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1 (10:43A.M.) 1 and including around 2:00. If we don’t seem
2 CHAIRMAN: 2 to be on that track later on, | would suggest
3 Q. Thank you, and good morning. Looks likewe 3 that we take abreak for lunch, perhapsan
4 made the right decision on Tuesday, the wild 4 hour or so, and then reconvene after that. It
5 day it was yesterday, we probably would have 5 al depends on, | guess, how it proceeds over
6 been revising the schedule here this morning 6 the next little while. And if it's okay with
7 of some sorts otherwise. Ms. Newman, isthere 7 you, we'll play it by ear, see how it goes and
8 anything to be dealing with? 8 make the call alittle bit later on, depending
9 MS. NEWMAN: 9 on the cross-examination. That okay? Thank
10 Q. Good morning, Mr. Chairman, Vice-Chair. Yes, 10 you. Good morning, Ms. Butler. Would you
11 | did just want to mention that apparently 11 like to introduce your witness, please?
12 there are a couple of errors in the 12 BUTLER, Q.C.:
13 transcripts from both Monday and Tuesday. | 13 Q. Thank you, Mr. Chairman. This is Mr.
14 won't reference them specifically because | 14 Bradbury, of course, who has to be sworn.
15 think there’'s afew of them, but they have 15 CHAIRMAN:
16 been identified and the transcriber will be 16 Q. Good morning, Mr. Bradbury, and welcome.
17 providing revised copies and circulating them 17 MR. MARK BRADBURY (SWORN)
18 to everybody. 18 CHAIRMAN:
19 CHAIRMAN: 19 Q. Thankyou. Youlook likeyou're ready, are
20 Q. Thankyou. Timewiseseemstobe ahearing 20 you, Mr. Bradbury?
21 where we try to be as flexible as we possibly 21 A. Yes, | am, Mr. Chair.
22 can. | understand that theremay be an 22 Q. Whenyou are, Ms. Butler, please?
23 opportunity, depending on how it goes this 23 BUTLER, Q.C.:
24 morning, to conclude by lunchtime. And | 24 Q. Thank you, Mr. Chairman. Mr. Bradbury, you
25 would view lunchtime as being anywhere up to 25 are corporate controller and treasurer of
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1 Newfoundland Hydro? 1 Q. Withwhat differences?
2 A. Yes | am. 2 A. Well there were three principal differences, |
3 Q. And doesthe finance and accounting evidence 3 guess. Thefirst isthat the manner in which
4 which was pre-filed inthis case, including 4 the regulated return on equity is calculated.
5 the exhibitsMGB-1t0 3, represent your pre- 5 The Board has ordered in the past that Hydro's
6 filed testimony? 6 rate of return on equity would be equal to our
7 A. Yes, it does. 7 incremental cost of long-term borrowing,
8 Q. Aswadl asthe finance portion, of course, of 8 whereas in Newfoundland Power’ s case theirsis
9 the revised application in December of 2006? 9 based on arisk premium methodol ogy, so there
10 A. That'scorrect. 10 is some difference there. And secondly, with
11 Q. Anddo you adopt this pre-filed testimony as 11 respect to the annual review process the basis
12 your evidence today? 12 on which the days, the trading days on which
13 A ldo. 13 the long-term borrowing yields on the
14 Q. Now theterms of the automatic adjustment 14 Government of Canada swould be determined.
15 mechanism appropriate for Newfoundland Hydro |15 We are suggesting that we would look at the
16 isoneof thefew issuesleft unresolvedin 16 average of the first tentrading days in
17 this hearing, and these terms were proposed in 17 October of each year whereasin Newfoundland
18 your Exhibit MGB-1, isthat correct? 18 Power’scase | believeit's thelast fivein
19 A. That's correct. 19 October and the first five in November. And
20 Q. Referringto the exhibit generally, canyou 20 that’ssimply to allow them time to process
21 tell the Board whether your proposed automatic |21 any rate changes that might result from a
22 adjustment mechanism was modelled on the |22 changeinrates that comesfrom a review of
23 formula that the Board had approved for 23 theformula. And | guessthe last difference
24 Newfoundland Power? 24 isin the trigger point for the automatic
25 A ltwas. 25 review of the formula.
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1 Q. Okay, now inyour origina exhibit you had 1 how we did that. Therate of return on rate

2 shown the calculation of the allowed return on 2 base in the August filing was at 7.63 percent,

3 rate base by example. Have you revisited that 3 whereas the December filing, that was reduced

4 example using figures from the revised filing? 4 to 7.44 percent, thereby establishing an

5 . Yes, wedid. Werevised those calculations in 5 allowed range of plus or minus 15 basis points

6 Schedule A to our revised filing. 6 or a range of between 7.29 percent to 7.59

7 . Okay, so look at Schedule A, page5 of 6, 7 percent in terms of arate of return on rate

8 please? And | think thisactually showsa 8 base.

9 comparison, doesn't it, to the, yes, the 9 . Just scrolling back to 5 of 6 for the moment.
10 August filing against the December filing? 10 Can you confirm for the Board, Mr. Bradbury,
11 . Yes, it showed the changes that we put through 11 that the cost rate applied to debt, whichis
12 with respect to the weighted average cost of 12 now the 8.26 percent, there isa test year
13 capital, first of all. In our origina filing 13 embedded cost of debt for -
14 it was based on acost of debt and equity of 14 . That’s correct.
15 8.39 percent and 5.2 percent respectively. 15 . Okay, for Hydro. And that that issimilar to
16 And based onour debt-to-capital ratio and 16 the mechanism currently in place for
17 capital structure, that flowed through to a 17 Newfoundland Power?
18 7.74 percent weighted average cost of capital. 18 . Yes, basicaly.
19 And in our December filing, those figures had 19 . Andrelative to all other dependent variables
20 changed such that the cost of debt was reduced 20 of the proposed formula, do you propose use of
21 to 8.26 percent and the cost of equity to 4.47 21 2007 test year variablesfor other than the
22 and that trandlated through to 7.53 percent 22 return on equity?
23 weighted average cost of capital. And then 23 . That’s correct.
24 applying those numbers through to the rate of 24 . And that isalso similar to Newfoundland
25 return on rate base on page 6 of 6 you can see 25 Power?

Page 7 Page 8

1 . Yes, itis. 1 . That’s correct.

2 . Okay, the other difference that you pointed 2 . Gotothat and we'll just see. Table 4, there

3 out when | asked you the differences between 3 you go.

4 yourself and Newfoundland Hydro (sic.) wasthe | 4 . Okay, and thisis where we did our calculation

5 trigger point. Can you explain thetrigger 5 utilizing the most recent numberswe had at

6 point difference for the Board, please? 6 our disposal at thetime. And basically an

7 . Yes, well basically, you know, we looked to 7 increase in the return on rate base trand ated

8 past Board guidance with respect to 8 into, in dollar terms, about 2.2 million. And

