In the course of your work with Foster, I understand that you have testified in more than 150 proceedings on rate of return and capital structure, both in Canada and the United States?


MS. McSHANE:  That's correct.


MR. ROGERS:  You have testified before this Board on a number of occasions, I believe.


MS. McSHANE:  Yes.


MR. ROGERS:  And can you confirm for me that your qualifications and experience, as outlined in your curriculum vitae, which has been filed as Exhibit A, tab 19, schedule 2, is an accurate summary of your qualifications and experience?


MS. McSHANE:  Yes, it is.


MR. ROGERS:  You are looking at your report.  I believe your qualifications, your curriculum vitae, is also part of your filed report in this case.


MS. McSHANE:  Yes.  And that one appears to have been updated since the one that was filed as an appendix.


MR. ROGERS:  All right, I see.  Thank you very much.


Madam Chair, may I ask that Ms. McShane be qualified to give expert testimony on the area of cost of capital and rate of return?


MS. NOWINA:  Does anyone have any comments on Ms. McShane's qualifications?  She is so qualified, Mr. Rogers.


MR. ROGERS:  Thank you very much.  Ms. McShane, I have no examination-in‑chief, really, for you, other than to ask this:  Did you prepare a cost of capital and rate of return study at the request of my client for this case?


MS. McSHANE:  I did.


MR. ROGERS:  And does that study contain your opinions as to an appropriate cost of capital, rate of return and capital structure for the applicant in this case?


MS. McSHANE:  It does.


MR. ROGERS:  Are there any corrections or additions that you wish to make, other than the update which has been filed as part of the evidence?


MS. McSHANE:  Not at this time, no.


MR. ROGERS:  Ms. McShane is available for cross‑examination.


MS. NOWINA:  Thank you, Mr. Rogers.  Mr. Warren, I believe you're going to begin, but before you do, I would like to get an estimate of time from everyone and I would like to understand how many people are going to cross‑examine Ms. McShane.


MR. WARREN:  I have told Mr. Rogers that I am going to try and keep it within an hour, but it is possible it may be a shade longer than that, Madam Chair.


MS. NOWINA:  All right, thank you.


MR. DeVELLIS:  Madam Chair, I have approximately 45 minutes to an hour.


MS. NOWINA:  Thank you, Mr. DeVellis.  


MR. STEPHENSON:  I will be very brief, if I have anything at all.  


MR. MacINTOSH:  Same applies. 


MS. NOWINA:  Okay.  Mr. Long. 


MR. LONG:  Brief, depending on the other areas that are being cross-examined, thanks. 


MS. NOWINA:  All right.  Thank you.  Ms. Campbell.  


MS. CAMPBELL:  Taking into account that my friends may well ask questions that I have listed, between 20 to 30 minutes.  


MS. NOWINA:  All right.  I think the order we'll take, then, is we will go in order of the time.  So Mr. Warren, then Mr. DeVellis, then Ms. Campbell, followed up with whoever has questions remaining.  Ms. Girvan, do you have questions?  


MR. ROGERS:  I beg your pardon?  


MS. NOWINA:  I beg your pardon.  I am so used to you being here alone.  Ms. Girvan is not going to ask questions on her own.  It will be Mr. Warren. 


MR. WARREN:  If she does, Madam Chair, you will know that I am in deep trouble.  


Madam Chair, I have asked Board Staff counsel to put before you a book of materials for cross-examination of Ms. McShane.  


I would ask if the Board would turn it up.  Just by way of overview, I assembled these materials just for ease of reference in cross-examination.  One of the items, if you look at tab 4, the Hydro One Inc. annual consolidated financial statements are already in evidence as part of the prefiled material.  


There were two Board Decisions, and then there are two items which are new, tab 1, the Standard & Poor's rating direct of May 26th, 2007, and item five which is an article, which I will refer to for ease of reference as the Dimson article.  That's at tab 5.  I don't know what the Board's preference is, whether or not you want to mark it as a whole exhibit.  


My suggestion, for ease of argument, is that the individual components be marked so that we can refer to them more precisely in argument, but I am obviously in the Board's hands on that question.  


MS. NOWINA:  That's fine with me, Mr. Warren.  We will mark the individual items as exhibits.  So starting with tab 1.  


MR. WARREN:  I should say, Madam Chair, that I had sufficient copies for the Panel, for Mr. Rogers, for Ms. McShane, but there are additional copies on their way.  


MS. NOWINA:  All right.  Thank you.  


MR. WARREN:  Ms. McShane, can I begin -- 


MS. NOWINA:  Before you begin, let's get the exhibit numbers, Mr. Warren.  


MS. CAMPBELL:  I actually don't have a copy of the brief in front of me, so if you could tell me what tab 1, I will write it down and give it a number. 


MS. NOWINA:  All right.  Tab 1 is a Standard & Poor's ratings direct, the publication date of March 26th, 2007.  


MS. CAMPBELL:  That will be L8.1. 

EXHIBIT NO. L8.1:  STANDARD & POOR'S RATINGS DIRECT DATED MARCH 26, 2007


MS. NOWINA:  Tab 2 is an OEB decision, RP-2002-0158 of January 16th, 2004.  


MS. CAMPBELL:  That would be L8.2.  

EXHIBIT NO. L8.2:  OEB decision, RP-2002-0158 of JANUARY 16th, 2004


MS. NOWINA:  Tab 3 is a report of the Ontario Energy Board on cost of capital and second generation incentive regulation for Ontario's electricity distributors, December 20th, 2006.  


MS. CAMPBELL:  L8.3.  

EXHIBIT NO. L8.3:  report of the Ontario Energy Board on cost of capital and second generation incentive regulation for Ontario's electricity distributors, December 20th, 2006

MS. NOWINA:  Tab 4, Hydro One Inc.'s annual consolidated financial statements.  


MR. WARREN:  I think they're already in evidence, but I apologize, I don't remember the precise exhibit number for it.  


MS. NOWINA:  Well, then, let's mark these.  These are statements for the years ended December 31st, 2006 and 2005.  


MS. CAMPBELL:  That would be L8.4.  

EXHIBIT NO. L8.4:  HYDRO ONE INC.'S ANNUAL CONSOLIDATED FINANCIAL statements for the years ended December 31st, 2006 and 2005

MS. NOWINA:  Tab 5 is a paper from the London Business School by Dimson, Marsh and Staunton, "The Worldwide Equity Premium", revised April 7th, 2006.   


MS. CAMPBELL:  L8.5.  

EXHIBIT NO. L8.5:  paper from the London Business School by Dimson, Marsh and Staunton, "The Worldwide Equity Premium", revised April 7th, 2006.   


MS. NOWINA:  Thank you.  


MR. LONG:  Madam Chair, I wonder if we could get the reference to any documents that are in that book in the interim.  We don't have any copies of that here.  So if there is any evidence in that book that's going to be referred to, I wonder if he could clearly refer to it, Mr. Warren, perhaps. 


MS. NOWINA:  The only evidence are the Hydro One financial statements that's already on the record.  Is that what you mean, Mr. Long?  


MR. LONG:  Yes.  Like, we have no way of referring to that.  We have no copies of it, and I guess anything that is already submitted, if we could get a clear reference, it would be very helpful.  I feel like I am shooting in the dark on this one. 


MS. NOWINA:  I understand.  Can Hydro One give us the exhibit number of the financial statements?  


MR. ROGERS:  Yes, but it may take a minute.  


MS. CAMPBELL:  I think we have located the financial statements --


MS. NOWINA:  All right.  


MS. CAMPBELL: -- to assist everybody.  The consolidated...


Do you just want transmission?  It's Exhibit A, tab 9 schedule 1, page 1.  That's 2005.  


2006 is Exhibit A, tab 9 schedule 2.  


MS. NOWINA:  These are the consolidated statements?  


MR. ROGERS:  They're consolidated.  I'm not sure they have been filed. 

MS. NOWINA:  These are the consolidated statements.  Perhaps they haven't been filed. 


MR. ROGERS:  I'm not sure -- 


MS. NOWINA:  Mr. Warren, do you know when your books will be arriving?  


MR. WARREN:  Any moment.  


MS. NOWINA:  All right.  


MR. WARREN:  They left my office at 9:12.  


MR. RUPERT:  The consolidated statements for 2006, Exhibit A-10-1, attachment C.  


MS. CAMPBELL:  Oh, this might be it.  


MR. RUPERT:  That's the right year.  Yes.  


MS. NOWINA:  It appears that your books have arrived just in the nick of time, Mr. Warren.  


MR. STEPHENSON:  Madam Chair, while we're dealing with this issue.  Mr. Rodger asked me to pass along, on behalf of AMPCO, on the written versus oral argument matter, that he prefers written argument, for what it's worth.  


MS. NOWINA:  Thank you.  Are they here, Mr. Warren?  Are we waiting for them?


MR. WARREN:  They're here.  Some of them are.  


MS. NOWINA:  All right.  


MR. WARREN:  All this is delivered to begin the cross-examination of a little cheesy drama. 


MS. NOWINA:  It's not like that in Chicago. 


MS. CAMPBELL:  Thank you very much. 


CROSS-EXAMINATION BY MR. WARREN:


MR. WARREN:  Ms. McShane, getting down to business.  


Your current recommendation, Ms. McShane, is that set out in an update to Exhibit B1, tab 3, schedule 1, attachment A dated March 1st, 2007.  Is that correct?  


MS. McSHANE:  Yes.  


MR. WARREN:  And if I look at page 4 of that update, your recommendation for the return on equity is 10 percent for 2005, 10.25 percent for 2008; is that correct?


MS. McSHANE:  Yes.


MR. WARREN:  And am I right, Ms. McShane, that your original recommendation, or the recommendation in your original prefiled evidence of last August, I believe it was, was that the return on equity be set at 10.5 percent; is that correct?


MS. McSHANE:  Correct.


MR. WARREN:  And there was a subsequent update in, I believe, February, which recommended a return on equity of 10.25 percent, is that correct, for 2007?


MS. McSHANE:  Are you asking if there were two different updates?


MR. WARREN:  Yes.  My recollection was that there were two updates; that you went from 10.5 to 10.25, to 10 for 2007.  Am I right or wrong about that?


MS. McSHANE:  There was an update that had the wrong test years in it, and I thought it was for 2008 and 2009 as opposed to 2007/2008, so it was replaced with the update for the correct test years.


MR. WARREN:  So the only change, then, has been to go from 10.5 to the 10 percent recommendation, which is the one that's now before the Board; is that correct?


MS. McSHANE:  For 2007.


MR. WARREN:  2007, yes.


MS. McSHANE:  Right.  Then there is an update for 2008.


MR. WARREN:  Right.  And the change for 2008, you are now at 10.25 for 2008?


MS. McSHANE:  Yes.  And that was ‑‑ sorry.  That was based on the consensus -- well, the available forecast for 2008 as of the date that it was prepared.


MR. WARREN:  Right.  But I'm trying to get the change, and the original recommendation, as I recollect it, was for 10.75 for 2008 and that is now down to 10.25 for 2008?


MS. McSHANE:  No.  It's the same recommended return for both years originally, 10-1/2 percent.


MR. WARREN:  Thank you.  And your recommendation for the equity structure has always been 40 percent common equity; is that correct?


MS. McSHANE:  Yes.


MR. WARREN:  And just one point of clarification.  You do have a recommendation for 4 percent preferred shares.  Am I correct in understanding that the net effect of that is a total of 44 percent equity and 56 percent debt?


MS. McSHANE:  Well, if you say preferred equity plus common equity is equity, then that would be right.  I mean, the preferred shares are treated differently by different debt rating agencies, in terms of how much debt versus equity component they have.  But just in terms of calling them equity, yes, we could say that those numbers add up.


MR. WARREN:  Okay.  Now, looking first at the capital structure issue, Ms. McShane.  Your prefiled evidence, and, for the record, it is Exhibit B1, tab 3, schedule 1, page 9 I am referring to.  I'm not sure that you need to turn it up, Ms. McShane, but that's my point of reference.  


Your evidence cites a number of factors which contribute to the -- what you regard as the risk of the business of transmission; correct?


MS. McSHANE:  Yes.


MR. WARREN:  And if I were to summarize those at a very high level of generality, the business risk would encompass market demand, supply and operating risks and regulatory factors, at a very high level of generality; correct?


MS. McSHANE:  Those are the categories that the risk is broken down into, yes.


MR. WARREN:  And would I be fair in assuming, Ms. McShane, that both those categories and the individual components of the categories, as set out in your prefiled evidence, would be factors which are known to the business community, or at least to that portion of the business community which follows the activities of the energy sector; is that fair?


MS. McSHANE:  I would say that is fair, yes.


MR. WARREN:  Certainly they are -- although the list may not be as exhaustive or as long as yours, they are factors which are cited, for example, in Hydro One Networks' own financial statements?


MS. McSHANE:  Some of them may be, yes.


MR. WARREN:  Okay.  Now, if you could turn to one item of evidence, which is an interrogatory response that is filed currently on behalf of my client, the Consumers Council of Canada and the Vulnerable Energy Consumers Coalition.


The short form, I will refer to it as Interrogatory No. 13, but for the record it is Exhibit J, tab 9, schedule 13.  Do you have those interrogatory responses in front of you, Ms. McShane?


MS. McSHANE:  Sorry.  This is a ‑‑


MR. WARREN:  Interrogatory response to an interrogatory filed by my client and VECC, and it is number 13 in the series.  And it comes after an enormous ‑‑


MS. McSHANE:  Oh, after number 9?


MR. WARREN:  It comes after the voluminous number 9.


MS. McSHANE:  Yes, I have that.


MR. WARREN:  Okay.  Now, you were asked the question, sub-question (e):  

"In Ms. McShane's view are Ontario Discos..." which refer to the distribution companies and not tacky dance places "...more or less risky on average than transmission, specifically is Hydro One more or less risky?"


And your answer to that question [sic], which appears on the opposite page:

"In the aggregate, she would consider the distributors to be of a somewhat higher risk than transmission."


Correct?


MS. McSHANE:  Yes.


MR. WARREN:  Now, the next item I would like to refer to is -- I am going to ask you to plunge into the middle of that voluminous number 9.  For the Board, it's Exhibit J-9, schedule 9.  It's attachment 3.  It is not paginated, I apologize, but it is attachment 3.  


What it is is a Dominion Bond Rating Service report of June 30, 2006.


MS. McSHANE:  I have that.


MR. WARREN:  Members of the Panel, you literally have to wade through that attachment 3.


MS. NOWINA:  It is J9, schedule 9?


MR. WARREN:  Sorry.  It is Exhibit J9, schedule 9.


MR. RUPERT:  Attachment?


MR. WARREN:  Three, sir.


MR. RUPERT:  Three.  Got it.


MS. NOWINA:  I have it.  Thank you.


MS. CAMPBELL:  Mr. Warren, you're referring to the Dominion Bond Rating Service report of June 23rd, 2006?


MR. WARREN:  Yes.


MS. CAMPBELL:  The rating agency reports are contained, also, in the main file.  I found four of them, Exhibit A, tab 11, schedule 1.  And it's got -- the first attachment A is the Dominion Bond Rating Service report dated June 30th, 2006.  There are four of them bundled there, and the top one is the one that you're referring to, if it's easier for people, Exhibit A, tab 11, schedule 1, attachment A.


MR. WARREN:  Ms. McShane, I will shorten it to DBRS report.  To begin with, it deals with the ratings of a number of ‑‑ sorry, it deals with the rating of Hydro One and it upgrades it to A (high); correct?


MS. McSHANE:  Yes, it does.


MR. WARREN:  And in doing so, it says -- and if I could just ask you to turn to the first page under the heading "Rating Update", it says, and I quote:  

"Key factors supporting the upgrade include: (1) improvements to the regulatory framework in Ontario in recent years; (2) the supportive political environment for the electricity industry; and (3) the expectation that Hydro One's financial profile, which has seen material improvements since 2002, will remain strong over the medium to longer term."  

And it goes on: 

"The regulatory framework in Ontario has stabilized over the past two years, and recent decisions of the Ontario Energy Board... have been supportive of Hydro One's regulated operations.  For example, in its latest decision on Hydro One's transmission operations dated February 21, 2006, the OEB stated that it is mindful of the fact that heavy handed regulation is not good for investor confidence.  This is an important consideration at a time when Hydro One will experience increased capital investment requirements to address transmission system constraints that have been identified by the Independent Electricity System Operator, ("IESO").  In addition, for the first time since 1999, Hydro One's distribution rate base has been adjusted to reflect investments made over the past five years.  While there is a level of uncertainty regarding the rate-setting process beyond 2006, DBRS is of the view that the OEB will continue to be supportive and allow for full cost of service recovery and the ability to earn a fair market-based rate of return.  DBRS is of the view that the current government is unlikely to interfere with the ratemaking process for regulated transmission and distribution operators as it has made a strong commitment to ensuring that ratepayers pay the full cost of electricity, production and supply."  


Now, if I then turn over to the second page of the document.  Under rating update continued.  It says, at the beginning of the second sentence: 

"As such, Hydro One's financial profile is expected to remain adequate to support an A (high) rating over the medium to longer term, given the Company's stable regulated transmission and distribution operations in Ontario, and barring any unforeseen negative changes to the regulatory framework, or political agendas."  


Now, it says, then under the heading "Regulation" after the bullet items: 

"Hydro One's deemed capital structure is 36 percent common equity, 4 percent preferred equity and 60 percent debt."   


Now, if I then go to the second column on page 2, the last bullet item, it says:  

"DBRS notes that Hydro One's recent ratings upgrade is premised on the Company's reduced business risk profile associated with improvements to the regulatory framework and the supportive political environment that has materialized in recent years, together with improved credit metrics."  


Finally, on the next page, it would be page 3 under  "Rating Considerations," and under the heading "Strengths" in the middle of the first paragraph: 

"DBRS highlights a statement in Hydro One's most recent transmission decision, whereby the OEB indicated that in formulating its rate decision it was mindful not to diminish investor confidence in the utility by heavy handed regulatory actions.  This is an important consideration, given the investment that Hydro One will have to make in upgrading the Ontario transmission grid over the coming years." 


Skipping down to heading (3) under "Strengths": 

"While Hydro One faced a high degree of political interference during the previous government's mandate, the Province of Ontario (currently rated AA with a Stable trend by DBRS) continues to be a strong and supportive shareholder for the Company."  

Under the heading "Challenges" in the next column: 

"The key challenge facing Hydro One is regulatory risk and the risk of political intervention."  

Skipping down to the third sentence: 

"While some uncertainty exists regarding the regulatory framework beyond 2006, DBRS expects the OEB to remain supportive by continuing to allow full cost of service recovery with a market-based rate of return and regulated T&D operations.  The key risk with respect to political intervention would the imposition of a rate freeze, as was seen in 2002, which was at a time of high electricity prices and near a provincial election.  However, DBRS believes the risk of political intervention in the rate-setting process is relatively low under the current provincial government's tenure, as this government has made a strong commitment in passing along the full cost of recovery to ratepayers."  

The final point I wanted to refer you to is on the next page, page 4 under the heading "Outlook", fourth bullet item. 

"While there is a level of uncertainty regarding the rate setting process beyond 2006, DBRS is of the view that the OEB will continue to be supportive and allow for full cost of service recovery and the ability to earn a fair market-based rate of return." 


I am going to suggest to you, Ms. McShane -- I am suggesting to you, Ms. McShane, that that DBRS report in June 2003 -- June 30, 2006, made, as we have agreed, with the full knowledge of the various risks that you have outlined in your prefiled evidence, has essentially said that those risks are either non-existent or not of such a nature as to negatively affect the bond rating.  


Indeed, taking those risks into consideration, the risks that you highlighted, DBRS upgraded their bond rating.  Is that not fair?  


MS. McSHANE:  Well, they upgraded Hydro One, as you suggested, primarily because they believe that the regulatory environment had stabilized.  But the fact that the company has an A rating doesn't mean that those other risks don't exist.  


MR. WARREN:  In your evidence, Ms. McShane.  You pointed to the fact, for example, you laid a substantial, I am going to suggest - this is my gloss on it - but you placed substantial emphasis on regulatory risk which DBRS says is no longer a factor.  


They just disagree with you, is that not right, Ms. McShane?  


MS. McSHANE:  Well, if I look at the section of the testimony that talks about regulatory risk, which starts on page 13 of the testimony and has one paragraph that's devoted to the concept of political intervention and basically changing in the market structure, what the testimony says is: 

"The risk of further political intervention in the Ontario market remains a concern of the debt rating agencies, although they view the risk as having declined since the debt rating reductions occurred..." 

which they were referring to a couple of years ago.  


So I mean DBRS still mentions the fact that it considers the risk of further political intervention to be there, although decreased.  And I don't see where I've overstated it.  


MR. WARREN:  They mention it, Ms. McShane, and we can agree in the context of a report which says they're upgrading their credit rating. 


MS. McSHANE:  True.  But it still says one of the challenges is the risk of political intervention.  


MR. WARREN:  I would like, then, Ms. McShane, if you would turn to what has now been marked as Exhibit L8.1, which is in the booklet of materials I placed before you and it is at tab 1.  It's the Standard & Poor's report, which is about six weeks old, March 27th, 2006.  Do you have that in front of you?  


MS. McSHANE:  I do.  

MR. WARREN:  Panel, that's at tab 1 of the book of materials which I distributed this morning.  


Now, this S&P report, unlike the other one, deals with a number of Ontario LDCs, including Hydro One Inc.;  correct?


MS. McSHANE:  Yes.  


MR. WARREN:  And it says, right at the top of the page:

"1.  Standard & Poor's rating services today revived the outlook to positive on all corporate credit and issue ratings on provincial and municipal government-owned local electricity distribution companies in the Province of Ontario, double A stable, A-1 plus."  [As read]


Now, if I go to the bottom of the first page, I see under the heading "Four key credit factors support a positive trend," it says: 

"There is an observed trend of improvement from a credit perspective in the fundamental business conditions for LDCs in the Ontario market.  Standard & Poor's believes four key factors which we consider on a company-by-company basis contribute to the lower business risk for Ontario LDCs: an ongoing improvement in Ontario's regulatory process; a general shift away from LDC participation and previously anticipated growth in high risk non-regulated activities; a meaningful period of stability in the Ontario market framework with no plans for further market restructuring on the horizon that could affect credit quality' and a decreasing likelihood of privatization." 


If I go to page 2 of 7 under the heading:  "Ontario regulatory process continues to improve":  

"The stability, transparency, consistency and timeliness of the Ontario regulatory regime and framework have been steadily improving as a result of ongoing amendments to the Ontario Energy Board Act.  The OEB's cost of capital review was completed in late 2006 resulting in minimal changes to the regulatory methodology previously approved by the OEB in 1998.  The OEB's decision to maintain its 1998 formula for determining ROEs allowed for in the rate setting process, while disappointing for equity holders and not likely to encourage privatization, is another example of stability and consistency.  It also removes significant uncertainty that had been hanging over the sector in 2006 as a result of OEB Staff proposals to significantly lower equity risk premiums.  

There is now improved clarity regarding the methodology and timing of upcoming rate decisions.  The number of recently completed overarching regulatory decisions supports our expectation of ongoing improvement and timeliness.  The OEB's second generation incentive regulation mechanism and licence amendment proceeding were also resolved in 2006.  The regulatory calendar for the next two years is set, the regulator's work flow is more manageable, and we expect that ongoing process improvements will continue to produce regulatory lag."


Turning over to the top of the next page:

"The trend for regulatory independence is also positive.  The implementation of the government's direction of the OEB's regulated price plan has smoothed consumer exposure to commodity volatility and thereby reduced, although not removed, the risk of political influence in this sector."


Under the heading in the middle of that page 3, "Ontario LDC market role appears set for now":

"From an LDC's perspective, the evolution of a more stable market framework began in early 2004 and we do not anticipate a change in this positive trend in the foreseeable future.  Standard & Poor's is not aware of any further market structuring initiatives that will affect LDC credit quality, solidifying our view of continued stability in the legal and regulatory framework for LDCs is the current government focus on facilitating decades' worth of necessary major capital investment and generation and transmission in the province." 


If I then turn over to page 5 of 7, under "Financial Risk Profiles":

"We do not anticipate substantial changes to the affected companies' financial risk profiles which, although intermediate, are typically very stable.  The OEB Cost of Capital decision to apply a consistent deemed capital structure across all LDCs will, on average, hurt regulated cash flow generation of similar LDCs, but is not expected to affect ratings." 


Then skipping down to the bottom of that section -- it's just so exciting I have to race through it:

"The decision also aligns the methodology used for electricity distributors with that used for gas distributors in Ontario and is an example of the OEB's deliberate move towards uniformity across the two sectors.  Change in the rate-making assumptions is being implemented in an orderly and gradual manner, allowing utilities time to adjust."  


Finally, under the heading at the bottom of the page, "A more subtle future for Ontario's LDCs":

"The expectation of ongoing improvement in LDC business risk profiles is largely a result of steadily increasing clarity and stability with regards to regulatory methodology and timetables.  The continued absence of further market restructuring and political involvement in the regulatory process should further bolster business risk profiles." 


Now, Ms. McShane, I am going to suggest to you and I am suggesting to you that, again, this time just six weeks ago, one of the rating agencies has directly or by necessary implication addressed the risks which you cited in your prefiled evidence and said that those risks are not such that they affect our upgrading of the credit rating of Ontario Hydro; correct?


MS. McSHANE:  I guess I'm not sure what specific risk in my testimony you are referring to, then.


MR. WARREN:  Well, I'm referring to all of them, Ms. McShane.  Let's take them seriatim.  You talked about regulatory risk.  This says the regulatory risks have been substantially reduced to the point where they are not a factor affecting the credit rating upgrade; correct?


MS. McSHANE:  I would disagree with that.  Regulatory risk is always a factor when rating a utility.


The regulatory environment is one of the key elements that impacts utilities' business risk profiles.


MR. WARREN:  I don't quarrel about that Ms. McShane, but Standard & Poor's said it's not such to preclude their upgrading the credit rating of Ontario Hydro; right?


MS. McSHANE:  Well, there is a positive ‑‑


MR. WARREN:  Hydro One, sorry.


MS. McSHANE:  -- positive outlook, because they viewed the regulatory environment as having improved.


MR. WARREN:  Now, you and I agreed earlier on in our exchange this morning that the risks which are outlined in your evidence are risks which would be known to the business community; correct?


MS. McSHANE:  Yes.


MR. WARREN:  So Standard & Poor's upgrades the credit risk of Hydro One, knowing all of the risks that you cite in your prefiled evidence?


MS. McSHANE:  Right.  But their focus is on one of those risks, and one of the risks that their focus is on is the regulatory risk and the change in the regulatory risk environment due to the stabilization of the framework.


MR. WARREN:  Are you suggesting that a rating agency like Standard & Poor's would ignore all of the other risks and give them an upgrade in their rating, even though all of the other risks were there, Ms. McShane?  Surely, that is not the case.


MS. McSHANE:  Well, this is basically a summary report.  Their concern was with the regulatory environment.  If they had not viewed anything else as having changed, their focus would be on the one issue that they were concerned with, and that issue was the regulatory risk.  


That doesn't mean that they're going to go through and cite every single other market or operating risk that the utilities might face.


MR. WARREN:  One of the factors that they place emphasis on, and they repeat it at least two times ‑ they mention it at least two times, and perhaps three ‑ is the Board's 2006 report, which confirmed the use of the formula approach to ROE.  They cite that as a key factor in establishing stability and, therefore, a key factor in upgrading Hydro One Networks' rating; correct?


MS. McSHANE:  Could you point me to that exact cite, please?


MR. WARREN:  Can I ask you to turn to the first page ‑‑ sorry, to page 2, under the heading "Ontario's Regulatory Process Continues to Improve":

"The stability, transparency, consistency and timeliness of Ontario's regulatory regime and framework have been steadily improving as a result of ongoing amendments to the Ontario Energy Board Act.  The OEB's cost of capital review was completed in late 2006, resulting in minimal changes to the regulatory methodology previously approved by the OEB.  The OEB's decision to maintain its 1998 formula for determining ROEs allowed for in the rate‑setting process, while disappointing for equity holders, are not likely to encourage privatization, is another example of stability and consistency.  It also removes significant uncertainty that had been hanging over the sector in 2006 as a result of OEB Staff proposals to significantly lower equity risk premiums." 


I'm suggesting to you, Ms. McShane, that that decision to continue the use of the formula-set ROE was a significant factor in Standard & Poor's decision to upgrade Hydro One Networks' rating; is that not fair?


MS. McSHANE:  Well, I would agree with you that it was a factor in the upgrade, that they were looking at it in ‑‑ from the point of view of a debt holder, and the point of view of the debt holder obviously is quite different than the point of view of an equity holder.  


And just because the debt holders view it as a good thing, in terms of consistency and stability, doesn't translate into the conclusion that equity holders would view it as a fair and reasonable return.


MR. WARREN:  Now, the decision -- the timing of the Standard & Poor's report is 26th of March 2007, which is after the filing of this rate application, after the filing of your prefiled evidence.


So it is ‑‑ would it not be reasonable to presume that S&P's being sensitive to market developments would be aware of the relief which Hydro One is asking for in this case?  Is that a reasonable assumption on my part?


MS. McSHANE:  I would think that the debt rating agencies would be aware of what's going on in rate cases.


MR. WARREN:  But certainly we can agree that the upgrade to Hydro One Networks' rating by S&P is not based on their getting -- Hydro One getting a 10.5 percent or 10 percent return on equity; is it?


MS. McSHANE:  Well, first of all, there is no upgrade. There is a change in the outlook.  And the change in the outlook is based on factors that were specific to the LDCs.  


MR. WARREN:  So in answer to my question, Ms. McShane, their change in positive outlook was not predicated on Ontario Hydro getting any of the relief it seeks in this application, and, in particular, is not predicated on their getting the 10.5 or now 10 percent ROE which you recommend, right?  


MS. McSHANE:  There is no reference to that in this report.  


MR. WARREN:  Now, I would ask you if you wouldn't mind then to turn up another interrogatory response, which is again in front of the whale, it is response 8, which is Exhibit J, tab 9, schedule 8.  


MS. McSHANE:  I have to tell you, coming up here I took some of the pages of the whale out, because I figured I could get them here.  So if I have thrown this one away, I may have to get it from the books behind me. 


MR. WARREN:  You will have to give you a minute to register the fact that I am shocked and appalled you would ever throw any of them away, Ms. McShane. 


MS. McSHANE:  It's not thrown away.  It is just in a pile, somewhere else. 


MR. WARREN:  Do you have it?  Or is this one of the ones -– 


MS. McSHANE:  Sorry, which one did you want me to turn to? 


MR. WARREN:  Interrogatory response number 8.  Which is Exhibit J, tab 9,  schedule 8. 


MS. McSHANE:  Yes, I have. 


MR. WARREN:  You were asked the question -- I don't know.  Do the Panel Members have it?


MS. NOWINA:  Yes.  


MR. WARREN:  You were asked the question: 

"Please indicate all Canadian utilities that have a better DBRS bond rating than Ontario Hydro."  


We're all dealing with the ancient past.  The answer was:  

"Both CU Inc. and Enbridge Pipelines have the same DBRS debt rating as Hydro One." 


I take it that it is fair for me to extrapolate from that there is no Canadian utility that has a better DBRS rating than Hydro One; fair?  


MS. McSHANE:  Correct.  


MR. WARREN:  My final question in this area of the capital structure, Ms. McShane, is just looking at this, the risk profile of Hydro One, and trying to understand it at a common sense level.  You and I can agree that the province of Ontario has made a decision that it's going to substantially expand the generation and transmission infrastructure over the next 10 to 15 years, and we can assume, can we not, that it's done that because it believes that that's necessary for the continued economic health and well-being of the province and its residents; is that not fair?