9 reasonableness and took our cue, | guess, from 9 when we applied that to our average regulated
10 the rate of return, the range of return that 10 equity, it came out about at 103 basis points.
11 had been alowed by the Board in P.U. 40 11 So that’s how we determined arange of 100
12 (2004) in terms of our range of return on rate 12 basis point increase in return on equity would
13 base. And aswasindicated in the page 6 of 13 be deemed as acceptable. Now thisisalittle
14 6, the allowed range is plus or minus 15 basis 14 bit different from Newfoundland Power’s.
15 points. So we took that as our starting point 15 Newfoundland Power’s approved trigger point
16 and did a determination of what that meant in 16 right now is at 50 basis points in terms of an
17 terms of areturn on equity. So weincreased 17 increase on return on equity. Soin order to
18 our range of return on rate base by 15 basis 18 determine that in the context of what we were
19 points and then looked at what the impact of 19 suggesting we did the similar calculation for-
20 that was on our return on equity, all other 20 -using Newfoundland Power’ s numbers, and that
21 things being equal, and determined that that 21 wasdonein Table 5. And herewe looked at
22 was about 100 basis points. 22 their approved range of return, which is plus
23 . Okay, and the calculation for that, just for 23 or minus 18 basis points and we determined
24 point of reference, isin Table 4 on page 8 of 24 that in dollar termsan 18 point increase in
25 Exhibit MGB-1? 25 their return rate base was somewhere in the
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1 vicinity was 1.3 million, and applying that to 1 on an up-to-date estimate of your embedded
2 their equity base that trandated into 41 2 cost of debt for the test year?
3 basis points. So 41 basis points we thought 3 A. That'scorrect.
4 was reasonable in the context of the 50 basis 4 Q. Andyou've already done that?
5 points that had been approved by the Board. 5 A. Wedidthat, as| showed therein Schedule A.
6 Soin both cases| think the trigger point 6 Q. Okay. Intable--the table that showed the new
7 that we are suggesting isreasonable when 7 embedded cost of debt at 8.26 percent?
8 viewed in the context of the capital structure 8 A. That'scorrect.
9 and equity base of the two companies. 9 Q. Isityour understanding that. Dr. Cannon
10 . Okay, soin al other respectsrelative to the 10 actually agrees with that figure?
11 proposal that you've made for an automatic 11 A ltis
12 adjustment mechanism for Hydro, the period of (12 Q. Okay, now his second view stated thereis that
13 operation of your formula and the submissions 13 your proposed automatic adjustment mechanism
14 that the utility would have to make to the 14 should incorporate in the year-by-year
15 Board relative to the operation of the 15 calculation of therange for the allowed
16 formula, your proposal is modelled on that 16 return on rate base awAcc vauethat isas
17 approved for Newfoundland Power? 17 close as possibleto the wacclikely to be
18 . Yes itis. 18 experienced in each futureyear. So that
19 . Okay. Can wejust focus on Dr. Cannon’'s 19 would be’08, '09 and ' 10?
20 evidence at page 2, please, in which he 20 A. Right.
21 confirms that he was retained by the Consumer 21 Q. Okay, so just to focus in on what the
22 Advocate to provide an opinion on your 22 differenceis between your proposal and Dr.
23 proposal. Lines32to 37. Thereyou go. He 23 Cannon’s view, can we have alook at Schedule
24 expresses two views. The first isthat your 24 A, page5 of 6? And the bottom part of that
25 automatic adjustment mechanism should be based |25 table where you suggest 8.26 percent isthe
Page 11 Page 12
1 new embedded cost of debt? 1 Okay. Perhapsyou might just read that, Mr.
2 . Right. 2 Bradbury, for ease?
3 . For clarity, it's Hydro’s position that that 3 A. Sure. "Hydro believes that its proposed
4 rate would be used in the formula and it would 4 automatic adjustment mechanism is consistent
5 not vary? 5 with the rate-making principles established in
6 . That’s correct. 6 thisjurisdiction and outlined in the answer
7 . Andit’s Dr. Cannon’ s view that that figurein 7 to B above. It proposesto adjust only the
8 the formulawould vary every year for ' 08, '09 8 rate of return on equity based on the
9 and’10? 9 province's marginal cost of debt and to use
10 . Yes, based on aforecast that we would do now. |10 single test year values for all other
11 . Right, okay. Now does Hydro accept Dr. 11 dependent variables of the formula. The
12 Cannon’s proposal in that regard? 12 province’'s marginal cost of debtisa rate
13 . No, we don’t. 13 that can be readily determined in an objective
14 . Okay. And in explaining why can we look at 14 fashionin anon-test year, thus rendering
15 Hydro' s response to an RFI, 219, please, CA- 15 automatic the computation of arevised cost of
16 2197 Now generdly this RFI question 16 equity. In comparison, the projection of the
17 basically asks for rate-making principles 17 embedded cost of Hydro’s debt beyond the test
18 which we've addressed in our answer. But it's 18 year is predicated on financial assumptions,
19 question E | just want to focuson for the 19 referring to Table 1in our answer to CA-218
20 moment. Here you're asked to explain why not |20 NLH that have not been subject to the same
21 using test year values for the cost of equity 21 scrutiny as test year forecast values.”
22 would not also be contrary to rate-making 22 Q. Okay. So let'slook at 218. And it'sthe
23 principles which are based on test year 23 table, | think, that we have tolook at.
24 values. So can welook at the answer that you 24 Thereyou go. Just can you enlarge it just
25 gave hereand seeif this provides clarity? 25 dightly, Mr. O'Rielly? Maybenot. I'm