MS. McSHANE:  I would say that is a very fair characterization.  


MR. WARREN:  And given that characterization, is it not again, on a common sense level, fair for us to assume that the government, having given that direction, it's not going to allow Hydro One to founder in that effort because it can't recover all of its costs; is that not fair?  Again, at a common sense level, Ms. McShane.  


MS. McSHANE:  Well, clearly the debt rating agencies believe that there is a level of shareholder support, and I think it's fair to say that, no, the government isn't going to let Hydro One founder.  


On the other hand, I think there are two things that we need to keep in mind.  One is that we still should be looking at Hydro One transmission on a stand-alone basis, independent of the identity of its shareholder, just the way we would a Union Gas or an Enbridge Gas, and I also think that we need to keep in mind that, if there is an implicit support from the shareholder, then in a sense the market attributes some contingent liability to the province.  


And this goes back to the stand-alone principle and the fact that Hydro One transmission should be set up and financed in such a way that it can support itself, maintain its own stand-alone debt ratings in the A category without the support of the province.  So that the province is not put in a position where it has to prevent it from foundering.  


MR. WARREN:  And the debt rating agencies I am going to suggest to you have said that about Hydro One Networks.  And we have agreed that transmission is less risky than the distribution component.  Right?  


MS. McSHANE:  No, no, no, no, no, no.  What was in that interrogatory that you pointed me to was that Hydro One was, on balance -- Hydro One transmission was on balance less risky than the distribution companies, and that was referring to all of the distribution companies in Ontario, not to Hydro One Distribution in particular.  


And in fact --


MR. WARREN:  Sorry, can I just pause on that. 


MS. McSHANE:  Sure. 


MR. WARREN:  You want to distinguish between -- when you gave that answer you were distinguishing between Hydro One distribution and all of the other distribution? 


MS. McSHANE:  Yes, I was. 


MR. WARREN:  That distinction isn't in the answer.  You just said it is less risky than the distribution companies.  Fair?  


MS. McSHANE:  Um..., I said in the aggregate.  And that's what I was referring to.  


MR. WARREN:  Oh.  Okay.  


MS. McSHANE:  Because that was the question.  Don't take it that I am trying to be cute, because there was a specific question that was asked of me with regard to Hydro One Distribution versus –- excuse me, Hydro One transmission and the OEB Staff asked that question, and I specifically responded in their number 1-33 to the difference in the risk profiles as between Hydro One distribution and Hydro One transmission, and said that basically, that if you looked at all of the risks, there was virtually no way, on a business risk basis, to distinguish them.  


MR. WARREN:  Madam Chair, can I turn to the return on equity issue.  I would like to set some context for my questions, and I would like to begin with a decision of this Board, January of 2004, in a generic proceeding dealing with the return on equity of the two gas distribution utilities.  


It's at tab 2 of the binder of materials, it's individually marked as Exhibit L8.2.  


MS. McSHANE:  Yes, I have that.  


MR. WARREN:  Now, just by way of general overview, Ms. McShane, the Board had to consider, among other things, whether it would continue with the formula-based approach which had been in place since the late '90s and, if you look again just at a high level of generality -- this isn't paginated, it is in paragraphs, so I am going to refer to the paragraph numbers on the right-hand side of the page, beginning in section 2 at paragraph 42, it describes the operation of the formula-based approach to setting ROE.  


Then if I look at paragraph 53 and following, I note that the Board referenced, in some detail, your position on behalf of the two gas utilities, which made a recommendation that -- sorry, you recommended the use of three tests in setting the equity risk premium and they included the discounted cash flow test and the comparable earnings test.  Correct?  


MS. McSHANE:  Yes.  And several risk premiums. 


MR. WARREN:  And several risk premiums, correct.  


Now, if I look at -- just flipping forward to paragraph 123, it references, in the first sentence, your suggestion that the difference in ROE between American and Canadian utilities was a factor that could create a disadvantage for Canadian utilities and their shareholders.  And that is a suggestion which you have made in this case as well.  Correct?  


MS. McSHANE:  Yes, I did.  


MR. WARREN:  Now, the Board made a finding over on page 125 -- sorry, paragraph 125 which is on the next page:  

"There is no evidence before the Board to suggest the Canadian utilities in general were experiencing difficulty in raising capital, or doing so at unreasonable terms."  


Now, can you and I agree, Ms. McShane, that there is no evidence in this case that Hydro One transmission is experiencing any difficulty in raising capital or doing so at unreasonable terms?  


MS. McSHANE:  Not at the present time, no. But it's a very robust, very liquid market at the moment.  Bond holders or investors, in general, have seemed have to forgotten that there are risks in some of these high yield or what used to be higher yield fixed income securities, but they are ‑‑ and they're just embarking on a period of unprecedented investment.


So I don't think that the decision on, you know, what the appropriate capital structure and fair return should be based simply on whether, today, the market is such that they have no difficulty raising capital.


MR. WARREN:  My question was a simple one.  There is no evidence they're experiencing difficulty in raising capital?


MS. McSHANE:  Not today, no.


MR. WARREN:  And the bond rating reports that I referred to you earlier, the DBRS and the Standard & Poor's, both referenced the substantial expansion plans of transmission and distribution; correct?  They're aware of it?


MS. McSHANE:  Yes, they are aware of it and they do have some concerns around their ability to finance it.


MR. WARREN:  It didn't change their credit rating assessment, did it?


MS. McSHANE:  I don't know if it changed it or not.  I mean, it certainly was taken into account.


MR. WARREN:  If I go down the page to -- on that same page of the 2004 decision, "We found no" ‑‑ I'm looking at paragraph 127 now, I apologize:

"...we found no evidence of the applicants being in financial hardship as a result of the authorized ROE.  The applicants confirmed that they continue to be responsible for raising their own debt capital.  There is no evidence, for example, that the allowed ROE has resulted in inadequate financial ratios to preclude raising debt capital on reasonable terms.  Similarly, there was no evidence before the Board to suggest credit ratings of the applicants were deteriorating.  The evidence is that the applicants enjoy favourable credit ratings.  In fact, Union's credit rating is more favourable than its parent company." [As read]


That is the same in this case.  There is no evidence of deterioration in their -- in Hydro One's credit rating, and there is no evidence of financial hardship as a result of their authorized ROE, is there?


MS. McSHANE:  Yes, but that is all from the point of view of today, specifically, and from the point of view of a debt holder, not from the point of view of what a fair and reasonable return on equity is.


MR. WARREN:  I am going to return to the point we discussed before, Ms. McShane, because I think we're both losing sight of it, is that the S&P report, which is just six weeks old, we agreed that it was ‑‑ its analysis was not premised on Hydro One Networks getting the relief sought in this case; namely, an ROE of 10.5 or 10, right?


MS. McSHANE:  Yes.  But, again, we're talking about a debt rating.


MR. WARREN:  Now, if you turn over to paragraph 131:

"On the basis of the evidence adduced in this proceeding, we find that the reservations the Board expressed in the compendium to the current ROE guidelines about the CE..." which is comparable earnings, "...and the DCF...", discount cash flow, "...encroaches on the Board's decision not to employ these tests remain valid.  With respect to the CE test, we continue to be concerned with the problem associated with the assembling of an acceptable list of comparable companies against which to assess the regulated utility, as well as the selection of a suitable time period from which to draw historical evidence.  You will note that the subjectivity involved in the selection of an appropriate sample for comparators in the selection of the time period are the primary factors in arriving at an ROE difference of 300 basis points between Ms. McShane and Dr. Cameron.  We also reiterate our concern with this test's heavily reliance on past performance as an indicator of future performance.  With respect to the DCF test, we note the sensitivity of the results to assumptions including growth estimates.  We note that as a result of different assumptions Ms. McShane's ROE result from the DCF is 200 basis points higher than the results obtained by Dr. Booth and Dr. Cannon." [As read]


"As a result" -- I am going to paragraph 133:   

"As a result, we reiterate the Board's conclusions reached when it developed the existing ROE guidelines and the results of the CE and DCF tests should be given little or no weight for purposes of these applications."  [As read]


Now, Ms. McShane, I don't find in your evidence anything that speaks to why the Board, in this case, should change its view of the value of the comparable earnings and DCF test.  You used both of those tests in your evidence, but there is no evidence to suggest why the Board should come to a different conclusion; is that fair?


MS. McSHANE:  I guess it's fair in the sense that the evidence itself does not directly address, point by point, the concerns that were expressed by the Board in this decision.


I would point out, for example, with respect to the discounted cash flow test, that despite this Board's concerns and perhaps some other Canadian boards, as well, that the discounted cash flow test as I applied it is one of the principle tests that's applied in many jurisdictions in the US.  And, interestingly, the person who is sometimes thought of as the founder or the developer of this test for purposes of use in regulatory proceedings, commented relatively recently ‑ at least within the last three or five years ‑ that the use of this test was at least partly responsible for the successful ‑‑ or the financial success of the electric utility industry in the US.


I did address in the testimony, with respect to the comparable earnings test, the most recent decision by the BCUC, which said that -- it had concluded that the comparable earnings test had not outlived -- didn't believe that the comparable earnings test had outlived its usefulness, and its concern -- one of its two concerns, I guess, was that it didn't know whether or not to make a downward adjustment to the results for the market-to-book ratios of the industrial companies.


And so that was an element of the tests that I did address in this testimony and determined that it was not necessary to make a downward adjustment to the comparable earnings results for market-to-book ratios.


MR. WARREN:  Two follow-up questions.  Sort of lost in that lengthy answer was the answer to my question, which was that when I asked you the question, There is nothing in your evidence, Ms. McShane, which addresses the concerns which the Board had in 2004, and you said "yes".


But the second thing you referred to is the BCUC decision, and in that context it might be helpful if you turned up ‑‑ and I hope you haven't discarded it - Exhibit J, tab 9, schedule 14.  It is Interrogatory Response 14 from my client.  Can you find that?


MR. LONG:  Can I ask you to reference that again, please?


MR. WARREN:  Exhibit J, tab 9, schedule 14.


MS. McSHANE:  No, I didn't throw any of the answers away.  I just threw some of the attachments to 9 away.


Yes, I have that.


MR. WARREN:  You made a comment, in a different context, that some of this material is not the equivalent of regulatory bodice ripper, and I think we can agree that it is not the sort of thing that anybody would keep at their bedside table. 


MS. McSHANE:  You don't think so?


MR. WARREN:  I hope no, Ms. McShane.  This interrogatory response, you were asked the question:

"With reference to the use of the comparable earnings estimates can Ms. McShane indicate the last time a Canadian regulator specifically incorporated a comparable earnings estimate into the allowed ROE." [As read] 


You then in the answer referred to a 1992/1993 decision, one by the OEB, one by the NEB on a TransCanada Pipelines case, and then a 1995 decision of the Public Utilities Board of Alberta.  But you also append to that as an attachment, a portion of the BCUC decision which I believe you were just referring to in your answer.  Is that right?  


MS. McSHANE:  Yes.  


MR. WARREN:  Okay.  I would ask you to turn to what's excerpted there on page 56.  I see just before the heading 6.4.8, "Conclusion":

"The Commission Panel is of the view that for these reasons it can give little or no weight to Ms. McShane's CE test results.  However, the Commission Panel is not convinced that the CE methodology has outlived its usefulness, and believes it may yet play a role in future ROE hearings." 


Now, at the risk of editorializing, I am going to suggest, Ms. McShane, that that's at its highest pretty tepid support for the use of comparable earnings test; is that not fair?  


MS. McSHANE:  Well, that's why I said that I had addressed the issue that they had brought up in this testimony.  


MR. WARREN:  I would like then to move, Ms. McShane, to the Board's report in December of 2006, which is tab 3 of the materials which are before you.  It is, for the record, Exhibit L8.3.  


Now, in dealing with the cost of capital for the distribution utilities, just by way of context, Ms. McShane, Hydro One participated in that, and it was recommending, based on your analysis, a 10.5 percent ROE for Hydro One.  Is that fair?  

MS. McSHANE:  For distribution, yes.  I believe that is right.  


MR. WARREN:  For distribution, yes.  And we can agree that the Board, in this report, has rejected that recommendation from you?  


MS. McSHANE:  I look at it as the Board looking at a number of recommendations that were made by a number of parties and, within the context of the technical conference that was held, determined to maintain the current - or the then current, and I guess now current - methodology instead of adopting the methodology that had been proposed by Board Staff's experts.  And essentially -- I wouldn't say it was adopted by the Board Staff, but Board Staff sort of put it into a range with the current -- essentially the current methodology went into the range, and the methodology that had been proposed by its experts at the low end of the range.  


MR. WARREN:  However we gussy it up, Ms. McShane, it rejected your recommendation of 10.5 percent. 


MS. McSHANE:  It rejected a lot of people's recommendations.  I guess you could say that. 


MR. WARREN:  Sure. 


MS. McSHANE:  By simply not abandoning the methodology that it already had in place. 


MR. WARREN:  And what the Board did, can we agree, Ms. McShane, that in January 2004 it continued the formula approach for the two gas utilities and, in December of 2006, the Board continued the formula approach for the distribution utilities in the electric side.  Correct?  


MS. McSHANE:  Yes, it did.  


MR. WARREN:  Okay.  Now, can we -- and you and I agreed that in continuing the use of the formula, that that formula does not incorporate a comparable earnings and DCF test?  


MS. McSHANE:  No.  The formula, when it was adopted initially in 1997 as -- or through the draft guidelines, the Board said at the time that it felt that if it was -- I'm relying on my memory here -- That it felt that if it was going to rely on a methodology that changed the cost of equity from year to year based on interest rates, then the underlying model that was to be used to establish the point of departure had to be a model that also was based on interest rates, which would be a risk premium test.  


And in -- I don't agree with that, by the way.  But I think that it can start out using multiple tests, but nevertheless that was what the Board decided and in that context, did say that it recognized that it might be giving up some of the unique contributions of the other tests in order to be able to have a method that it could change based on interest rates every year.  


MR. WARREN:  Again, Ms. McShane, however we gussy it up, the 2006 report of the Board, by necessary implication, continuing the existing formula rejects the use of the DCF and comparable earnings test.  


MS. McSHANE:  By implication, that would be correct.  


MR. WARREN:  Is that fair?  Okay.  


Now, if I could ask you to turn up an interrogatory response, it's actually one we have referred to before.  It is interrogatory response number 13, Exhibit J, tab 9, schedule 13.  


MS. McSHANE:  I have that.  


MR. WARREN:  With apologies, Ms. McShane, there is one further I needed to ask you about the 2006 report.  I'm sorry.  


Exhibit L8.3, the one we were just referring to.  If you could turn that up, please.  


And turn to page 12 of that report.  


MS. McSHANE:  Yes.  


MR. WARREN:  Now, at the top of that page there, "Policy and Rationale": 

"The Board has determined that rates shall reflect 40 percent common equity.  There will be no adjustment for a preferred share component of equity in rates, although distributors can, if they choose to do so, use preferred shares within their financing structure."  


Now, I interpret that to mean, Ms. McShane, that if the utility wants to use preferred shares, they can do so.  But they are limited to a -- overall to a 40 percent equity component in their capital structure.  Do you agree with my interpretation of what that says?  


MS. McSHANE:  No, not exactly.  


MR. WARREN:  Because if that's right, it is a rejection of your suggestion, in this case, that the combination of preferred shares with the capital equity is 44 percent.  You don't think this disagrees with your position, Ms. McShane?  


MS. McSHANE:  That wasn't the question you asked me.  


MR. WARREN:  So the question is, does it disagree with you, your answer is yes?  


MS. McSHANE:  Well, if the Board were to take the exact same position for transmission, which is going to have to raise significant amounts of capital, then I would agree with you that the Board has rejected that.  But what I was saying to you, suggesting to you was that, that the distributors are all going to get a return on 40 percent of common equity, it seems to me, irrespective of whether their actual capital structure has 36 and 4 or 38 and 2.  