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 9 - Page 12




January 25, 2007

Multi-Page™ NL Hydro’s Revised 2006 Rate Application

Page 13 Page 14
1 interested in the numbers at the bottom of the 1 relates to our promissory notes, sinking funds
2 screen, the bottom of the table there. There 2 and so on and then theinterest associated
3 you go. Okay, so herein 218 Hydro was asked 3 with each of those. | guess oneof the
4 to calculate the embedded cost of debt 4 concerns that we have is that the inputs that
5 forecast for '08, '09 and ’'10 and you 5 you seein therevised 2007 column have been
6 calculated it at 8.23, 8.20 and 8.21, isthat 6 subjected to regulatory scrutiny by this Board
7 correct? 7 as part of aregular test year review whereas
8 A. That'scorrect. 8 theinputsin the columns 8 through 10 have
9 Q. Okay. 9 not. And there are some variables that can
10 A. Using our long-term model. 10 come into play that will alter these numbers.
11 Q. Allright. Now canyou just lead usthrough 11 For example, if youlook at the Series F
12 the assumptions that lie behind the 12 there, that’s an assumed refinancing that is
13 calculation of the embedded cost of debt in 13 going to take placein 2008. And therearea
14 thistable? 14 couple of assumptions here, oneis the face
15 A. Okay, sure. Well basically the embedded cost 15 value that we are going to do that at, which
16 of debt is the product of a couple of 16 is $200 million and the other assumption
17 principal inputs, one relating to the assumed 17 that’s being made it that it will be done at
18 balances that will result in both the long and 18 4.48 percent.
19 short-term debts, as well asthe interest 19 (11:00 A.M.)
20 costs that we expect to incur on those 20 Hydro' s determination of that 4.48 percent was
21 balances. And there are a number of 21 done based on an average of the forecast of
22 assumptions or inputs, as you can see on this 22 our financial advisorsand | believe Dr.
23 screen, that go into that, the balances that 23 Cannon has proposed a different number there
24 we are assuming in terms of our various pieces 24 based on auseof theimplied rates inthe
25 of our long-term debt, the balancesas it 25 forward curve. Another variable is the
Page 15 Page 16
1 promissory notes. Thereare assumptionsin 1 drive where our promissory note balance is
2 terms of what the interest cost we will incur 2 going to actually end up in 2007. It' s based,
3 on those promissory notes and on that thereis 3 for example, on the 2007 approved capital
4 some dight difference between ourselves and 4 budget that this Board has approved. Thisis
5 Dr. Cannon, aswell. The other thingin the 5 not the case, | guess, for the promissory note
6 promissory notes that can change, if you will, 6 balances that you see in 2008, 9 and 10. None
7 isthe actual balance of the promissory notes. 7 of the inputs that are driving those ultimate
8 The94.7 million that you see inthe 2007 8 balances in those years have been subjected to
9 columnisrealy the product of a number of 9 the same regulatory scrutiny. And so | guess
10 assumed cash inflows and outflows and all of 10 this is where we have some concern that rates
11 those cash inflows and outflows, if you will, 11 would be set based on those types of
12 have been subjected to regulatory scrutiny by 12 assumptions. And | guess the other, the last
13 thisBoard. If you go up to my page 2 in this 13 point | would like to make isthat realy to
14 same schedule, or I’'m sorry, in Schedule A, 14 do that really istantamount, in our mind, to
15 page 2. That's it. | mean, here you seea 15 looking at multipletest years and we're
16 number of the assumed cash inflows that will 16 concerned about the regulatory costs that
17 drive that ultimate promissory note balance 17 would be associated with that and that really
18 that you saw in2007. For example, in 18 at the end of the day we're not convinced that
19 salarieswe are projecting salariesfor 2007 19 the ratepayer would benefit.
20 of 585 million, systems equipment 20 . Okay, now, Mr. Bradbury, before concluding
21 maintenance, 20.6 million. All of these 21 your evidence, examination-in-chief, sorry,
22 numbers have been reviewed by this Board and 22 you had prepared a calculation whichistied
23 subjected to review by all of the intervenors. 23 into thistable, in asense. Oh, sorry, Mr.
24 If you could go back now to the Table, please, 24 O'Ridly, | didn’t mean to get you to remove
25 Terry? So al of those assumptions basically 25 it. Thetable from Schedule A again? Sorry.
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1 If you look at the bottom there, the 1 give the Board an indication of what the
2 difference between the embedded cost of debt 2 impact of that would be.
3 which Hydro has calculated now inits revised 3 Q. I'mjust goingtoget Mr. Youngto help me
4 filing, 8.27 percent, | think there's a 4 pass that out.
5 footnote on this explaining why it's off by 5 A. Okay.
6 one percent or .01 percent? 6 Q. It wassent overnight to, | believe, the
7 . Yes, there sfootnote 4 explaining that. This 7 Consumer Advocate for Dr. Cannon’s commentary.
8 table was produced by our long-term model that 8 MS. NEWMAN:
9 doesn’'t use the same iterative process that 9 Q. Isthat going to be an exhibit? So that will
10 our moreintense treasury model uses with 10 bemaGB No. 1.
11 respect to the calculation in the test year. 11 HUTCHINGS, Q.C.:
12 So we use a monthly iteration whereas a longer 12 Q. That might be a bit confusing with the
13 term model uses an annual iteration model, so 13 existing Exhibit MGB No. 1.
14 that’ s the reason for the difference. 14 MS.NEWMAN:
15 . Right. So thefigurewe areusing is8.26, 15 Q. MGBNo. 4.
16 correct? 16 A. Sobasicaly all | did here wastry to recast
17 . 8.26 iswhat isin our application, yes. 17 the calculations that were presented in pages
18 . And just to explain the actual difference on 18 50of 6 and 6 of 6in Schedule A. And really,
19 earnings of using 8.26 in the automatic 19 the only number that | changed was the debt
20 adjustment mechanism that you proposed and the |20 number from 8.26 t0 8.21. | kept all of the
21 actual embedded cost of debt, for example, of 21 other numbers constant. And so where before
22 2010 comingin at 8.21 percent, have you 22 we had using 8.26 calculated a weighted
23 prepared a simple one-page schedule that 23 average cost of capital of 7.53, using 8.21
24 reflects this? 24 percent embedded cost of debt trandated into
25 . Yes, | did, | prepared ascheduleto try to 25 aweighted average cost of capital of 7.49.
Page 19 Page 20
1 And when we flowed that down through to the 1 Q. Welcome Dr. Cannon.
2 return on rate base which before in our 2 DR. CANNON:
3 December filing isat 110.7 million, using an 3 Q. Thank you, very much.
4 8.21 percent embedded cost of debt, it 4 MR. JOHNSON:
5 tranglates into areturn on rate base of 110.2 5 Q. Mr.Bradbury, if we adopt the proposal that
6 million. Sothe impact of using the 8.21 6 Hydro has put forward for the automatic
7 percent cost of debt versus the 8.26 that was 7 adjustment mechanism as explained and put
8 inour December filingis roughly $600,000. 8 forward in MGB-1, I'm right that we'd never
9 Andthen al | didthen wasput that into 9 scrutinize the applicability of the test year
10 context of the revenue requirement whichis 10 embedded cost of debt ratefor subsequent
11 431 million, so it's about one tenth of one 11 years, would we, there’d be no scrutiny of
12 percent of the total revenue requirement. 12 that issue at all?
13 BUTLER, Q.C.: 13 A. Wdl I'm not sure | would agreewith that
14 Q. Thank you, Mr. Chairman. That's the 14 because we did propose a review mechanism each
15 examination-in-chief for Mr. Bradbury. 15 year whereby the actual embedded cost of debt
16 CHAIRMAN: 16 that Hydro incursfor theyear in question
17 Q. Thank you, Ms. Butler. Good morning, Mr. 17 would be compared to the embedded cost of debt
18 Johnson. 18 that isin the automatic adjustment mechanism.
19 MR. JOHNSON: 19 And we were suggesting that part of the
20 Q. Good morning, Mr. Chairman. Just for the 20 formula process would involve areport to the
21 record, Mr. Cannon, Dr. Cannon isjoining me 21 Board outlining those difference.
22 this morning, having got in alittle late last 22 Q. Okay, but that review would be truly and only
23 night. And | appreciate the late start time 23 ex postfacto?
24 thismorning, or at least later start time. 24  A. That'scorrect.
25 CHAIRMAN: 25 Q. Itwouldn't--go ahead.
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1 A. lwasjust going to say that it would provide 1 thisautomatic adjustment mechanism for the
2 the Board with information that the Board 2 Board' s consideration, what was the genesis of
3 could make decisionson if it wished. 3 that?
4 Q. Buttherewould be no opportunity in advance 4 A. | guessthe genesisisto provide a mechanism
5 to have any debate or discussion or analysis 5 whereby adjustments can be madeto ratesin
6 or on a perspective basis as to the 6 the event that thereisachangein aknown
7 applicability of the embedded test year, 7 variablethat all parties can agree on asto
8 embedded cost, embedded cost of debt that we 8 its calculation, and in this case we
9 determined in the test year for those later 9 determined that that was the rate of return on
10 years, true? 10 equity.
11 A. Wdl that'strue, but it' sreally true of all 11 Q. Let merefine my question. The genesis, as|
12 the changes that take place within the range 12 understand it, wasthat in the last, the last
13 of return on rate base that has been approved 13 time Newfoundland and Labrador Hydro was
14 for Hydro. And anumber of things can change |14 before this Board, there had been some
15 from what was anticipated in the test year, 15 discussion about an automatic adjustment
16 and | guess that’ s why the Board has approved 16 mechanism at that time, but it hadn't been
17 arange where within which these changes are 17 fully fleshed out. The Board, the hearing
18 expected to occur. But it has set an outside 18 counsel, as | understand it, said there' s more
19 parameter that really dictated when Hydrois 19 to know about this and then the Board
20 deemed to over earn, and that is15 basis 20 suggested to Hydro, directed Hydro, in fact,
21 points above the approved rate of return on 21 to come back to the Board with some sort of
22 rate base. 22 proposal.
23 Q. Now let mejust step back for amoment and ask |23 BUTLER, Q.C.:
24 you about the genesis of Newfoundland and 24 Q. Oh,I'm sorry, Mr. Chairman, the question that
25 Labrador Hydro’s proposal to bring forward 25 had been put wasin relation to Newfoundland
Page 23 Page 24
1 Power. Isthat a mistake? 1 formulain MGB-1, who had the hands in that?
2 MR. JOHNSON: 2 A lguess | would consider myself tobe the
3 Q. No. Thegenesisfor the automatic adjustment 3 principal architect.
4 mechanism proposal that’s being put forward in 4 Q. Okay, and didyou have any other people at
5 this case. 5 Hydro assist you with that?
6 BUTLER, Q.C.: 6 A. Only members of the finance team.
7 Q. For Newfoundland Hydro? 7 Q. Andwho would they consist of?
8 MR. JOHNSON: 8 A. lwould have had input from our assistant
9 Q. For Newfoundland Hydro. 9 controller, for example.
10 BUTLER, Q.C.: 10 Q. Who would that be?
11 Q. Sorry, you asked - 11 A. That would be Mrs. Stratton.
12 MR. JOHNSON: 12 Q. Anybody else?
13 Q. DidI say Newfoundland Power? 13 A. Probably someinput from our rates people.
14 BUTLER, Q.C.: 14 Q. Mr. Mitchdll?
15 Q. Yes 15 A. Mr. Mitchell probably had someinput with
16 MR. JOHNSON: 16 respect to our financial advisors, had some
17 Q. I'msorryif| saidthat. | didn’t think | 17 discussions with them with respect to it.
18 had, frankly, but - 18 Q. Andwould thediscussion with the financid
19 BUTLER, Q.C:: 19 advisors, would that have been about picking
20 Q. | thought you had, sorry. 20 the time in the month when you’ d observe what
21 MR. JOHNSON: 21 was happening on the bond market?
22 Q. Amlright astothat’s how we come to see 22 A. Yeah, mostly, trying to understand, you know,
23 MGB-1in the file documents? 23 how we could determine a methodology that the
24 A. That'smy understanding, yes. 24 Board would be comfortable within terms of
25 Q. Right. Now inthat processwho devised this 25 the determination of those yields.
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1 Q. Yeah, now did anybody consider--would it be 1 A. Wdl my recollection was that the concerns