MR. WARREN:  Going back to exhibit -- interrogatory 13, Exhibit J, tab 9-13, you were asked question C: 

"Please indicate the 2007 allowed ROE for benchmark utilities in B.C., Alberta, Manitoba, Ontario and Quebec."  

Your answer appears on the second page of that.  


And the answer you have given is that the ROE for Terasen is 8.3; 7 percent for ATCO Electric, in its transmission 8.51, distribution 8.51; for Enbridge Distribution it is 8.74; and for Gaz Metropolitain it's 8.73.  


Can you and I agree, Ms. McShane, that those allowed ROEs as cited in that interrogatory response, would be roughly the ROE for Hydro One Networks, if the Board's formula were applied?  


MS. McSHANE:  If the Board's formula were -- 


MR. WARREN:  As set out in the -- 


MS. McSHANE:  In the distribution case?  


MR. WARREN:  In the distribution case. 


MS. McSHANE:  In that proceeding, yes, it would be approximately similar to these numbers.  


MR. WARREN:  Madam Chair, I am well over time but I am moving on to a separate area.  


Would you like to have the morning break now or would you like me to finish? 


MS. NOWINA:  How much longer do you anticipate, Mr. Warren?  


MR. WARREN:  I anticipate 20 minutes, because I'm moving into an area where reasonable people not only can disagree, they always disagree. 


MS. NOWINA:  Let's take our morning break, and return at 11:15.  


--- Break taken at 10:53 a.m. 


--- On resuming at 11:19 a.m.


MS. NOWINA:  Please be seated.


Mr. Warren.


CROSS-EXAMINATION BY MR. WARREN (Continued):

MR. WARREN:  Ms. McShane, I am going to, with not inconsiderable trepidation, ask you a few questions about equity risk premium, which for a lawyer is the equivalent of jumping head first into a chipper.


Can I ask you, Ms. McShane, to turn up -- probably the easiest reference is your blue sheet, updated evidence, which is Exhibit B1, tab 3, schedule 1, attachment A.


To arrive at your recommended ROE, Ms. McShane, you have relied on three tests, one of which is the equity risk premium, one is the discounted cash flow and one is comparable earnings; correct?


MS. McSHANE:  Correct.


MR. WARREN:  And if I look at the numbers, Ms. McShane, and the way you've calculated them, would it be fair for me to say that the -- certainly the comparable ‑‑ the result of your application of the comparable earnings test acts as a kind of escalator in this context, that it increases the recommended level of ROE; is that fair?


MS. McSHANE:  Yes, the number for comparable earnings is higher than the cost of attracting capital.


MR. WARREN:  Now, as I understand your evidence, Ms. McShane, and I am sure you will correct me if I'm wrong, one point of difference ‑ perhaps a major point of difference - between your approach and that of Dr. Booth is that in your calculation of the equity risk premium, you rely principally - I will choose my words carefully - principally on data from the United States from the period 1947 on; is that correct?


MS. McSHANE:  Can you ask me that question again?


MR. WARREN:  In your calculation of the equity risk premium, am I correct in understanding that you rely principally on US data from 1947 to the present?


MS. McSHANE:  No.


MR. WARREN:  Okay.  You have got ‑‑ if you could turn up in this context one further interrogatory response, which is the response to interrogatory 16 from my clients.  For the record, it is Exhibit J, tab 9, schedule 16.


MS. McSHANE:  Schedule number 16?


MR. WARREN:  Yes.  In that question, you were asked the question why you made a decision to start your estimation period in 1947, and you referred to a footnote in your evidence, footnote 35 in your evidence, in which you say -- you provide your rationale for relying principally on data from 1947 on.


Perhaps it would be helpful if you were to turn up your prefiled evidence.  Footnote 35 appears on page 41.


Now, on page 41 under the heading "Historic Risk Premiums", you say:

"As previously indicated, in arriving at an estimation of the market risk premium, a point of departure was both Canadian and US historic returns and risk premiums during the post-World War II period." [As read]


Then in footnote 35, at the bottom of that page, you say:

"Key structural economic changes have occurred since the end of World War II, including..." [As read]

and then you list four.


Now, I concluded from that, Ms. McShane, from the words in your prefiled evidence, that you were relying principally on US data from 1947 on.  I am wrong?


MS. McSHANE:  Well, I don't understand how you get from that that I am relying principally on US data.


MR. WARREN:  Principally on data from 1947.


MS. McSHANE:  That's fair.


MR. WARREN:  Okay.  Now, can you and I agree, Ms. McShane -- as I said, reasonable people almost always disagree with that, but can you and I agree that there is another school of thought in the calculation of the equity risk premium, which is that you should look at data which goes back, as far back as the turn of the last century, 1900, and even before that, and that you should look at data from around the world?  There is that school of thought?


MS. McSHANE:  There is that school of thought.


MR. WARREN:  And in the context of that school of thought, I provided to you yesterday an article by Dimson, Marsh and Staunton, which is at tab 5 of the booklet of materials.  Exhibit L8.5, it is now.


At the risk of summarizing a dense -- at least what I found to be a dense article ‑ and you will correct me if my summary is wrong ‑ what Dimson, Marsh and Staunton say in this piece is that if you rely on -- not you, but in your analysis of equity risk premium, if you rely on US data in the postwar period, that that results in a higher equity risk premium than would be the case if you looked, as they do, at worldwide data as far back as the beginning of the last century.  Is that a fair summary of the point they make?


MS. McSHANE:  Yes.  They say that the historic measured risk premium is lower for the world over the last 100 years than it is for the US over the last -- I guess it is 60 years.


MR. WARREN:  And their conclusion, which is on page 29 of that, is that if you look at the evidence of historical equity premium for 17 countries over 106 years, you find that those -- including those for the US and the United Kingdom, that they are lower than the quoted historical averages.


And they conclude, in the final paragraph on page 29, that:

"After adjusting for non‑repeatable factors that favour equities in the past, we infer that investors expect that equity premium relative to bills of around 3 to 3-1/2 percent on a geometric mean basis and by implication an arithmetic mean premium for the world index of approximately 4-1/2 to 5 percent."  [As read]


So my point, Ms. McShane, is that I take it that you disagree with the approach that these folks express in this paper; is that right?


MS. McSHANE:  That would be a logical conclusion, since I have a different approach.


MR. WARREN:  Okay.  My point simply is that reasonable people can disagree on this and that there is a legitimate school of thought which says that by necessary implication, that your horizons are too narrow and your time frame too short, and that if you look at broader horizons and a longer time frame, you get a lower equity risk premium; fair?


MS. McSHANE:  I think that the conclusion that you drew was a fair conclusion with respect to this article.


I would point out, first, that if you look at what Canadians invest in in terms of equities, the ‑‑ if you look at the foreign investment, for example, over 60 percent of the portfolio investment in foreign equities is in the US and the UK, which are the risk premiums other than the Canadian ones that I have used.  So I think it makes sense to focus on those countries.  


I also think it makes sense to focus on the period covering the last half of the century, since going back to some of these earlier data forces you into looking at numbers for a very narrow range industries.  


I think it was Dimson, Marsh and Staunton in one of their earlier publications that pointed out that early in the 19th century, that virtually -- I think it was 40 percent of the market was railroads and banks.  So I think we have to be really careful about what conclusions we draw from data that come from that earlier part of the 20th century.  Did I say 19th century before?  I guess I said 1900s, which is the 20th century.  So I didn't misspeak myself.  


MR. WARREN:  You would disagree with their approach?  


MS. McSHANE:  I disagree with their results.  


MR. WARREN:  And you disagree with their results.  My point simply is that there are, there is another school of thought which disagrees with your approach.  Fair enough?  


MS. McSHANE:  There is no getting around that the equity risk premium is not a subject that everybody agrees upon.  


MR. WARREN:  That's perhaps the best understatement of the day, Ms. McShane.  


I have two final areas of questions and they're relatively brief.  


If you could turn up, Ms. McShane, finally in the binder of exhibits, the binder of materials I gave you, at tab 4 we have the consolidated financial statements for Hydro One.  It is now marked Exhibit L8.4, but it is otherwise in the record.  


Perhaps we don't need to deal specifically with the numbers in here, Ms. McShane, but as I read this report, Ms. McShane, and my specific point of reference is page 6, that at the allowed capital structure and the allowed ROE of 9.88, Hydro One over-earned in 2006.  Fair?  They earned more than their allowed rate of return.  


MS. McSHANE:  Yes.  


MR. WARREN:  And the extent of that is mirrored, if we look at the heading on page 6, transmission, that under the Board's rule, which was 50 percent of excess earnings recovered from customers were to be returned to the customers, that -- and it is, that transmission would appear to have over-earned by some $66 million, because $33 million were returned to customers.  Am I reading that correctly?  It's in the middle paragraph under the heading "Transmission."  


MS. McSHANE:  Sorry.  Yes.  I think that's correct.  


MR. WARREN:  Okay.  Now, the only other point I wanted to refer you to appears on page 44 of the Hydro One financials.  And this is in the notes to the consolidated financial statements.  And it appears in a section dealing with the investments which Hydro One is making.  And they talk, under the heading "Significant Assumptions", under the heading "Expected rate of return on plan assets": 

"For 2006, the expected rate of return is 6.75 percent.  For 2005 it was 7 percent.  6.75 percent expected return is what Hydro itself expects to get from its investments."  [As read]

Fair?   


MS. McSHANE:  Apparently so.  


MR. WARREN:  Certainly substantially less than what you're suggesting people would get. 


MS. McSHANE:  Well, it's a totally different number.  And I don't know what's in their plan or what their assumptions are.  


MR. WARREN:  But it is certainly Hydro One's experts' view of what they expect from the market.  Fair?  


MS. McSHANE:  It's on the total plan assets.  


MR. WARREN:  Ms. McShane, I don't know whether you are the person to do this but you're the only person I have at the moment.  I wonder if you could tell me -- can you tell me what the impact on rates would be – sorry, impact on the revenue requirement of Hydro One Networks, if they were to -- if the Board to accept your recommendation of an ROE of 10 percent.  And if you can't give the answer, perhaps you could give an undertaking that somebody could provide that answer.  


MS. McSHANE:  I'm sure I saw either an IR response to that or part of the filing which was based on the initial evidence, but you're talking about for 2007 for a 10 percent?  


MR. WARREN:  Yes.  


MS. McSHANE:  I guess I can undertake to provide that. 


MR. ROGERS:  Can I undertake to do that, Madam Chair?  I'm not sure Ms. McShane is the best one to do that, but we will certainly provide that information. 


MS. NOWINA:  Thank you, Mr. Rogers.  


MR. WARREN:  The second one -- 


MR. ROGERS:  We need a number. 


MS. CAMPBELL:  K8.1. 

UNDERTAKING NO. K8.1:  TO PROVIDE impact on the revenue requirement of Hydro One Networks, if the Board WERE to accept THE recommendation of aN ROE of 10 percent


MR. RUPERT:  Can I just ask, 10 percent compared to what?  


MR. WARREN:  Well it's 10.5.  I think the filing is predicated on 10.5, sir. 


MR. RUPERT:  You're saying if you reduced it to 10 from 10.5?  Okay.  


MR. WARREN:  The only other calculation - and this may not be for you, Ms. McShane, it may be for my friend, Mr. Rogers - is if Hydro One could do a calculation of the impact on the revenue requirement if the Board's formula approach were used.  


MR. ROGERS:  Yes.  I think I have already undertaken to do that, as a matter of fact.  


MR. WARREN:  As ever, you're ahead of me, Mr. Rogers. 


MR. ROGERS:  I think someone else asked.  I may be wrong, but I will certainly do that.  


MS. NOWINA:  Thank you.  


MS. CAMPBELL:  That would be K8.2.  


MS. NOWINA:  I'm not certain either.  It does sound familiar, Mr. Rogers, but why don't we take a separate undertaking.  


MR. ROGERS:  The worst case is I will provide it twice.  

UNDERTAKING NO. K8.2:  FOR Hydro One to provide a calculation of the impact on the revenue requirement if the Board's formula approach were used

MS. NOWINA:  That's right.  


MS. CAMPBELL:  I think it was K7.8.  


MS. NOWINA:  We will leave it for now as K8.2. 


MR. WARREN:  I haven't had a chance to read yesterday's transcript so if I am repeating something, I apologize.  


Those are my questions of this witness.  Thank you, Madam Chair.  


MS. NOWINA:  Thank you.  Mr. DeVellis.  


MR. DeVELLIS:  Thank you, Madam Chair.  


Before I begin, Madam Chair, regarding your question earlier this morning.  I see an e-mail from Mr. Harper at VECC.  Mr. Buonaguro is away.  And he said that he had already spoken to Mr. Buonaguro this and VECC's preference is for written argument, as well. 


MS. NOWINA:  All right.  Thank you Mr. DeVellis.   


MR. DeVELLIS:  Madam Chair, I distributed two documents by e-mail and I gave Mr. Rogers hard copies yesterday.  I have extra copies.  


MS. CAMPBELL:  Do you have the ability to give me copies?  


MR. DeVELLIS:  Oh, I'm sorry.  


MS. NOWINA:  So there are two documents, Mr. DeVellis? 


MR. DeVELLIS:  Yes.  The first is a spreadsheet entitled:  "Impact of change in capital structure and change in ROE", and the second is:  "Opinion on net income for New Brunswick Power Distribution and Customer Service Corporation prepared by Ms. McShane in October 2005."  


MS. NOWINA:  All right.  Let's mark them.  


MS. CAMPBELL:  The first one which would be the chart, the spreadsheet, rather, would be L8.6.  

EXHIBIT NO. L8.6:  chart entitled "Impact of change in capital structure and change in ROE"

MS. CAMPBELL:  The second, which is an opinion on net income by Ms. McShane dated October 2005, will be L8.7.  

EXHIBIT NO. L8.7: opinion on net income by Ms. McShane dated October 2005


MS. NOWINA:  Thank you.  


MR. DeVELLIS:  I apologize.  I handed them out to Mr. Rogers and neglected to give them to Board Staff, so my apologies.  


CROSS-EXAMINATION BY MR. DeVELLIS:


MR. DeVELLIS:  Good morning, Ms. McShane.  My name is John DeVellis.  I represent the School Energy Coalition. 


MS. McSHANE:  Good morning. 


MR. DeVELLIS:  I want to start with Exhibit L8.6, and I think this actually is the issue that Mr. Warren ended off with, and I understand it is now an undertaking to provide this information, but I had prepared this exhibit a while ago.


What I have done here is looked at the company's total cost of capital after grossing up for taxes under two scenarios.  The first is under your proposal, which is a cost of capital of 40 percent equity and 10.5 percent return on equity, which is your original proposal, and the alternative scenario, which is a cost of capital with 36 percent equity and 8.39 percent return on equity, which is the best estimation of the Board formula I could find, which is in Dr. Booth's evidence.


So scenario 2 would be the existing capital structure and the Board formula, and the --


MS. McSHANE:  Excuse me.  Could I interpret just to ask a question?  When you have this 8.39 percent ROE here, what interest rate is underlying that?  What long‑term Government of Canada bond yield is underlying that?


MR. DeVELLIS:  I took that from Dr. Booth's evidence, and if you -- I'm afraid I don't know the underlying assumptions.  But in the interrogatory response to CCC and VECC at Exhibit J, tab 9, schedule 13, which you looked at with Mr. Warren, you had given the allowed ROEs for a number of utilities for 2007, one of them being Enbridge Gas Distribution, and the ROE for Enbridge Gas Distribution for 2007 is 8.74 percent.


So I suppose what we could ‑‑ the problem is I don't know exactly what the Board formula would give us at this point, but I am suggesting the range should be between 8.4 percent and 8.74 percent.


MS. McSHANE:  I guess what my concern is is that when you use the 10-1/2 percent in the first scenario, you use a totally different assumption with respect to interest rates than there is in respect of scenario 2.  So we're not really comparing apples and apples.


MR. DeVELLIS:  All right.  And that's because the Board formula would be based ‑‑ the 8.39 percent would be based on current information, while the 10.5 percent would have been based on your information available at the time you prepared your report; is that right?


MS. McSHANE:  Right.  Right, yes.


MR. DeVELLIS:  Okay.  So to do it on an apples-to-apples basis you would have to do your current proposal versus the proposed -- the current ROE that would be yielded from the Board formula; is that right?


MS. McSHANE:  No.  You would have to ‑‑ I would have to assume the same interest rate that underlies the 8.39 to come up with the ROE that would be compatible or consistent with that.


MR. DeVELLIS:  Right.  So you would have to adjust both your proposal for ROE and the Board formula, given the same information?


MS. McSHANE:  Yes.  That would be what I would do, if I were to do this.


MR. DeVELLIS:  Is that what we're going to receive pursuant to undertaking K8.2?


MS. McSHANE:  I think you're going to get something along those lines, although in your scenario 2, you've got a capital structure with 4 percent preferred shares and 36 percent common equity.  So I don't think you're going to get that in the calculation.


MR. DeVELLIS:  I'm sorry?


MS. McSHANE:  In your scenario 2, you're assuming a capital structure that has 4 percent preferred shares and 36 percent common equity.


MR. DeVELLIS:  Right.  Well, the scenario 2 is based on Hydro One's existing capital structure.  So I am interested in the difference between existing capital structure and portfolio ROE and your proposal.


MS. McSHANE:  Fair enough.


MR. DeVELLIS:  I just want it to be clear that is what the undertaking is going to give us.


MS. McSHANE:  I don't know the answer to that.


MS. NOWINA:  I'm not clear, Mr. DeVellis.  I thought the undertaking was to look at what the Board decided for distribution companies, which would not have the breakdown with the preferred shares; correct?


MR. DeVELLIS:  All right.


MS. NOWINA:  So I wouldn't expect to see that in that undertaking.


MR. DeVELLIS:  I understand.  But I guess, then, I am asking a different question, and that is if we keep the capital structure for Hydro One as is and used the Board-formula ROE -- the difference in revenue requirement between that scenario, which is my scenario 2, and Ms. McShane's scenario.


MS. NOWINA:  So are you asking for another undertaking or in addition to that undertaking for that scenario?


MR. DeVELLIS:  I suppose that would be a separate undertaking.


MS. NOWINA:  I think it would be, yes.


MS. CAMPBELL:  That would be K8.3.


MS. NOWINA:  I'm not clear that Mr. DeVellis has asked for it.


MR. DeVELLIS:  No, no.  I had attempted to put the information in my table here, and I understand there is some problems with the table.  So, yes, I am asking for the undertaking.


MS. NOWINA:  Okay.


MR. ROGERS:  Yes.


MS. NOWINA:  All right.


MR. ROGERS:  I think we understand.


MS. CAMPBELL:  For those of us who may be somewhat unclear, could you repeat the undertaking that you asked for?  I apologize.  I'm bellowing, but without a microphone on.  Okay, thank you, Julie.  


For those of us who have to keep records of these things, could you repeat, Mr. DeVellis, what it is that you are asking for?


MR. DeVELLIS:  It's to provide the difference in revenue requirement between Ms. McShane's proposal for ROE and capital structure versus the cost of capital that would be yielded from Hydro One's existing capital structure and the Board formula ROE.


MR. ROGERS:  I think I understand it, and the example, I believe, we will use the common interest rate assumption.


MS. NOWINA:  Thank you, Mr. Rogers.  That is the other piece I was looking for.


MS. CAMPBELL:  That's K8.3.

UNDERTAKING NO. K8.3:  PROVIDE DIFFERENCE IN REVENUE REQUIREMENT BETWEEN MS. MCSHANE'S PROPOSAL FOR ROE AND CAPITAL STRUCTURE VERSUS COST OF CAPITAL THAT WOULD BE YIELDED FROM HYDRO ONE'S EXISTING CAPITAL STRUCTURE AND THE BOARD FORMULA ROE, WITH AN EXAMPLE USING THE COMMON INTEREST RATE ASSUMPTION.

MR. DeVELLIS:  Now, the right side of this document, 8.6, I understand the numbers are different, is to try and ‑‑ if we just stay with the numbers that I have, just for the purpose of my question.  I understand that the actual numbers will be different.  To estimate the impact on the cost of debt -- or, rather, the change in the cost of debt that would be required to reach a total cost of capital under the alternative scenario ‑‑ so if you look at the top right side of the document, where the cost of debt required to have the equivalent cost of capital to scenario 2.  


So under your scenario 1, I estimate that the cost of debt would have to drop to 3.1 percent in order to have a similar total cost of capital that we would receive under scenario 2.  Do you see that there?


MS. McSHANE:  Let me see if I get this, okay.


MR. DeVELLIS:  Well, let me ‑‑ if you go to column H, line 10, where the total cost of capital works out for tax is $648 million, that is using cost of debt of 5.82 percent, preference shares of 5.47 and common equity of 10.5 percent.


MS. McSHANE:  The 5.82 percent cost of debt is an embedded cost of debt.


MR. DeVELLIS:  That's right.


MS. McSHANE:  So it has all of the existing outstanding debt.


MR. DeVELLIS:  Yes, right.


MS. McSHANE:  Okay.


MR. DeVELLIS:  Now, the only thing that has changed on the right side is the cost of debt, and so in order -- then if you see the total cost of capital under scenario 2, which is what I propose as the existing capital structure and Board formula ROE, the 546.5 million, which is column H, line 20, in order to get the equivalent cost of capital under scenario 1 as you would have under scenario 2, you would need a cost of debt of 3.1 percent?


MS. McSHANE:  I see what you're doing.


MR. DeVELLIS:  Okay.


MR. RUPERT:  Mr. DeVellis, can I just ask, are you saying you have 3.1 percent under your scenario 1, but you would keep the 5.82 percent of cost of debt in your scenario 2?


MR. DeVELLIS:  Yes, yes, just ‑‑ yes.  The purpose of the exhibit is to show to what degree the cost of debt would have to decrease in order to have an equivalent cost of capital, which we would have under scenario 2.  That's why I have kept cost of debt constant in scenario 2.  


MR. RUPERT:  Okay.  


MR. DeVELLIS:  I guess the point of these questions, Ms. McShane, is that your proposal will have a significant impact on the company's and the ratepayers' cost of capital.  I'm just trying to get at whether you believe that there is any possibility that in the long term, that there would be a reduction in the weighted average cost of capital that ratepayers would be paying as a result of, for example, better credit ratings and therefore lower debt costs. 


MR. ROGERS:  Can I just interject.  First of all, Mr. DeVellis has put this example to Ms. McShane.  Could I ask that she be given a chance to respond as to whether we understands the example and whether it is a logical example before she tries to answer the second question.  


MS. NOWINA:  All right, Mr. Rogers.  


MS. McSHANE:  So I guess what I'm having a little trouble with is your premise.  


Your premise is that Hydro One transmission's cost of capital is $546.55.  I mean, that's what your premise is.  


MR. DeVELLIS:  That's right.  


MS. McSHANE:  That -- 


MR. DeVELLIS:  Would be under scenario 2, yes.  


MS. McSHANE:  No, no, no.  I think -- I mean, that, to me what you're saying is that -- this number is, indeed, a representation of its cost of capital.  If we're out in the market raising equity and debt, that's its cost of capital.  


And the Board has taken that cost of capital and translated it directly into a return on rate base.  


So if that is "the cost of capital" -- I know you can't translate the little parenthesis into a transcript -- then the -- 

What I understand this table to say is that, if I go back to scenario 1 where we now have a return on rate base of 648.12, that isn't the cost of capital.  That's just what they've asked for, or Hydro One transmission has asked for, in terms of return.  


And in order for the return on rate base to actually get back to the cost of capital, you would have to have this reduction in the cost of debt from 582 to 3 -- whatever it was -- 310.  Is that sort of what you're saying?  


MR. DeVELLIS:  Well, let me ask you this.  We've heard, in your evidence and in other contexts, when there's been a proposal to increase the cost of equity, that the reason is that if the company doesn't receive it, that there will be a negative impact on the company's debt rating, and therefore an increase in the cost of debt.  


And the corollary to that is that, by giving the company an extra, in addition to its return on equity an increase in the equity component of its capital structure, that that will have a beneficial impact on its debt costs.  


What I am trying to portray here is that the extent to which the debt costs would have to decrease in order to compensate for the extra equity costs.  


MS. McSHANE:  Well, the problem is I have an issue accepting your premise.  One of the reasons one would increase the return on equity -- and I distinguish between the return on equity and the cost of equity -- but one reason to increase the allowed return on equity is to assist in lowering the cost of debt.  But that's not the only reason.  


I mean the other reason is that the return on equity is, independently of the cost of debt, the compensation that the equity holder requires.  


MR. DeVELLIS:  No, I understand.  I was just trying to get at the first reason, and that is, are you suggesting, though, that this change in ROE or change in capital structure will benefit ratepayers somehow by having a lower cost of debt?  


MS. McSHANE:  I think the combination of the proposed capital structure and the return on equity, if accepted, would tend to decrease the cost of debt, obviously not to the extent that you suggested here. 


MR. DeVELLIS:  That was my only point with that exhibit, is that do you believe that it would be -- the cost of debt would be reduced sufficiently or to a sufficient extent, to offset the increases in the costs of equity?  


MS. McSHANE:  No.  I think that there will tend to be a higher overall return on rate base than there would be if you stayed with the 4 percent preferred, the common equity return using the Board's formula and the 36 percent common equity.  


MR. DeVELLIS:  Okay.  Thank you.  I'm going to move on, then, to your Exhibit L8.7, which is your evidence in the New Brunswick Power Distribution and Customer Service proceedings.  


And if you turn to page 15 of your evidence.  


First of all, I suppose I should confirm this was your evidence in that proceeding?  


MS. McSHANE:  Yes, it was.  


MR. DeVELLIS:  In October of 2005?  


MS. McSHANE:  Yes.  


MR. DeVELLIS:  Okay.  And on table 2, you have a chart showing the benchmark return on equities for Canadian utilities.  


MS. McSHANE:  Right.  


MR. DeVELLIS:  And you have an average of 9 percent. 


MS. McSHANE:  Right. 


MR. DeVELLIS:  And you discuss in your evidence -- in the middle of page 15, you say: 

"If a return on equity of approximately 9 percent is accepted as reasonable for a benchmark Canadian utility, the question that needs to be addressed is whether a one percentage point incremental equity risk premium is reasonable for Disco..." 

and Disco is the acronym used for New Brunswick Power Distribution and Customer Service Corporation. 


MS. McSHANE:  Correct. 


MR. DeVELLIS:  "...at a 42.5 percent common equity ratio."  


Then you have some discussion about the trade-offs between common equity ratio and the return on equity?  


MS. McSHANE:  Yes.  


MR. DeVELLIS:  And ultimately you conclude that based on a 42.5 percent common equity structure, that the appropriate rate of return for Disco was 10 percent.  


MS. McSHANE:  No, that's not exactly right.  What it said was that given the benchmark return on equity of 9 percent as the starting point, then the differential should be 1 percent, which gets you to 10.  


MR. DeVELLIS:  Okay.  Was that your recommendation?  


MS. McSHANE:  In relation to the -- accepting the nine percent as a given, without getting into whether that's an appropriate point of departure, which as you read off of page -- or you suggested from page 15 was in the discussion about whether it is reasonable or not – actually, sorry, it is on page 17, where I said the ‑‑ this is the second paragraph:

"The 9.55 to 10.2 percent range developed above is predicated on the assumption that a benchmark utility return of approximately 9 percent is fair and reasonable."  

And:

"However, capital market participants viewed the allowed returns of allowed common equity ratios of Canadian utilities as relatively low when compared to their US counterparts."


So we used, in this case, the benchmark return which was allowed just to develop a differential, without going back and saying, Let's redevelop an appropriate benchmark return.


MR. DeVELLIS:  Okay.  I am going to ask about the difference.  You discussed earlier in your evidence the differences in risk between ‑‑ or, rather, New Brunswick Power's risk profile.  If you would turn to page 8, which said -- beginning at the second sentence:

"Within a Canadian and North American context, the economic fundamentals of Disco would be viewed as relatively weak given the small size of the provincial economy, relative lack of economic diversification and heavy reliance on cyclical-nature resource-based industries, low population density and a forecast decline in population over the long term."  [As read]


And then turn to page 9, beginning in the middle of the second full paragraph:  

"In Ontario the distribution utilities do not have any fixed cost obligations related to purchase power and have variance or deferral accounts that allow them to pass through incurred power purchase costs dollar for dollar." 


Then the last sentence in that paragraph:

"Long-term power purchase agreements between the distributor and generators, which are a component of New Brunswick market design, are not a characteristic of either the Alberta or Ontario markets."


And, finally, at the last sentence on that page:

"Moreover, the economic fundamentals in both provinces, being Ontario and Alberta, are significantly stronger than in New Brunswick.  Thus, both the Alberta and Ontario distributors are at considerably lower business risk than Disco." [As read]


And earlier Mr. Warren pointed you to an interrogatory response to his client, which is Exhibit J, tab 9, schedule 13, where he said that distributors in Ontario have a somewhat higher risk than Hydro One transmission.


I am just wondering how it is that you ‑‑ what you are proposing for Hydro One transmission in this proceeding is similar to the ROE and capital structure that you proposed for Disco, and yet you have identified (a) that there is considerably higher risk in New Brunswick as compared to Ontario distributors, and Ontario distributors have slightly higher risk than transmitters.


MS. McSHANE:  Okay.  Very simple, and I go back to the comment that I made to you before, is that when I did this, I accepted as a point of departure a benchmark return equal to what was coming out of the formulas, as opposed to developing the benchmark return from my own tests.  We decided, given New Brunswick Power's specific circumstances, that this was an appropriate way to proceed.


So the 9 percent, which is the point of departure, at a 5 percent long Canada yield, would be approximately equivalent to, in this case, a benchmark return of ten and a half.


So if I had done ‑‑ if I had gone through the exact same process for New Brunswick Power Distribution as I had done here, what I would have recommended was 11-1/2 percent ROE on 42-1/2 percent equity.  


So the conclusions are totally consistent.  It's just using a different point of departure.


MR. DeVELLIS:  You don't quarrel that New Brunswick Power's risk profile is much higher than Ontario distributors and also ‑‑ and much higher than Hydro One transmission?


MS. McSHANE:  No, I don't quarrel with that at all.  That's what the testimony says.


MR. DeVELLIS:  Okay.


Do you have Exhibit J-7, tab 33, attachment 1, which is an interrogatory response to my client?


MS. McSHANE:  This is one that was asked of me?


MR. DeVELLIS:  Yes.  And this is a credit rating report from Standard & Poor's dated June 29th, 2004.


MS. McSHANE:  Sorry, no.  You are talking about one that put a whole bunch of different reports together?


MR. DeVELLIS:  Yes.  J-7-33, attachment 1.  Do you have it there?


MS. McSHANE:  Yes.


MR. DeVELLIS:  I was going to take you to some other 

-- a number of references in this exhibit, but Mr. Warren covered some of the same points.  But there is one point that I would like to draw your attention to.  That is on ‑‑ unfortunately, the pages aren't numbered, but it is the eighth page in.


 MR. ROGERS:  This is the eighth page?  They're double‑sided.  It's the eighth actual page?


MR. DeVELLIS:  Eighth actual page, yes.


MS. McSHANE:  I have that.


MR. DeVELLIS:  Okay.  Beginning of the second paragraph -- or the first full paragraph, it says, "The lack of diversity".  Do you see that?


MS. McSHANE:  Yes.


MR. DeVELLIS:  What it says:

"The lack of diversity of Hydro One's funding sources was not a ratings concern.  The company relies heavily on the Canadian debt capital markets as its sole funding source and although such reliance poses a concentration risk, the company's well-supported position in the market mitigates this somewhat.  The oversubscription for and pricing of its debt issues highlights the market as a readily accessible source of financing.  