2 fair to say that internally at Hydro you said 2 were in relation to various ways in which the
3 we have atemplate here, we have an automatic 3 interest rate forecasts were determined and
4 adjustment mechanism that Newfoundland Power 4 what would be appropriate there.
5 has and we'll just build upon that, would that 5 Q. Couldyou elaborate?
6 be more or less afair characterization of 6 A. Well | understand that there were some
7 where your heads were on the development of 7 suggestions with respect to the use of
8 this automatic adjustment mechanism? 8 consensus forecasts versus the use of actual
9 . Well we certainly reviewed the discussion that 9 yields at a given point in time, for example.
10 had taken place in respect to the Newfoundland 10 Q. Werethereany other concerns of intervenors
11 Power mechanism. We reviewed the various 11 brought to bear other than those that you just
12 inputs that had been provided by the various 12 referred to?
13 intervenors and tried to consider al of the 13 (11:117 A.M)
14 concerns and considerations that they had 14 A. Yes, there wereconcerns with respect to
15 raised and basically looked at the conclusions 15 movements in the embedded cost of debt.
16 that the Board had reached with respect to 16 Q. And-
17 what made sense for thisjurisdiction and 17 A. Between, you know, reviews.
18 determined our way forward on that basis. 18 Q. Andwhat intervenors raised that issue?
19 . And would it be fair to say that Newfoundland 19 A. ldon'trecal, I’'m sorry.
20 Power’s formula provided the template? 20 Q. Ithink you indicated that you went about
21 . Yes, that's correct. 21 attempting to address the concerns of
22 . And would it also--and you'veindicated that 22 intervenors. In what fashion did MGB-1
23 you tried to--that there was concerns of 23 addressthat concern that you've just spoke
24 intervenors about the formula.  Who were the 24 about, of that particular intervenor?
25 intervenors that you' re talking about? 25 A. Wéll, youknow, tothat we looked at the
Page 27 Page 28
1 conclusions of the Board and the Board had 1 A. That'scorrect.
2 concluded that an appropriate way to address 2 Q. Right. Now according to Hydro’sand Hydro's
3 that concern was the production of an annual 3 advisors' best estimate for the interest rate,
4 report on the movementsin the embedded cost 4 Hydro will have to pay, in order to refinance
5 of debt with an explanation asto what had 5 that $200 million issue of long-term
6 caused those movements. 6 debentures coming due in 2008, is found at the
7 . And | take you understand that Dr. Cannon’'s 7 bottom where it says"F"' under the column
8 proposal does not take objection to theidea 8 "Series’ and you move of to theright and it
9 of reporting to the Board and the trigger? 9 says 4.48 percent, correct?
10 . That’s my understanding. 10 A. That'scorrect.
11 . Yeah, now I'll comeback to thistheme a 11 Q. Andthat isbased on your financia advisors
12 little later, but | want to next turn to some 12 forecast of the Canada Bond yield and a
13 particulars. Mr. O’ Ridly, if you could turn 13 provincial credit spread for the last quarter
14 up CA-218 again? And what we' re seeing--yeah. 14 of 2007, correct?
15 What we're seeing here at the top of Table 1 15 A. It'sbased onthecredit spread today. We
16 in CA-218 shows an AA, double A series 16 don't haveforecast for credit spreads in
17 debenture whose year of issuewas 1998 and 17 terms of what they are going to be in 2008.
18 that has ayear of maturity of 2008, correct? 18 But it is based on the forecast Government of
19 . That’s correct. 19 Canadayield, yes.
20 . And that's not the first time in this 20 Q. And for the record, would you confirm the date
21 proceeding that Hydro hasindicated that it 21 upon which Hydro received this Request for
22 hasadouble A seriesdebenture coming due, 22 Information from the Consumer Advocate?
23 $200 million in 2008, because that aso 23 A. I don'trecal, sorry.
24 appears in the five-year financia projections 24 Q. Would you disagree with meif | said that it
25 that Hydro filed in this proceeding, correct? 25 was provided on December 19th, 20067?
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1 A. No, I’'m not going to disagree with you. 1 plan for 2008 will be about $8.96 million, is
2 Q. Andwould you disagree with meif | said that 2 that correct?
3 this response was provided on or about January 3 . That sounds about correct, yes.
4 12th, 2007? 4 . And we would derive that by 4.48 percent times
5 A. I'mnot going to disagree with you on that, 5 $200 million equals8.96 million. Now the
6 either. 6 existing debenture which is going to mature in
7 Q. Okay, now the corresponding long-term 7 2008 had a coupon interest rate currently of
8 refinancing rate that Dr. Cannon forecast in 8 5.50 percent, correct?
9 hisresponseto NLH-22 CA, which there’'sno 9 . That’s correct, yeah.
10 need to turn to at the moment, but was 4. 40 |10 . Yeah, and that’slinelin Table 1 onpage 2
11 percent for that refinance rate for that $ 200 (11 of CA-218 NLH?
12 million debenture in 2008, correct? 12 . Right.
13 A. That'scorrect. 13 . And so presently the interest cost to Hydro is
14 Q. So your financial advisors very recent 14 $11 million annually?
15 estimate as filed on January 12th, 2007 at 15 . Correct.
16 4.48 and Dr. Cannon’s estimate whichwas 4. 40 |16 . Correct, right. Which isderived again by
17 leaves not avery great spread between those 17 five and a half percent times 200 million, you
18 two figures, correct? 18 come to $11 million?
19 A. That's correct. 19 . Yeah.
20 Q. Sothere'sno very little difference, at least 20 . So oncethe refinancing takes place in 2008
21 on that point, between Hydro and Dr. Cannon? 21 there isexpected to bean interest cost
22 A. Thatiscorrect. 22 saving to Hydro of more than $2 million
23 Q. Now based on your financia advisors 23 annually according to your financial advisors
24 forecast, then, the estimated annual interest 24 forecast, right?
25 cost for the $200 million new debenture issue 25 . That’s correct, that’s our forecast.
Page 31 Page 32
1 Q. Nowisn'ttherea issue before the Board how 1 those operational efficiencies. Andto me
2 the benefit of these lower costs isto be 2 thisisjust another variable that may or may
3 passed onto consumers, isn’t that the real 3 not come to pass. | mean, just because we
4 issue? 4 both agree that 4.48 percent or 4.4 percent is
5 A. Well | guessto try to answer that question - 5 our forecast for 2008 doesn’t necessarily mean
6 Q. Let meputitthisway toyou, if that - 6 that that’s going to come to pass. And so
7 BUTLER, Q.C. 7 really atthe end of theday what we're
8 Q. Wadll, I think he should try and answer it 8 concerned about is that if we getinto a
9 first. 9 discussion of, you know, the figures that are
10 MR. JOHNSON: 10 making up the 2008 through 10, as | indicated
11 Q. Wadl let me put another oneto you and you can |11 previously, we're into asituation where we
12 try to answer both. 12 may be talking multiple test yearsand the
13 BUTLER, Q.C:: 13 consumers may actually be on thelosing end if
14 Q. Wdlldon't think that’sfair. | think he 14 we get into incurring additional significant
15 could answer the one that you've just put to 15 regulatory costs associated with the
16 him if you give him a moment. 16 implementation of the formula.
17 CHAIRMAN: 17 MR. JOHNSON:
18 Q. Okay. 18 Q. But atleast we'd be starting off with a
19 A. Wdl |l wasjust goingto say that, you know, 19 formulathat tries to be realistic asto what
20 we'redl interested in passing the benefits 20 forecasters, including the Company’s own
21 on to the customers of any savings that we can 21 forecasters are saying that's likely to
22 realize, | guess, interms of effectiveness 22 happen, which is contained, for instance, in
23 with respect to Hydro's operations, and | 23 financial reports they could filewith the
24 guessthat’swhy the Board approves arange 24 Board, correct?
25 for Hydro to work within whereby we can pursue (25 A. Well, you know, forecasts may bewrong. |
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1 mean, we've seen in the past, you know, the 1 we're actually going to be doing aface value
2 effects of that. | mean, | believe inour 2 of two hundred million dollarsin terms of our
3 original filing, we had aforecast from our 3 refinancing. | mean, that’sreally predicated
4 financial advisors of 5.2 percent, for 4 on apromissory note balance of 70.6 million.
5 example, and now that haschanged to 4.5 5 If, for example, our promissory note balance
6 percent, and so, you know, we can even see 6 comes out to be something more or less than
7 changesin forecast, just as you can see that, 7 that, that could impact onthe amount of
8 you know, the actual results could be 8 refinancing that we actually do. So instead
9 different again from the forecast. So there 9 of doing 200 million, we might do something
10 areno guarantees that these forecasts that 10 less than 200 million, or something more than
11 you see here for 2008 through ' 10 are actually 11 200 million. | guessthis ismy point is
12 going to come to pass. 12 that, you know, promissory note balance, for
13 Q. But you will agree with me that this 13 example, is 70.6 million dollarsis predicated
14 forecasted or estimated expected two million 14 on a number of assumptions with respect to
15 dollar plusinterest cost saving, that thisis 15 cash flowsthat the Board hasrealy had no
16 reflected in the embedded cost of debt figure- 16 input into or any of theintervenorsat this
17 -that’ s not reflected in the embedded cost of 17 particular point in time, asthey have, for
18 debt figure that Hydro proposesto use for 18 example, in the 94.7 for 2007.
19 2008, 2009, 2010? | think that’'s pretty 19 . Well, Dr. Cannon isan expert retained on
20 Clear. 20 behalf of an intervenor and has had an
21 A. Well, you know, | mean, you’re categorizing 21 opportunity, Mr. Bradbury, to pass upon,
22 the two million dollar saving asif it's, you 22 review what those projectionsare. Isthat
23 know, in thebag, and itisn't. You know, 23 not some scrutiny of the type you' re speaking
24 like | said, the forecast can be wrong, and in 24 of?
25 addition to that, there’ sno guarantee that 25 (11:30am.)
Page 35 Page 36
1 A. Wdl, Dr. Cannon has certainly, | guess, 1 cause usto over earn on our equity, because
2 agreed with the methodology that we've 2 as| indicated in Table 4, the 100 basis point
3 employed, but | guesshe's not really ina 3 range, | guess, that has been permitted or
4 position to comment on whether or not, you 4 that we are suggesting would be permitted in
5 know, the inputs that make up those promissory 5 terms of anincreasein our return on equity
6 notes, | don't think he has specifically 6 would be something just north of two million
7 commented on that. In other words, | don't 7 dollars.
8 think he has specifically scrutinized the 8 . Yes, but just walk us through now the
9 assumptions we are making with respect to our 9 protections that should make my clients, you
10 2008 capital program, for example, whichis 10 know, the consumers of the province content
11 basically acash flow that would drive that 11 with your proposal.
12 70.6 million dollar balance. 12 . Wéll, | guess -
13 Q. Let us assume, and walk us through this 13 . Sothat, you know, they can feel good about
14 scenario, okay. Let us assume we use the 2007 14 ignoring the two million dollar saving.
15 embedded cost of debt throughout *08, ' 09, and 15 . Okay. Well, I guess coming back to, first of
16 10, and let usfurther assumethat just as 16 al, the concern that we have with respect to
17 forecasted, that 200 million dollar debenture 17 the approval of the formulain the first
18 comes duein 2008 and lo and behold, you 18 instance. We can't see the Board or the
19 manage to get it refinanced for the 4.48 19 intervenors automatically accepting the
20 percent instead of the 5.50 percent that it's 20 numbers that we have put forth with respect to
21 currently at, and let usassume that causes 21 our forecast for 2008 through 2010, without
22 Hydro to over earn on itsequity by the 22 some scrutiny, just as they have wanted to
23 additional two million bucks. Okay, are you 23 scrutinize the numbers that we put forth with
24 with me so far on those assumptions? 24 respect to our 2007 numbers. So we do feel
25 A, lam. I don't think that that alone would 25 that in order toenter into that kind of
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1 scrutiny, there’'s going to be a cost 1 CHAIRMAN:

2 associated with that. We don't know what that 2 Q. Yes, could he justfinish hisanswer, Mr.

3 cost would be, but we suspect that it would be 3 Johnson, please?

4 significant. 4 MR. JOHNSON:

5 . What cost are you talking about? 5 Q. Yes

6 . Thecost of aregulatory process to examine 6 A. Just aswe veindicated that, you know, there

7 the inputs and assumptionsthat are driving 7 could be a $600,000 reduction in our embedded

8 those 2008 through 2010 numbers. 8 cost of debt during this term, likewise that

9 . Sowe're here now and we'retalking about 9 could just aseasily turnaround, as we've
10 them. 10 indicated that, you know, forecast and actuals
11 . Yes, weare, but | mean, you know, with 11 don’'t always turn out to be the same way and
12 respect to the numbersthat arein the 2007 12 there are anumber of other things, | guess,
13 column, for example, we' ve answered something |13 that could happen. For example, diesel fuel
14 like six or--there’ s been six or seven hundred 14 prices might come out to be something
15 RFIs received and answered with respect to the 15 different than what we had anticipated. Our
16 numbers and assumptions that are driving that 16 efficiency at Holyrood, for example, could be
17 column. There have been no--therehasn't been |17 something other than what we had anticipated.
18 that same scrutiny associated with the 2008 18 So you know, | guess, thisisall part and
19 through 2010 numbers, for example. So wethink |19 parcel of the Board'sview that we should be
20 that there would be acost associated with 20 trying to work within arange and trying to
21 doing that, and | guess the other thingis 21 operate and find efficienciesin our operation
22 that, you know, just as - 22 such that we can live within that range, to
23 Q. But Mr. Bradbury - 23 the benefit of al ratepayers.
24 BUTLER, Q.C.: 24 . Youjust raised anissue about the level of
25 Q. Heshould be allowed to finish his answer. 25 RFIS onthe issue. If, as Dr. Cannon |

Page 39 Page 40

1 anticipate will say that he doesn’t really 1 appropriate. So that alone, | think, would

2 have much fault with the manner in which you 2 take up considerable time, but not only that,

3 forecasted the embedded cost of debt for 2008, 3 but 1 come back to the balance of the

4 2009 and 2010, surely you don't expect usto 4 promissory notes, which is basicaly