MS. McSHANE:  This is a report that was written in 2004.
 MR. DeVELLIS:  Right. 


MS. McSHANE:  Before the Maple bond market.  


MR. DeVELLIS:  Sorry?  


MS. McSHANE:  Before the Maple bond market started, which has a whole new number of issuers coming to Canada to participate in that market.  


So the market fundamentals have changed quite a bit since this report was written.  


MR. DeVELLIS:  Okay.  But you agree, though, that as of 2004, what they're suggesting there is that Hydro One has no trouble attracting capital.  In fact, its debt is already oversubscribed. 


MS. McSHANE:  In this particular instance, that was true.  But that was a different market.  


MR. DeVELLIS:  Okay.  Then if you can -- I only have a couple more of these and it is in the same exhibit.  It is attachment 2, the next document.  


MS. McSHANE:  This is an S&P report?  


MR. DeVELLIS:  Yes.  Dated September 15th, 2006.  


And this page is already numbered, it is on page 3, under "Outlook".  Beginning in the third sentence, what S&P says is:  

"There are currently no forecasts or expected scenarios within the current environment that would result in either a ratings downgrade or upgrade.  Significant deterioration in the company's financial and operational performance could put pressure on the ratings but such a scenario is relatively unlikely."  


And then they have another.  At the very end of this exhibit there is another S&P ratings report.  That's dated December 4th, 2006.  


MS. McSHANE:  Oh, this is -- this follows it?  


MR. DeVELLIS:  No.  Attachment 24, so it is the very last attachment in this exhibit.  


MS. McSHANE:  Sorry, you said it was dated December 4?  


MR. DeVELLIS:  December 4th, 2006, yes.  I just wanted to show you that they say the exact same thing in December of 2006, that's under "Outlook" on page 3, as well.  Beginning in the third sentence, "There are currently no expected scenarios..."


MS. McSHANE:  Yes, I see that.  And I suspect that is partly because of the -- the rating is determined by, in part, by the implied shareholder support.  


MR. DeVELLIS:  Okay.  


MS. McSHANE:  Not really a stand-alone rating.  


MR. DeVELLIS:  If you could turn to exhibit -- I don't know if you need to turn it up, but in response to an interrogatory -- well, it is actually the next page.  You might as well.  


MS. McSHANE:  Sorry, where am I turning?  


MR. DeVELLIS:  Yes, the next page is Exhibit J, tab 7, schedule 34. 


MS. McSHANE:  Okay, I have that.  


MR. DeVELLIS:  And I guess what the company says is: 

"Hydro One believes that the adoption of the proposed ROE and capital structure will permit it to maintain its current level of credit quality and spreads."  

And I suggest to you that the credit agencies don't appear to be concerned with an impending change in the company's credit rating.  


MS. McSHANE:  Well, I would say that that is true at the very current time.  But there are potential concerns with the large level of capital expenditures and the ability to finance them, and so I agree with Hydro One, that with the proposed ROE and capital structure, it provides the basis for ensuring that those ratings are maintained and the company maintains the ability to finance their extraordinary capital expenditures over the next few years. 


MR. DeVELLIS:  I appreciate Mr. Warren made the same point to you so I'm not going to belabour it.  But it seems to me it is very strong language when S&P says there is currently no expected scenarios within the current environment.  And Hydro One and you seem to be saying something different.  


MS. McSHANE:  Well, again, I think you know from S&P's perspective, they are looking at it from the perspective of having this shareholder support and not really looking at the company on a stand-alone basis, which is the way it should be looked at.  


MR. DeVELLIS:  At page 10 of your evidence -- I'm not sure you turn need to turn it up, but you say that 

"the TX estimates that approximately 20 percent of its load is potentially vulnerable to economic bypass over the next five years."  


We asked you, in an interrogatory at J, tab 7, schedule 30, D, for the source of that information.  You said the reference is based on comments provided by Hydro One to Ms. McShane, and no specific analysis was provided to Foster Associates supporting that scenario.  


My question is, you made a pretty bold statement and there doesn't appear to be much analysis supporting it.  


MS. McSHANE:  Well, I'm sure there was analysis supporting it.  The analysis was done by Hydro One and the results were reported to me, but not the details.  


I'm sure, from Hydro One's perspective, those details are considered to be proprietary.  


MR. DeVELLIS:  I just have one last area I would like to ask you about, and this is an exhibit that is at Exhibit J, tab 1, schedule 111, attachment C. 


MS. McSHANE:  Sorry.  Say that again, please. 


MR. DeVELLIS:  Board Staff interrogatory response, or response to Board Staff, Exhibit J, tab 1, schedule 111,  attachment C, which is a Bank of Canada Financial System Review, December 2006.  


MS. McSHANE:  I have it.  It's in very little print. 


MR. DeVELLIS:  Please flip to page 9.  Beginning on Page 9 and 10, you see charts 15, 16 and 17.  You see the return on equity for various industries?  Chart 15 is for the automotive manufacturing from 1999 to 2005.  


MS. McSHANE:  Yes.  


MR. DeVELLIS:  Chart 16 is wood and paper manufacturing, and chart 17 is electronics and computer manufacturing.  


And it seems to me that those are fairly volatile industries in terms of average returns on equity.  


MS. McSHANE:  Correct.  


MR. DeVELLIS:  And the average, however, return on equity for the industry, for those industries from 1999 to 2005 -- for the automotive manufacturing the average is 10 percent, for the other two it is about 5 percent, both of which are lower than what your proposing for Hydro One, which is a relatively stable, regulated industry. 


MS. McSHANE:  And it is based on the returns of relatively stable industries.  So the fact that you see these returns here for these volatile industries is an indication that they're very risky, and the returns that we look at for comparable purposes, for a utility, are those that are of companies that are indeed stable and have stable returns.  


MR. DeVELLIS:  Thank you, Ms. McShane.  Those are my questions.  


MS. NOWINA:  Those are your questions, Mr. DeVellis?  We will take our lunch break now and return at 1:30.  


--- Luncheon recess taken at 12:19 p.m. 


‑‑‑ Upon resuming at 1:32 p.m. 


MS. NOWINA:  Please be seated.


Did any matters come up during the break?  No?  


Ms. Campbell, we're to you.


CROSS‑EXAMINATION BY MS. CAMPBELL:

MS. CAMPBELL:  Thank you.  I would just like to start off -- I'm going to make reference to cost of capital, Exhibit B, tab 1, schedule 1, to begin with, and that's the source or the basis for the question that I'm going to ask.  I think we went over it a few times this morning.  


And I just wanted to ask you a question.  The section I'm looking at are lines 10 to 16, and it simply sets out:

"Hydro One has a current capital structure of 60 percent debt, 4 percent preference equity and 36 percent common equity with a return on equity of 9.88 percent."


And: 

"In this application, Hydro One is requesting Board approval of a capital structure of 56 percent debt, 4 percent preference equity, 40 percent common equity, and an equity return of 10-1/2 percent."


So that's what we're asking for; what currently exists, what Hydro One is asking for.  And in the materials that Mr. Warren filed this morning, at tab 3, which is Exhibit L8.3, there is the report of the Board on cost of capital which bears the date of December 20th, 2006.


If I could take you to page 49 of that report.  Page 49 of that report at table 6 shows that the Board's capital structure for distributors is one structure, 60 percent debt and 40 percent equity.


So can you explain why it is that you feel it would be appropriate for the Board to adopt a different policy for transmission?


MS. McSHANE:  Well, when I looked at the transmission business, I was looking at it from the perspective of its own business model and risks, its own need for capital over the next several years, at least, where it's embarking on an extraordinary level of capital expenditures.  


So on a stand‑alone basis, transmission has a very high demand for capital in the capital market, which is evolving; which has seen a major change over the past, I guess, almost two years now, with the termination of the foreign property rule and the introduction of the Maple bond market and the whole globalization of the debt market, which means that increasingly TX, the transmission business, will be viewed in relation to other transmission companies.  


And those comparators, including, for example, American Transmission Corporation, which is a similar 

risk - or lower risk, actually - company than Hydro One Transmission, is able to capitalize itself with 50 to 60 percent equity, 12 percent return.


So I am trying to look at transmission in relation to its comparators, its peers, which are other transmission companies.


MS. CAMPBELL:  So there were two key subjects that came out of that answer to me.  One is the globalization of the debt market, and the other one was the unique capital ‑‑ the unique aspects of transmission, particularly the significant amount of capital that they are going to have to raise on the debt market to assist them in the capital expenditures that are forthcoming.


MS. McSHANE:  Yes.  I would say that those are two of the three, and I went on for an awful long time and I apologize for that.


MS. CAMPBELL:  Okay.


MS. McSHANE:  But the third one, I think, would be that you are, as a transmission company, looking at your peers as being other transmission companies.


MS. CAMPBELL:  I see.  And because of Hydro's size and  -- it's 97 percent of the Ontario market, so what you're saying is the comparators are really outside of Ontario?


MS. McSHANE:  Yes, I would say that.


MS. CAMPBELL:  And outside of Canada?


MS. McSHANE:  Even outside of Canada.


MS. CAMPBELL:  So the comparators for your purposes, for the basis of your opinion, are really in the United States market?


MS. McSHANE:  Primarily, because there really is only one other stand‑alone transmission company that accesses the market as a stand‑alone transmission company, or there is ‑‑ I shouldn't say there is only one other.  There is only one in Canada, which would be AltaLink, but there are others in the United States.  Those are considered to be Hydro One's peers.


MS. CAMPBELL:  Thank you.  What do you see as an appropriate level of short‑term debt in your proposed capital structure?


MS. McSHANE:  That's not even a subject I thought about.  Typically electric utilities have had very little short‑term debt in their capital structures, their regulated capital structures.


My experience is that the short‑term debt that is typically used by electric utilities is essentially a transitional type of approach, where they will use enough short‑term debt just to get them to the point where they have accumulated enough so that they can go out into the long‑term debt market and access long‑term debt in a large enough tranche to make it cost effective.


So I would say that -- minimal.


MS. CAMPBELL:  My sense from you is a small amount for a short period of time?


MS. McSHANE:  Yes, minimal.  And I think that that's also supported by the fact that if you are going to treat construction work in progress essentially as debt - and that's essentially what you do when you say that the appropriate cost rate to be applied to it is a debt rate - I mean, essentially then you're saying this is debt.  This is not the same proportions of capital as your rate base assets.


So you've already effectively put a slice of, if not short‑term debt, a one- or two-year debt in the capital structure of the entire regulated entity.


So if you then go and look at the rate base itself, I would say you would probably not want to impute a significant amount of short‑term debt there.


MS. CAMPBELL:  Okay, thank you.


My next question arises from a Staff interrogatory, and it is J‑1-109.  And the question that was posed in this interrogatory was one that was to elicit your views on the extent to which the Ontario government ownership of Hydro One would impact on investor perceptions of its risk level.  You were also asked to explain how this factor was incorporated into your analysis.  

     My question arises out of the sentence that starts at line 24 of that interrogatory, and that sentence says:  

"Ms. McShane's determination of the capital structure and return on equity for Hydro One was based on the stand-alone principle, that is, they were based on the inherent risks of the operations, not on a happenstance of ownership." 

     Just as an editorial comment: love "happenstance".  We never get it in answers to interrogatories.  Thank you very much.  

     Arising out of that is this question:  Would Hydro One's government ownership impact in any way on the 

inherent risks of the operation?  Because when I look at that sentence, you've distinguished.  So I will just say it 

again. The answer given was that: 

"[Your] determination of the capital structure and return on equity for Hydro One was based on the stand-alone principle, that is, they were based on the inherent risks of the operations, not on the happenstance of ownership." 

     And the question was:  Would Hydro One's government ownership impact in any way on the inherent risks of the operation, in your opinion?  

     MS. McSHANE:  Yes.  I don't think you can deny that there is some influence on the risks, at least as viewed from the point of view of the debt markets.  Because Standard & Poor's explicitly says that there is one notch of implicit support in the debt rating.  Moody's actually uses their sovereign rating system now to rate the debt of Hydro One, whereas in the past it used the same debt rating system that it would use for a privately held utility.  

     And although on DBRS says that the rating of Hydro One is a stand-alone rating, when you look at their list of strengths and challenges, one of the strengths is the shareholder support.  

     MS. CAMPBELL:  Staying with the notion of or the subject, rather, of government ownership.  How would government ownership of Hydro One impact on investor perception of the required capital structure and rate of return for Hydro One, relative to this stand-alone principle approach?  

     MS. McSHANE:  Well, I think what -- one of the things that we have to establish before I proceed with the answer is, when you say "investors," the only investors that we can really talk about in this sense are bond investors.  

     MS. CAMPBELL:  Right.  

     MS. McSHANE:  So the way I look at it is this way.  The investors are going to recognize that the shareholder does give support to Hydro One, implicitly.  There is an implicit level of support.  It's this implicit level of support that allows Hydro One to achieve the level of debt ratings that it has, which are as good as the best debt ratings of other utilities.  

     When I look at what the capital structure ought to be for Hydro One and I say to myself, Let's say that we want to have a capital structure that is consistent with having an A rating, typical of other utilities, that serves two purposes.  One, the government, as shareholder and as supporter, has an interest in a commercial corporation that stands on its own, would be able to access the capital markets on its own without the support of the province, and still on reasonable terms and conditions.  And the ratepayers get the added benefit of an even lower cost of debt, because there is this slightly lower cost that arises from the government lending that level of implicit 

support.  

     MS. CAMPBELL:  I am now going to ask you to turn the page.  We're going to stay with a couple of interrogatories that are all within easy access.  So J-1, schedule 110.  And in this question, you were asked to provide any supporting studies or data that you used to reach your conclusion that -- let me just see whether I can...

     Yes.  Your conclusion that there is a more limited market for triple B debt and lesser ability of triple B credits to access long-term 30-year debt market.  

     And attached as Exhibit C, to that answer, was an article entitled:  "Back to basics," by Marlene K. Puffer.  And at page 23, and there is no page 24 to this, so starting at page 23, look in the lower right-hand corner, you see at the very top above a black box of fixed income, fundamentals and strategies, there is a sentence that begins:   

"The triple B sector has expanded to 

4 percent of the market, mainly under 10 years, but is still small in Canada."  

     And then going over to the top of 25: 

"Canadian pension plans are increasingly allowing triple B-rated bonds since corporate 

credit analysis by money managers has improved."  

     This suggests to me that the triple B market is gaining increased acceptability and market access.  Would you agree with that?  

     MS. McSHANE:  I would say it is a little better than it was before, but it is still very small.  And you can see by the examples of the different pension fund investment policies that have been provided, there are large limitations on the amount of triple B debt that can be held.  And if you're a company like Hydro One and you need to raise lots of debt for transmission investment and you would like to raise long-term debt, you would be much better off with a rating in the A category and then you 

have much better assurance to debt when you need it, under terms and conditions that are reasonable -- and when I say "under terms and conditions that are reasonable," access to the 30-year market.  

     MS. CAMPBELL:  The next interrogatory is J-1-111.  

     And in this -- this was a three-parter, and I am going to deal with the first part.  The question was, you were asked to provide details of Standard & Poor's metrics.  And as part of your response, you attached attachment B, which is an S&P report of Hydro One dated September 15th, 2006.  This was actually discussed with you by Mr. DeVellis or someone else this morning.  It's all blurring together, unfortunately.  

     So J-1-111, attachment B, S&P report September 15th, 2006.  And you were taken to the sentence that I am going to ask you a question about.  It's on page 3, underneath "Outlook."  

     And the sentence is the third sentence in that paragraph which is:  

"There are currently no forecast or expected scenarios within the current environment that would result in either a ratings downgrade or upgrade."


Would you agree with me that the likely range of outcomes for this hearing, which would include either accepting your capital structure's rate of return or accepting Dr. Booth's rate of return or somewhere in between is unlikely to result in a downgrade in Hydro One's rating?


MS. McSHANE:  Based on this, I would have to say that from S&P's perspective that, in and of itself, would not result in a downgrade at this time.


MS. CAMPBELL:  Thank you.  I would like to keep moving in the J‑1s.  Could I take you to J‑1-113.


This has to do with the Maple bond market, and you were asked -- in your evidence, rather, you stated:

"With the repeal of the foreign property rule, the Canadian debt market is increasingly attracting strong foreign issuers with whom Hydro One will need to compete for capital."

And you were asked to provide some examples.


This morning, in a couple of your answers, you touched upon the emergence, the development of the Maple bond market in Canada.  Could you just give us a description of what the Maple bond market is and why it is significant?


MS. McSHANE:  The Maple bond market is a market of foreign issuers of debt in Canadian dollars.  The reason that this market has developed relates to the fact that, one, the foreign property rule was terminated by the government in 2005, and, as a result of that, pension funds could now hold more than 30 percent of their assets in foreign assets.


Prior to the termination of the foreign property rule, basically pension funds had limited their limitations on foreign assets to equities.  So now they have the ability to not only invest in equities, but also in debt.  But if they can invest in debt in Canadian dollars, the risk to them is more limited.  


That in conjunction with the fact that Canadian interest rates are very low has attracted a lot of very, very good quality issuers into the Canadian market.


MS. CAMPBELL:  Okay, thank you.


MS. McSHANE:  And because there's much more supply now, whereas spreads in the past were kept quite narrow as a result of the limited supply of high quality debt, because you have so many more issuers now, there is this indication that spreads are somewhat increased by the entrance of other ‑‑ or foreign issuers into the Canadian dollar debt market.


MS. CAMPBELL:  All right.  Now I have a couple of questions that arise from the attachments that are attached to IR J‑1-113.  The first one is attachment A, which says: 

"Maple bond foreign borrowers issued debt in Canada in Canadian dollars."  


It is attachment A to this IR, and the next question will come out of attachment B.


So the first statement is at the end of the first paragraph, numbered 1, and it says:

"although an argument can be made for some sector diversification and has been limited so far as 88 percent of Maples have been in the financial sector." [As read]


This suggests to me that the market is mainly focussed on a different sector than the one that Hydro is raising debt in.  Do you agree with that?


MS. McSHANE:  No.


MS. CAMPBELL:  Okay.  Can you explain why?


MS. McSHANE:  Well, I should say yes and no.


MS. CAMPBELL:  All right.  Just take ‑‑ answer it however you wish.


MS. McSHANE:  To the extent that the debt market is looking for issues from different sectors, like financial versus industrials, versus utilities or transportation, then, yes.  Hydro One is not a financial, so if the market is ‑‑ has a surfeit of financial issues, it may be much more welcoming to a non‑financial issue.


On the other hand, I mean, there is only one debt market, and you are still competing for capital with all of the issuers who need to raise capital at a certain point in time.  And if somebody has a more attractive issue than you do, then you may get pushed aside for a period of time or you may have to pay more for it.


There was one other thing I was going to say.  I forget.  Couldn't have been that important.


MS. CAMPBELL:  If it comes to mind ‑‑


MS. McSHANE:  Thank you.  I will tell you.


MS. CAMPBELL:  -- let me know.  I am going to stay on this for a few more minutes, just a couple of questions.  My next question comes out of paragraph 2.  There are two sentences I am going to read to you, first from paragraph 2 of attachment A, and then a second statement that's, I think, linked to it that is contained in attachment B, and then I am going to ask you a question.


So the first one, if we could go to paragraph ‑‑ the paragraph that is numbered 2 on page 1 of attachment A, the second sentence, and that sentence is:

"The proportion of triple As has been falling over the past couple of years from 72 percent in 2004 to only 31 percent so far in 2006.  This suggests that Canadian demand is maturing and more accepting of lower‑rated names."


The second sentence that I would like to read before I ask my question is the first full paragraph in the middle column of the second page of attachment B.  So if you flip it over, it is directly underneath the first part of the chart that's at the top of the page.  It starts, "Sector representation".  That's the paragraph that I am just about to read.


So if you go to the second page, it is the second column in, first full paragraph on the second column in.


MS. McSHANE:  Sorry, it's still the same document?


MS. CAMPBELL:  I'm sorry.  I moved to attachment B.  I apologize.


MS. McSHANE:  I'm sorry.


MS. CAMPBELL:  No wonder you're having trouble finding it.  I apologize.  For everybody who is listening in and wants to follow along at home, it is: "Canadian Maple bonds adding new flavour and higher yields to the Canadian market," and I have gone to the second page.  I am in the second column, and the paragraph reads as follows:

"Sector representation, however, remains problematic, as financial issues make up such a large portion of both the SCU and the new Maple bond issuance."


Stopping there, what is SCU?


MS. McSHANE:  Good question.


MS. CAMPBELL:  Okay.  Well, let's carry on.


MR. RUPERT:  I believe ‑‑


MS. CAMPBELL:  "Virtually all Maple corporate 

issuance so far has been from the financial sectors, which already make up 45 percent of the SCU's corporate sector.  Credit diversification has been limited, as only one new BB issuer has accessed the Maple market so far."


My question actually does not depend up on what SCU means.


MS. NOWINA:  Mr. Rupert can tell you.


MS. CAMPBELL:  Oh, Mr. Rupert, I'm sorry.


MR. RUPERT:  Scotia Capital Universe.


MS. CAMPBELL:  Thank you.  The Scotia Capital Universe.


MS. McSHANE:  Actually, that is in the first column there in the last full paragraph.


MS. CAMPBELL:  All right.  It's not their universe.  You made it sounds as if they have now occupied the field completely in the world, but it's not.  It is the Scotia Capital Universal Bond Index is SCU.  For a split second, I thought I had missed the takeover.  All right.


So my question, after all of that, is:  Can you comment on whether, in your view, limited access of lower credits to this market is likely to be a short or a long-term phenomenon?  


MS. McSHANE:  Sorry, limited access to this market by...


MS. CAMPBELL:  Lower credits.  Limited access of -- give me another term.  Lower rated credits.  


MS. McSHANE:  It's hard to speculate, but I would say that given the nature of the market, that you would expect to continue to see limited access by lower credits.  Perhaps some growth in access, but I would suspect it would still be dominated by A credits or better.  


MS. CAMPBELL:  So you don't think that as the market develops, that will change?  


MS. McSHANE:  It may.  I mean, over a number of years, depending on how easy it is to get information on those credits.  But the part of the appeal of the higher-rated credits is their name recognition, the transparency of their results, and just the general quality of their paper.  


MS. CAMPBELL:  Okay.  Thank you.  


Moving to interrogatory J-1-115.  And this arose out of a statement in your evidence which was: 

"'The 10.5 percent return on equity is demonstrably reasonable in light of returns allowed for transmission's US peers, (range of 10.5 to 12.5 percent).'"  

The question was:  

"Please state which US peers Ms. McShane is referring to and provide their allowed ROEs and capital structures and the dates of the relevant decisions."


And attached in response to that request is a chart.  So attached to J-1-115 is attachment A.  My first question, concerning this chart, is roughly what percentage of the -- I'm sorry.  What's attached is called "RRA state returns, 2005".  


This shows returns allowed by state regulators for both electric and gas utilities in 2005.  And my first question arising out of that is, can you give me a rough estimate of the percentage of the decisions on that page that were based on the use of a forward test year.  


MS. McSHANE:  No.  All of the ones from Wisconsin are, I know for a fact.  


MS. CAMPBELL:  So it's not possible to differentiate who used a forward test year and who used a historic test year from this table?  


MS. McSHANE:  Not by looking at the table, no. 


MS. CAMPBELL:  So there is a possibility that some of the utilities that we're looking at were using a different kind of test year?  


MS. McSHANE:  Yes.  


MS. CAMPBELL:  And so that would make them not as good a comparator as others?  


MS. McSHANE:  Well, I mean I think that's just drawing one aspect out of the return framework, but... 


MS. CAMPBELL:  It is of some significance, is it not?  


MS. McSHANE:  You know, it's a difference, as among the utilities.  


MS. CAMPBELL:  Right.  And so -- and we can't tell that from the face of this document?  


MS. McSHANE:  No, you can't.  


MS. CAMPBELL:  Thank you.  The next interrogatory I would like to take you to is J-1-125.  


This had to do with the inclusion of CWIP in rate base.  And what you are talking about here, I think, is the trend in your question at the top, page 32.  You talk about: 

"The trend at both the state and federal level in the US is to allow CWIP in rate base, thus earning a cash allowed return on rate base in CWIP."  

And you were asked to give examples.  And the examples that I see are all US-based.  I don't see any Canadian examples.  Am I correct there are no Canadian examples?
 


MS. McSHANE:  I am not aware of any Canadian utilities that have recently applied for CWIP in rate base. 


MS. CAMPBELL:  All right.  This is the first I believe, is it not?  


MS. McSHANE:  It's the first I'm aware of.  There may have been others and I'm just not privy to that knowledge. 


MS. CAMPBELL:  Well, you can only give me what you know. 


MS. McSHANE:  That's true.  


MS. CAMPBELL:  Thank you.  Exhibit, next one is an IR which is J-1-130.  Now, in this interrogatory, you were asked to comment on whether or not the similar recommendations you made for Hydro One transmission and distribution meant that you regarded the risk levels of the two segments - that is, transmission and distribution - as equivalent or, if not, what the differential would be.  And the response that you gave was that: 

"Ms. McShane views the transmission and distribution segments as of similar inherent business risk.  That is, the difference in the level of risk is not material enough to distinguish between the two in terms of either recommended capital structure or return on equity.  

Ms. McShane would emphasize, however, that the unprecedented forecast capital expenditures for transmission and the related risks, i.e., impacts on cost recovery of delays, cost overruns and potential disallowances, the complexity of the development process, magnify transmissions to medium term risks relative to those of the distribution utility."  


I would just like to confirm that this risk factor is included in your ROE and capital structure recommendations for transmission?  


MS. McSHANE:  It's reflected in the level, yes.  


MS. CAMPBELL:  It is, thank you.  


You filed an update on March 1st, 2007.  And I think 

-- we already went to it this morning.  I would just like to ask you a few questions on that.  


Of course I have to locate it first.  All right.  So this is B1, tab 3, schedule 1, attachment A, and it was updated March 1st, 2007.  And this is, on the first page, in the first paragraph, you concluded that the fair return on equity for a transmission for 2007/2008 was at 4.15 percent and 4.75 to 5 percent long Canada yields should be set at 10 and 10-1/4 percent.  


Now first of all, can you confirm that there are no further updates of this?  


MS. McSHANE:  I haven't done a further update, no. 


MS. CAMPBELL:  And you're not going to, I take it?  This is it?  


MS. McSHANE:  I wasn't planning on it, no.  


MS. CAMPBELL:  Oh, good.  


Now, this is a reduction from what you recommended in September which, I believe, was 10-1/2 percent for both years.  Can you tell me why you now have different recommendations for 2007 and 2008 when you had the 10-1/2 percent previously for both years?  


MS. McSHANE:  Yes.  I can.  The essential reason is, at the time I prepared the initial evidence, the best forecast for long Canada yields for both test years was approximately 5 percent.  By the time it was time to do the update it was eminently clear that long-term Canada bonds were not going to be 5 percent in 2007.  And there was still evidence that they would rise in 2008, and the differential between the expected long‑term Canada bond yield in 2007 versus 2008 was large enough to warrant differentiating the returns on equity for the two test years.


MS. CAMPBELL:  Thank you.  It's my understanding that Hydro One didn't update its evidence to reflect that.


MS. McSHANE:  That's my understanding, as well.


MS. CAMPBELL:  Okay.  And do you know why they haven't?  Perhaps Mr. Rogers could explain.  I don't know.


MS. NOWINA:  I keep telling Mr. Rogers he can't give evidence.


MS. CAMPBELL:  I know, but I appreciate that Ms. McShane is not responsible for all of Hydro One's evidence and updating it.  It is just it hasn't been updated to reflect what Ms. McShane did, so I am just ‑‑


MR. ROGERS:  I refuse to answer on advice from the Chair.


MS. CAMPBELL:  All right.  I apologize for having woken you up, Mr. Rogers.


At the moment, the application is what it is.  I want to hear all of the evidence in the case and if the applied-for amount changes, I will advise the Board.  But at the moment, it is as applied for.


MS. NOWINA:  I do believe we do have a transcript reference yesterday, from the witness panel yesterday, saying that what they're requesting now was based on Ms. McShane's updated evidence.


MR. ROGERS:  It would be very hard for me to argue that it should be higher than Ms. McShane's advice.


MS. NOWINA:  I don't believe the witness panel yesterday did that.


MR. ROGERS:  No.


MS. NOWINA:  But I can't give evidence, either, Mr. Rogers.


MS. CAMPBELL:  Nor advice to Mr. Rogers.


MS. NOWINA:  Indeed.


MS. CAMPBELL:  All right.  Moving to the basically two more questions, perhaps.  Page 4 of your update, and we were here as briefly as this morning, although it feels like so much longer.


Page 4 of your update, we talked about the three tests that you use, the equity risk premium, the discounted cash flow, and the comparable earnings.  Can you tell me what weight you assigned to these three factors, how they were weighted?


MS. McSHANE:  Approximately 75 percent weight to the cost of attracting capital tests, which include the equity risk premium test and the discounted cash flow test, and about 25 percent weight to comparable earnings.


MS. CAMPBELL:  Okay.  And the comparable earnings test result at 12 percent is the highest of the three tests?


MS. McSHANE:  Absolutely, yes.


MS. CAMPBELL:  Okay.  Now, you discussed with Mr. DeVellis briefly this morning ‑‑ not Mr. DeVellis.  I apologize.


You discussed, I believe it was with Mr. Warren, the answer you gave to CCC/VECC interrogatory 14.  And I think that is J‑9-14.  Let me just...


I just want to find it.  It has to do with the illustrations you provided of the -- of Canadian regulators incorporating a comparable earnings estimate into an allowed ROE.


It is J-9-14.  You gave three specific examples, and the last one that you gave is on page 2 of J-9-14, and it was for Edmonton Water.  And I took from that, when I read that, that the last time that you were aware that a Canadian regulator specifically incorporated a comparable earnings estimate into an allowed ROE was in 1995, in the Edmonton Water case?


 MS. McSHANE:  That's the last one that I am aware of, yes.


MS. CAMPBELL:  All right, thank you.  Excuse me for a moment.


So if you took out the comparable earnings out of the ROE, what would the effect be?


MS. McSHANE:  Based on the update?


MS. CAMPBELL:  Yes.  If I told you that we did the calculation and came up with 9.4 percent for 2007 and about 9.7 for 2008, does that sound ‑‑ would you be able to accept that, subject to check?


MS. McSHANE:  Yes.  I would say ‑‑ well, yes.  So for 2007, it would be 9-3/8. 


MS. CAMPBELL:  Okay.


MS. McSHANE:  And then for 2008, what did you say you got?


MS. CAMPBELL:  We got 9.7.


MS. McSHANE:  I will accept that, subject to check.  It looks about right.


MS. CAMPBELL:  All right, thank you.


Are you aware of any utility in Canada that has been awarded an ROE and capital structure equivalent to what you are recommending this panel approve for Hydro One Transmission?


MS. McSHANE:  Maritime Electric has an allowed ROE of 10-1/4 and a common equity ratio of close to 43 percent.


MS. CAMPBELL:  That's Maritime Electric?


MS. McSHANE:  Yes.  And that's a distribution utility.


MS. CAMPBELL:  Okay.  And do you know when that decision was made, that approval given?


MS. McSHANE:  In 2006 sometime.  I can give you the exact date.


MS. CAMPBELL:  Where is Maritime Electric?


MS. McSHANE:  Prince Edward Island.


MS. CAMPBELL:  Oh, Prince Edward Island.  The reason I say that is it turned out over lunch Ms. McShane is actually a Campbell, and her family comes from PEI.