5 fill up therecord asking further questions 5 predicated on a number of assumptions as they

6 about it, Mr. Bradbury, right? 6 relate to Hydro’'s costs and cash flows and,

7 . Wéll, I don’t know that--what your intentions 7 you know, | don’t understand why you or

8 arein that regard, to be honest with you. 8 anybody else would be comfortable with just

9 . Well, you'veindicated that, you know, there 9 accepting a promissory note balance that’'s
10 hasn’t been enough RFIs on thoseissues. | 10 predicated on a 2008, 09, or 10 capital
11 thought Hydro was generally in favour of less 11 budget program, for example, that hasn’t been
12 RFIS, but do you understand my point? If, as 12 subjected to scrutiny by the Board.
13 Dr. Cannonis going toindicate, he doesn’t 13 . But, but -
14 have a big problem with your forecast, you 14 . Any changesin any of those cash flows, for
15 wouldn’t expect more RFIS on the point. 15 example, could impact on the ultimate
16 . Wéll, you know, that'sin relationto the 16 promissory note balance in any of those years.
17 forecast for the interest rates, for example, 17 . But the capital budget amounts are
18 although | know that Dr. Cannon did have some |18 anticipated, | take it, to stay at historic
19 question with respect to the methodol ogy that 19 levels?
20 we employed and he has suggested a different 20 . Wéll, 1 mean, you know, the capital budget
21 methodology, for example, in the calculation 21 amounts that are contained in the 2008, 2009,
22 of the refinancing rate on the series F, and | 22 2010 years could include any number of
23 know that in the Newfoundland Power hearing, |23 initiatives that Hydro might be contemplating
24 there was considerable discussion with respect 24 with respect to the maintenance of its plant
25 to forecast methodology and what would be 25 and assets, and as we know, the Board in the
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1 past has had wanted to have input with respect 1 number of changesto an initially presented
2 to some of those expendituresthat we were 2 forecast.
3 contemplating, and in some cases, those 3 Q. Yes butthiswas, and still does, represent
4 expenditures have been deferred. In some 4 Hydro' s very best forecast for this period of
5 cases, they’ ve been rejected. 5 time?
6 Q. But nonetheless, what we see here, that's 6 A. Yes, itdoes, asdid our original submission,
7 still on the screen, in terms of the forecast 7 like | say, for the 2007 test year.
8 that was delivered on January 12th represents 8 Q. Okay. Now if a the conclusion of the
9 the very best and most up-to-date forecast 9 hearing, the Board were to adopt Dr. Cannon’s
10 estimate of Hydro and its advisors, correct? 10 recommendation and incorporate in Hydro's
11 A. They do. 11 automatic adjustment mechanism figures for the
12 Q. WEe'redtill in agreement on that. 12 embedded cost of debt for 2008, 2009, and 2010
13 A. They do, but sodid our original submission, 13 that differed, even if they differed dlightly,
14 when we made that, and as you can--asyou're 14 from the 8.26 percent vaue that you
15 aware, there were a number of changes that 15 forecasted for 2007, would Hydro try any less
16 resulted from the regulatory process, from our 16 to find the lowest possible cost of financing
17 original submission to our submission in 17 for Hydro' s operations during these post GRA
18 December as aresult of negotiations that took 18 test year years? Would you try less hard for
19 place, changes inforecast with respect to 19 lower financing costs?
20 interest, changes in forecast with respect to 20 A. No, wewouldn't.
21 fuel prices, for example. 21 Q. No, obviously youwouldn’t. That wouldn’'t
22 Q. Butthis- 22 affect it one way or the other.
23 A. Youknow, | guess my point isthat - 23 A. No.
24 Q. Butthiswas- 24 Q. And would it--did the production of this
25 A. - theregulatory process canresult in a 25 forecast produce for Hydro an administrative
Page 43 Page 44
1 hardship, as to making these forecasts and 1 rate base of Hydro will be subject to
2 estimates in this case, bearing in mind that 2 adjustment by only adjusting the allowed
3 you provided them on January 12th, having just 3 return on equity, as per your proposal?
4 been asked for them prior to Christmas? 4 A. What | believein the schedule that | had--we
5 A. No, no,it's part of our long-term planning 5 had provided to you last night, | believe Dr.
6 process. 6 Cannon made some additional calculations on
7 Q. Yes and wouldit imposean administrative 7 that, | don’t know if that’s available on the
8 hardship on Hydro, presuming that the Board 8 schedule that you have.
9 wereto, at thishearing, set and establish 9 Q. Maybeit'sagoodtimeto -
10 what the embedded cost of debt figures should 10 A. ltisontheonethat | have.
11 be for the purpose of the formula, would it 11 Q. Yes. Mr. Chairman, Madam Commissioner, this
12 cause an administrative burden on Hydro to 12 morning, | circulated a further document which
13 implement that yearly in the operation of the 13 builds upon Exhibit MmGB No. 4.
14 formula? 14 MS. NEWMAN:
15 A. No, | don't believeit would. No more than, 15 Q. Wehavethat. Wewant to label it?
16 you know, just the ongoing administration of 16 MR. JOHNSON:
17 the formula using test year values. 17 Q. Yes. Haveyou had achanceto -
18 Q. Yes, okay. Now Mr. Bradbury, we'refocusing (18 A. | have
19 on a mechanism that you've put forward by 19 Q. -to reviewit, and| takeit, Dr. Cannon
20 which we are, in essence, planning, according 20 explained to you what the calculations were
21 toyour proposal, to adjust thereturn on 21 within the box that was added?
22 equity annually, but keep the debt rate 22 A. Yes, hedid.
23 constant for four years, correct? 23 Q. Andjust for therecord, what's added in the
24 A. That'scorrect. 24 box is Dr. Cannon’swork. Everything elseis
25 Q. Andwhat proportion of the overall return on 25 identical to MGB No. 4, and now having had the
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1 benefit of this document, let me just go back 1 Q. Okay.
2 and ask you the question. Can | now ask you 2 MS.NEWMAN:
3 what proportion of the overall return on rate 3 Q. Sothat would then be marked as MGB No. 5.
4 base will be subject to adjustment by 4 (11:45am.)
5 adjusting just the allowed return on equity, 5 MR. JOHNSON:
6 as per your proposal? 6 Q. Sobasically what you're proposingis that
7 A. It'ssomewhere inthevicinity of 92 to 93 7 more than 92 percent of the overall return on
8 percent is subject to debt, so on the equity 8 rate base will not be subject to any
9 portion, | guessyou're looking at somewhere 9 adjustment, by virtue of your proposal, by
10 around seven or eight percent. 10 virtue of your proposal to fix the embedded
11 Q. Right. I'm advised that it’s less than eight 11 cost of debt for four years.
12 percent, because if you look at the bottom of 12 . Wéll, you know, | guess -
13 the column, the debt would account for 92. 61 13 . Isthat the take away?
14 percent of the overall return on rate base. 14 . I guess, whenyou'rea utility with aless
15 A Um-hm. 15 than five percent return on equity, you know,
16 Q. Do you accept that mathematics? 16 you have to be very concerned about any
17 A. That'scorrect. 17 movements, | guess, that are going to impact
18 Q. Okay, and would you be able to adopt this as 18 on your bottom line, and granted, it
19 being representative of what the respective 19 represents a small portion of the total
20 proportions are of equity and debt isto the 20 return, but it’ s nevertheless important to us
21 total return on equity for Newfoundland and 21 with a netincome of only eight million
22 Labrador Hydro? 22 dollars.
23 A. Yes, | think that’safair representation. 23 . Now I'd like to revisit an earlier topic with
24 Q. Returnonrate base, I'm sorry. You would? 24 you. Inyour direct testimony with Ms.
25 A. Yeah, that'safair representation, yes. 25 Butler, Ms. Butler asked you a question, "was
Page 47 Page 48
1 it modelled after Newfoundland Power’'s 1 Hydro, we are proposing to change lessthan
2 formula?' Your answer was yes, and then you 2 eight percent of your overall returnon rate
3 pointed out three differences. Number one was 3 base and leave over 92 percent constant, which
4 the ROE wastied tothe cost of long-term 4 is nowhere near the circumstance that
5 borrowing for Hydro, which of course is 5 Newfoundland Power has, right? And could |
6 different than Newfoundland Power as an 6 get your comments on how truly nuanced this
7 investor-owned utility. 7 proposal isto therealities of Hydro, other
8 A. Right. 8 than those that you've indicated you've
9 Q. And number two, the difference was you're 9 accounted for in those dlight changes?
10 using different trading days than Newfoundland |10 . Wdll, likel said, you know, the margin that
11 Power uses? 11 the company is currently permitted istied to
12 A. Right. 12 our incremental cost of long-term borrowing,
13 Q. Basicaly for easeof application of the 13 and so that really introduces somerisk to
14 formula, | take it? 14 Hydro in that we don’t have the same margin to
15 A. Yes, that's correct. 15 withstand changes that may occur that we had
16 Q. Right, and number three, you're proposing a 16 not anticipated, with respect to business
17 different trigger mechanism? 17 risk. So we have to be very careful of how--
18  A. Not mechanism, trigger point. 18 of risksthat are proposed or posed to that
19 Q. Trigger point, I'm sorry, okay. Now was there 19 margin. | guessthe other point that I’d want
20 any thought, asyou were developing this 20 to makeis| would harken back to the comments
21 formulainternally, asto whether it' sreally 21 that were made by our CEO where he indicated
22 enough to use the Newfoundland Power formula |22 that we are endeavouring to improve our
23 asa template and only providethese very 23 capital structure. We have atarget of 80/20
24 modest modificationsto it, having regard to 24 and | believe we are moving in that direction.
25 thefact that inthe case of Newfoundland 25 We' ve made some changes, | guess, in terms of
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1 our dividend policy, and we are endeavouring 1 talking about significant changes over that
2 to move to a more robust capital structure 2 period of time, life of this proposed formula?
3 that has more equity in it. He's also 3 . Well, you know, | guess, to me, it's a
4 indicated, | guess, that it isour intention 4 mechanism whereby that we proposed that we
5 to revisit the question of return on equity 5 feel canbe agreed onby the Board as a
6 for Hydro at our next hearing, and so really, 6 mechanism or ameans by which some risk
7 | think, astime goes on, you know, the seven 7 management can be introduced into Hydro's
8 or eight percent that you'rereferring to 8 management of its bottom line and some
9 could possibly grow. | don’t know that it 9 protection of our relatively small margin that
10 would grow to the same extent that 10 we have right now. We certainly don't seeiit
11 Newfoundland Power has equity in their capital |11 as an administratively burdensome process. We
12 structure, but we do suspect that, you know, 12 think the formula is certainly, as we said,
13 the amount of equity in our capital structure, 13 modelled under Newfoundland Power’s mechanism,
14 we are forecasting that that will grow to a 14 so it has already been subjected to a certain
15 larger degree than it is right now. 15 amount of regulatory scrutiny. Sowe feel
16 . But in fairness, Mr. Bradbury, and | take your 16 that it's appropriate that it be implemented
17 point, but in fairness, you're proposing a 17 now.
18 formulato run out to the 2010 period. | mean, 18 . Okay, and would you agree with me that the
19 we're not reasonably expecting changes to 19 material found in the box on M--which is now
20 Newfoundland Hydro’'s capital structure that 20 MGB No. 5, thisis all predicated upon amove
21 will take away much over that period of time 21 to 8.21 percent as being the embedded cost of
22 from my observation that, you know, we're 22 debt percentage, right? Let me-
23 still talking 92 percent of your overall rate 23 . Well, yeah, | mean, what we are trying to do,
24 of return or your overal return on rate base 24 | guess, was putit into context for the
25 being held constant. | mean, we're not really 25 Board, so that they could get an appreciation
Page 51 Page 52
1 of what the impact of that kind of achange 1 NLH-32 P.U.B? In response to question B, asks
2 would be, in terms of dollars and cents. 2 for acomment, or "please indicate whether Dr.
3 . Okay. But, and | never expressed myself very 3 Cannon’s recommendation would be contrary to
4 clearly, the 92.61 percent that we see at the 4 rate making principles which are based on test
5 bottom of that column - 5 year values." And the answer struck me, from
6 . Yes. 6 Grant Thornton, | believe, under B. "ltis
7 . - that's predicated on a moveto 8.21 percent, 7 our understanding that in reaching its
8 correct? 8 decision, the Board weighs and considers all
9 . | believe so. 9 relevant principles in the context or
10 . Yes. 10 circumstances of the evidence presented at a
11 . I think Dr. Cannon was using the 110.2 number, |11 hearing the current regulatory environment."
12 yes. 12 Okay?
13 . Right, and so we can take from that and you'd 13 . Right.
14 agreethat if westick at the 8.26 percent 14 . And | takeit that you would agree that that's
15 figure and have that embedded and used in the 15 what the Board should do?
16 formulafor the next three or four years, that 16 . Yes.
17 it's-we'renot talking about 92.61 percent 17 . Right, and | take it that you would agree that
18 any more. We're talking about afigure higher 18 the context and the circumstances of
19 than that, correct, dightly higher? 19 Newfoundland and L abrador Hydro are materially
20 . Yes, it would be slightly higher. 20 different from the context and circumstances
21 . Yes, sowe'd be keeping constant an even 21 of Newfoundland and L abrador Hydro--or Power,
22 greater proportion of the amount that--of the 22 I’'m sorry?
23 overall return on rate base? 23 . There are differences and there are
24 . That’s correct. 24 similarities.
25 . Okay. Can | ask you, Mr. O'Ridlly, to turn up 25 . But there are very materia differences
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1 between those two utilities, correct, in terms 1 the next rate hearing?
2 of capital structure, return on equity, 2 A. | believethat's what our cEO said, but I'd
3 proportion of debt? 3 have to check the transcripts on that.
4  A. Thosefactors are different, yes. 4 Q. Okay.
5 Q. Andthey are materially different? 5 A. | know that in hisinitial statements, he had
6 A. Material isamatter of interpretation, but if 6 indicated that it was something that we were
7 it's your interpretation that they are 7 currently examining, in the context of
8 material, then I’ m okay with that. 8 previous rulings by the Board and looking at
9 Q. Butit’'snot my--it'snot what | say matters. 9 it in the context of those rulings.
10 It'swhat you say matters, and would you view 10 Q. Yes. | understood his remarkshere to be
11 those differences as being material ? 11 consistent with the written evidence, which
12 A. I haveno contextinwhichto say that they 12 was that Hydro intended to bring the issue to
13 are materially different or not, but they are 13 the Board for reconsideration in the future.
14 significantly different, yes. 14  A. Inthefuture, okay, my mistake.
15 Q. | haveno further questions. Thank you very 15 Q. Butare you aware whether or not there has
16 much, Mr. Bradbury. 16 been a decision taken to deal with ROE at the
17 CHAIRMAN: 17 next rate hearing?
18 Q. Thank you, Mr. Johnson. Mr. Hutchings, good 18 A. No.
19 morning. 19 Q. Okay.
20 HUTCHINGS, Q.C.: 20  A. I'mnot awareof any decision made in that
21 Q. ljust haveone pointto clarify with the 21 regard.
22 witness, your honour, or Mr. Chair. Mr. 22 Q. Thankyou. That'sal | had, Mr. Chair.
23 Bradbury, I'm not sure if | heard you 23 CHAIRMAN:
24 correctly in indicating that it was Hydro's 24 Q. Thank you, Mr. Hutchings. Good morning, Mr.
25 intention to revisit theissue of the ROE at 25 Kelly.
Page 55 Page 56
1 KELLY, Q.C: 1 goes forward.
2 Q. Thank you, Chair. | just havea couple of 2 A Right.
3 questions, Mr. Bradbury. Mr. Bradbury, 3 Q. Socanl just take you back to CA-218, | think
4 interest costs arejust one component of 4 itis, for asecond and thetable, and Mr.
5 Hydro's cost of service. That's correct, 5 Johnson asked you some questions with respect
6 isn'tit? 6 to whether this represents the best forecast
7 A. That'scorrect. 7 of going forward. If | understood your
8 Q. Thereareabunch of others, and without being 8 evidencein itstotality though, thistable
9 exhaustive, we have things like fuel, agreed? 9 has built into it a whole bunch of
10 A. Wedo. 10 assumptions, correct?
11 Q. Depreciation? 11  A. ltdoes.
12 A. Yes 12 Q. And one of those assumptions, if | follow it
13 Q. All of Hydro's operating expenses, including 13 correctly, isthat it doesn’t adjust for the
14 salaries, transportation expense, etcetera? 14 future capital expendituresthat Hydro will
15 A. That'scorrect. 15 incur from year toyear. Did| follow that
16 Q. Soif you changetheinterest from the test 16 correctly?
17 year value, you don't--that’s only one 17 A. I’'msorry, could you repeat that?
18 component of a whole myriad of other things 18 Q. Inother words, your interest cost in any year
19 that will change from year to year, correct? 19 is dependent not simply on what your current
20 A. That’scorrect. 20 outstanding bonds are, but also the capital
21 Q. And some of those things will actually 21 expenditures that Hydro will make from year to
22 increase in expense, correct? 22 year. That capital expenditure hasto be
23 A. Some of those things can increase, yes. 23 financed, has to be paid for?
24 Q. Yes. Infact, we' ve heard some evidence of, 24 (12:00 noon)
25 for example, the pressure on salaries as Hydro 25 A. Yes. | mean, that’sthe point that | was
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1 trying to make with Mr. Johnson, isthat the 1 Q. Right. Sowould it befair to conclude, ina
2 promissory note, the balances that you see 2 nutshell, that the onething we know with
3 thereinthe’08to’'10 yearsarerealy the 3 certainty isthat when we actually get there,
4 product of those types of cash flows. 4 it will not look exactly like this picture?
5 Q. Right, andthis table doesn’'t even realy 5 A. |think that's avery good assumption to make.
6 attempt to forecast that going forward? It 6 Q. Thank you. Thank you, Mr. Bradbury.
7 simply basesit on kind of the current status 7 CHAIRMAN:
8 quo. Did | not follow that correctly? 8 Q. Thank you, Mr. Kelly. Ms. Newman, do you have
9 A. I'mnot surethat that would be correct. You 9 any questions?
10 know, | would--and Mr. Mitchell’ s department 10 MS. NEWMAN:
11 isin charge of the longer term financial 11 Q. Yes, | do haveat least one question onthe
12 planning, so | might be speaking alittle out 12 automatic adjustment formula, and then 1I'd
13 of turn now, but | do think that with respect 13 aso have afew questions, as | have indicated
14 to the projectionsfor '08 through ' 10, they 14 to counsel for Hydro, on Exhibit MGB-3, which
15 do make projections with respect to what they 15 isproperty and assetsreview document that
16 anticipate the operating costs will be. They 16 was filed.
17 probably make anticipation with respect to 17 The first question | haveisavery basic
18 what the capital expenditures will be. 18 question, and one is, hasHydro filed an
19 Q. |see 19 actual document that is the proposed automatic
20 A. Wehavelonger term capital expenditure plans 20 adjustment mechanism that sets out the
21 aswell that are probably incorporated into 21 formula, sets out the definitions of each of
22 this. 22 the items included within the formula, to your
23 Q. Butl take it those plansare certainly not 23 knowledge?
24 fixed and fluid the further out you go. 24 A. Wehaven't filed aformula per se. The report
25 A. Oh, most definitely. 25 that was filed was outlining the conceptual
Page 59 Page 60
1 approach, if you will, but aformula could be 1 produce next week.
2 designed around the contents of that report 2 Q. Thank you. I'd like to moveon to the
3 fairly easily. 3 exhibit, MGB #3, to your testimony. That’'sa
4 Q. So are there variables that would be 4 report that was prepared and mentioned in
5 outstanding for Hydro to determine before the 5 Board Order asreferenced here, P.U. 14-2004
6 formula could be set up orisit very clear 6 prepared by Hydro and submitted to the Board
7 from the report? 7 this past year in 2006, July. | wonder if you
8 A. |think itwould bepretty clear from the 8 could give just a brief explanation of the
9 report. Theformulaisreally to all intents 9 process that was followed in undertaking this
10 and purposes contained in thetables inthe 10 review, and some of the itemsthat | would
11 report whereby we outline the calculation of 11 likefor you to address inthis processis
12 the weighted average cost of capital, and the 12 whether there was outside consultants, how
13 subsequent impact of thatin termsof its 13 long it took for you to complete, how many
14 return on rate fees. 14 people were involved, what was the approximate
15 Q. Wouldit be possiblefor Hydroto provide 15 cogt, | don’'t need details, just an order of
16 that? Could you give us an undertaking in the 16 magnitude there, was there any actual physical
17 next short while to provide a copy of what the 17 inspection. Sothat sort of discussion of
18 actual proposed formulawith definitionswould |18 what was done so we can understand how it came
19 be. 19 to be that you filed this report.
20 A. We certainly could do that. 20 A. Okay. Wéll, | guess, the process really
21 Q. Mr. Bradbury perhaps could indicate how long |21 consisted of theformation of a team to
22 it would taketo produce that? | mean, is 22 initially compile the listings of the
23 that something that can be done this 23 equipment records and our fixed asset records.
24 afternoon, tomorrow, or next week? 24 Aswe indicated in our report, we at the time
25 A. | would think that it's something that we will 25 were maintaining two separate databases; one
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1 that contained recordswith respect to our 1 to review the hierarchy that had been assigned