MS. McSHANE:  So we think we're related.


MS. CAMPBELL:  We think we're related, because my family came from Nova Scotia.  So we're positive at some point we shared being cold and miserable on a boat together.


MS. McSHANE:  It was June 2006.


MS. CAMPBELL:  Okay.  Can you tell me how you would compare the business risk for Maritime Electric and Hydro One?


MS. McSHANE:  The business risks of Maritime Electric...  Are you talking about Hydro One transmission?


MS. CAMPBELL:  Yes.


MS. McSHANE:  Business risks of Maritime Electric would be somewhat higher than those of Hydro One transmission.


MS. CAMPBELL:  How much is "somewhat higher"?


MS. McSHANE:  You mean in terms of, like, if I were recommending a return in capital structure for Maritime Electric --


MS. CAMPBELL:  If that's the easiest way.


MS. McSHANE:  -- how much higher it would be?


MS. CAMPBELL:  Is that the easiest way for you to give us a comparison?  I'm just trying to get a feel.  You say somewhat higher, and that really opens a door.


MS. McSHANE:  It does, doesn't it?


MS. CAMPBELL:  Yes.  If you put a bit of a lid on it, I would appreciate it.


MS. McSHANE:  Well, let's see.  This is off the cuff, but I would say -- I know that Maritime Electric is targeting a common equity ratio of 45 percent.  So assume that they are allowed a return on their targeted common equity ratio.  Maybe a return of 50 basis points higher for Maritime Electric for business risk differences.


MS. CAMPBELL:  Thank you.  Any other Canadian utility that you can think of?


MS. McSHANE:  That what?


MS. CAMPBELL:  That has a similar structure.  You have named Maritime Electric.  Is there anybody else?


MS. McSHANE:  That has a similar allowed ROE?


MS. CAMPBELL:  I apologize.  Similar allowed capital structure and ROE.


MS. McSHANE:  No, I think that is probably the only one that is that high in the electric or gas utility area.  There are certainly oil pipelines that are doing discretionary expansions with underlying long‑term contracts that are requiring significantly higher returns to do that.  


45 to 55 percent equity, Transmountain is expanding right now with long-term contracts and it's doing it for 45 percent equity, 10.75 ROE.  


MS. CAMPBELL:  And where is Transmountain?  


MS. McSHANE:  BC. 


MS. CAMPBELL:  Thank you.  Are you aware whether Maritime Electric is having difficulty accessing capital markets?  


MS. McSHANE:  Is it having difficulty accessing capital markets?  Not that I'm aware of.  


MS. CAMPBELL:  And the reason I'm asking that is, obviously one of Hydro One's concerns expressed in this application is the concern that if they're going to have to go to the capital markets to fund the significant expenditures they want to make sure that they don't have difficulty accessing them, and so my question related to whether or not you're aware if Maritime Electric had similar concerns or had experienced that at any point.  


MS. McSHANE:  Well, Maritime Electric isn't doing anywhere near the expansion that Hydro One Transmission would be doing.  There is not a lot of expansion necessary on Prince Edward Island, I don't think, these days, but...


No, I'm not aware that they have much need for capital at the moment.  


MS. CAMPBELL:  All right.  So they're in quite a different ballpark than Hydro One, aren't they?  


MS. McSHANE:  Oh, yes.  


MS. CAMPBELL:  -- transmission.  They're very different. 


MS. McSHANE:  I wouldn't say -- I mean, they're all in the same industry.  They have certain level of comparability.  


MS. CAMPBELL:  Okay.  Those are my questions.  Thank you very much.  


MS. NOWINA:  Thank you, Ms. Campbell.  


I don't see either Mr. Stephenson or Mr. MacIntosh, unless someone is behind the pole.  


I gather their questions have been answered.  Mr. Rogers. 


MR. ROGERS:  No I have no re-examination, thank you very much.  


MS. NOWINA:  All right.  Any questions, Mr. Sommerville?  


MR. SOMMERVILLE:  No, thank you.  


MS. NOWINA:  Mr. Rupert.  


QUESTIONS FROM THE BOARD: 


MR. RUPERT:  Ms. McShane, I just had a question first on the stand-alone principle.  You talked a bit about that this afternoon with Ms. Campbell.  


On page 7, I guess it is where you introduced it or describe it, in your report, which means that -- you say at the bottom of page 7: 

"The application of the stand-alone principle to the TX means it should be treated as if it were operating as an independent entity." 

And over the page, you go on to state, as you did a little bit earlier this afternoon that: 

"Of course, the utility's costs of debt does benefit from a halo effect due to the identity of its shareholder, the Province of Ontario.  The ratings of Hydro One on a purely stand-alone basis would be lower if it were not for the implied support of the province as a shareholder."   [As read]


A couple of questions in on that concept.  First, in all the numerous assignments you have done on ROE and capital structure for utilities across North America, have you had many cases or any cases where the client has suggested or you have recommended that the stand-alone principle not be adhered to?


MS. McSHANE:  I am not aware of any, where the client has recommended that it not be adhered to, no.  


MR. RUPERT:  My next question - which maybe you won't be able to answer very fully  - is what would the impact, in this case, of not adhering to that be, in your recommendations?  


MS. McSHANE:  I'm having a little trouble trying to answer that, because...  I don't know exactly what that would translate into.  Maybe, when you say "not applying the stand-alone principle"...


MR. RUPERT:  You have raised it very specifically as sort of a foundation for your report, and I assume there was some reason for doing that, like if you didn't do that, there would be some consequence to not adopting that principle.  I am trying to figure out the consequence of not adopting it.  


MS. McSHANE:  So the consequence to abandoning the stand-alone principle would be, in part, that instead of applying a return and capital structure that reflect the risk of the business, you would be applying some cost of capital that sort of reflects the shareholders' cost of capital.  


MR. RUPERT:  Which would be lower, presumably, in this case?  


MS. McSHANE:  Yes.  


MR. RUPERT:  And on the debt rating component of this.  I realize this is hypothetical, but if you had two equivalent companies that were in the same rate-regulated business, and otherwise equivalent size and so on; one is a publicly owned company traded on the markets, the second one is owned by someone like the province of Ontario that, in addition to being a government, also has a fair degree of influence on the market environment.  But if you're going through the rate regulation process and capital structure return on equity for those two companies, and we adopted the stand-alone principle, presumably we come up with identical capital structures and identical ROEs for those two companies. 


MS. McSHANE:  That would be the idea, yes. 


MR. RUPERT:  Now, given that there is this implied support, this halo effect you talked about, I assume that would be for the government-owned company, that for all new debt issues down the road, it would have an advantage, a lower cost than the other company which was not government-owned. 


MS. McSHANE:  True.  


MR. RUPERT:  So would that not mean that the government-owned entity in this case would always out-earn the other company? 


MS. McSHANE:  No.  It wouldn't always out-earn, because even though you might give it the same capital structure and rate of return on equity, you're not giving it the same cost of debt.  


I mean, if the cost of debt to the publicly owned company - I'll call it the private investor-owned company - let's say it is 6 percent.  So you let them collect 6 percent.  


If the cost of debt for the publicly owned company, the government-owned company is 5, you let them recover 5 percent.  You don't let them recover 6.  If you let them recover 6, obviously -- 


MR. RUPERT:  Typically, it is based on the embedded cost of debt, so it is what is there. 

MS. McSHANE:  Right.  So you're only allowed to collect whatever your own embedded cost of debt is, not a hypothetical cost of debt that reflects somebody else's cost.


MR. RUPERT:  I see what you're saying, so to the extent this is built into their embedded cost of debt, that -- that shouldn't be part. 

MS. McSHANE:  Right.  


MR. RUPERT:  Okay.  On the capital expenditures, this came up a fair bit, I guess probably every day in this hearing so far, the size of the capital expenditures and also the company's proposals to, among other things, include in work in process or actually include in rate base all of the expenditures on certain major projects as they're incurred. 


MS. McSHANE:  Right.  


MR. RUPERT:  On page 12 of your report, you talk about -- I guess starting at the bottom of 11 over to 12 you talk about the capital expenditures and the extraordinary level of those expenditures.  


And at the bottom of page 12, the full paragraph there it says: 

"As part of this filing, Tx is requesting special regulatory treatment for selected capital projects..." 

and you go on to discuss those.



Earlier in the hearing, I can't find the transcript reference but I think there are several, Hydro One witnesses were asked specifically about what - they couldn't answer, of course - what would be the impact on your recommendations on ROE and capital structure in the event that the Board did not go along with the company's recommendation to include in rate base immediately the expenditures on these big projects.  


Is there a simple answer to that question?  If this feature were not in as part of the final decision here, what would do to your ROE regulation? 


MS. McSHANE:  I read yesterday's transcript and I know Mr. Innis promised that I was going to give a rock solid response to this.  


Obviously there is judgment that's involved in this, and it's not something that's amenable to a formulaic result.  


I would look at it, first of all, in terms of capital structure versus ROE, just because of the way that I have put my recommendation together, which is to say, what is the capital structure that would equate transmission to a benchmark utility, so that I can use the same return on equity that I would apply to an average risk utility.


So I would look at it in terms of some increment to the common equity ratio to provide for enhanced cash flows that way.


This is a judgment, but I would say that you would be looking at something along the lines of two-and-a-half to three percentage points in equity ratio.


MR. RUPERT:  Two-and-a-half to three.


MS. McSHANE:  You could translate that into return on equity and say it's 25 to 35 basis points, but my preference is for equity ratio.


MR. RUPERT:  Now, as part of ‑‑ just one other question on capital.  Up that page a little bit, this would be the first full paragraph on page 12.  The paragraph says:

"There are also significant risks associated with building large-scale transmission projects and interconnections that are required to facilitate transmission to new major generation projects."  [As read]


You refer to nuclear generation refurbishment, new wind projects that you note are:

"...subject to significant delays, to negative public reaction, government interference and technical issues.  Potential delays for nuclear refurbishment are beyond the Tx's control.  Capital investment in transmission expansion may not be deemed used and useful and included in rate base until nuclear retrofits are complete."  [As read]


I guess that sort of comment or something like that was made by Mr. Innis yesterday in connection with some other projects.  I guess I'm just trying to understand the basis for that belief, that the pace and schedule of nuclear plants is something that will be the determining factor on whether the line to somewhere is used or useful.  


It is obviously an assumption that you've made.  I am just wondering what the basis for that assumption is.  Is that an assumption you made about regulation in Ontario?


MS. McSHANE:  No.  It is an assumption I made about if you have got a line that is attached to a generation plant and the generation plant isn't yet used and useful, whether the line ‑‑


MR. RUPERT:  When we have got major network improvements, not radial lines; major network improvements that happen to have generation.


MS. McSHANE:  Attached?


MR. RUPERT:  We're talking about radial lines in many of these projects.  These are network enhancements they're talking about.


MS. McSHANE:  Well, in that case, I guess that would be less of a concern.  It would be when you have specific lines that are connected to a generator that may not be deemed used and useful.


MR. RUPERT:  Okay, thanks.  Just on Maple bonds - and I know you had some questions on that just a minute ago - I want to understand the impact of this, or possible impact.


At page 31 of your report, the second paragraph from the bottom that begins "The existence of the foreign property rules", and so on.  That paragraph towards the bottom, the second last sentence says, "Further, broadening" ‑‑ let me go back up.  Starting at the second sentence:

"The opening of the Canadian bond market to foreign financial institution issuers has raised spreads." [As read] 


The next sentence says:   

"Further, broadening of the Maple bond market to include other types of issuers such as utilities could have a similar impact on utility spreads." 


And then in the last paragraph, you say, 

"with the potential for spreads to widen".


Now, I don't pretend to understand this market particularly well, but one of the documents ‑ I think actually you might have filed it at Hydro One as support for an interrogatory reply - is part of this financial system review from December 2006.  It is actually in J‑1-111, attachment C.


I think this morning part of that whole financial system review was referred to.  This is an article by James Hatley called "The Maple Bond Market".  You are familiar with that, I think?


MS. McSHANE:  Yes.


MR. RUPERT:  Towards the end of that article -- that would be at page 41, if you have it handy there with you.  You obviously have a very small font there.


MS. McSHANE:  Yes.  This was another one of my attempts to have to carry as little paper as possible.


MR. RUPERT:  Okay.  I am up at page 41, the left-hand column up towards the top.  It would actually be the second sentence, the second full sentence.  It says:  

"There is some anecdotal evidence that Maple bond issuance has been putting some upper pressure on domestic credit spreads, particularly for Canadian financial firms and provincial borrowers."


Now, it has a footnote reference to a July 2006 CIBC World Markets publication, which I haven't looked at.  But what I wanted to ask you about was the reference to the anecdotal evidence.  This is a December 2006 publication, and I guess the question is:  Is there evidence of these widening spreads at this point, or is this just a fear or a theory that something might happen?


MS. McSHANE:  Well, I guess the problem is that you can see the widening.  There has been widening of spreads at certain times.

The question is whether you can explicitly attribute that widening to this phenomenon or whether it is a function of multiple factors happening in the market.


So I think that is why they say it is anecdotal evidence.  They look at the spreads.  They seem wider.


MR. RUPERT:  It's at that level; it is nothing more concrete than that?


MS. McSHANE:  I don't think that they have been around long enough to do the level of analysis that would be required.  


Part of the problem is that the market really only started picking up in late 2005, so there are also some questions of liquidity to this point.  So until you have a really liquid market, I think it's hard to make that kind of analysis.


MR. RUPERT:  Okay.  I think I have one last question for you.  Yes, just one question on one of your risks back on page 11 of your report.


I just generally wanted to understand the framework you were using to assess the risks of this company.  It is under "Physical and Operating Risks", section 2, page 11.


The second paragraph of that section talks about -- starts out with, "The largest systems in North America", and so on.  Down in the middle, it talks about extreme weather, which obviously is there.  Then it says in the middle paragraph:

"Unanticipated outages of generation facilities that result in an inability to deliver electricity subject Tx to the risk of uninsured lost revenues." 


I wasn't sure I understood that point.  Unless the demand drops and unless the power is not supplied by another source, the mere outage of a plant surely can't affect the revenues of Tx unless we can't import power or can't turn another generation plant on, surely.  Given that the transmission revenues are paid by the loads. 


I wasn't sure how the outage of a generation facility could reduce the revenues of Tx unless, in fact, there was a blackout of some sort.


MS. McSHANE:  Yes.  If there was less electricity delivered than was required, then there would be ‑‑


MR. RUPERT:  Just the mere outage of a generation --


MS. McSHANE:  Not in and of itself, no.


MR. RUPERT:  We have generation outages all the time and we just import power and turn something else on.


MS. McSHANE:  True.


MR. RUPERT:  So that in itself is not a real risk?


MS. McSHANE:  No.


MR. RUPERT:  Okay, thanks.  Those are my questions.


MS. NOWINA:  Thank you.  I have no questions.  


Thank you very much, Ms. McShane.  You are excused.


We will resume again on Thursday to hear the panel 6 on issue 7.1, 7.3, 9.1.  


And just to let you know, Board Staff has made the recommendation that on Friday, May 18th that we start at 

9 o'clock as opposed to 9:30.


MS. CAMPBELL:  Yes.


MS. NOWINA:  So if you can pass that message along to your colleagues so they're aware that on Friday we will be beginning at 9 o'clock with the hope of having an earlier finish on Friday.


Thank you very much.


‑‑‑ Whereupon the hearing adjourned at 2:41 p.m.
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Errata for Monday, May 14, 2007

At page 137, line 20 and following, the following text:


MR. INNIS:  In terms of rate impact, they would see a benefit when the project is in service through lower depreciation charges and a lower return they would be earning, because the capital costs is [inaudible].

is replaced by:

MR. INNIS:  In terms of rate impact, they would see a benefit when the project is in service through lower depreciation charges and a lower return they would be earning, because -- the capital costs being lower.
Note:  "Errata" correct errors on the part of the reporter.  "Corrections" are modifications to the transcript made at all parties' request.
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