2 units of property and our fixed assets, if you 2 to our asset recordsin our database to make

3 will, and the other one which was -- sorry, 3 it easier to drill down to find a particular

4 that first one was maintained in large measure 4 asset.

5 by our Finance Department. The second one 5 . Were outside consultants hired to do this or

6 contained the equipment record database which 6 wasit al Hydro personnel ?

7 was utilized by the field for their 7 . No, there were not. Wedid have an outside

8 maintenance activities. | guess, thefirst 8 resource, | believe, from X-Waveto assist in

9 order of business was to compile the listings 9 the building of the work flow program, but
10 of those databasesin a manner that could be 10 other than that the entire effort was managed
11 examined by the asset managers in the field. 11 by Hydro team.

12 So the assistance of those asset managers was 12 . And how long did it take from start to finish

13 solicited, | guess, in an attempt to integrate 13 approximately?

14 those two databasesinto one and thereby 14 . It wasarather lengthy process. Off and on

15 eliminating duplicate recordsand duplicate 15 it spanned two/two and a half years.

16 administrative work. Therewere conversion 16 . Has Hydro attempted to quantify the

17 routines that were written, | guess, to try to 17 approximate cost of the review?

18 automate that integration to the extent that 18 . Wedll, like | said, off and on. Therewere

19 we could. Subsequent to that there was awork 19 times when the project was dormant because in

20 flow process designed whereby we -- that was 20 order to do the integration of the records the

21 done, I guess, using aLotus Notes Platform 21 timing was a factor. With respect to the cost

22 whereby changes to the asset records going 22 tracking, there weren’t specific costs tracked

23 forward are controlled and emanate from the 23 with respect to that project. This

24 asset manager now and flow through to Finance. |24 initiative, 1 guess, was one of many

25 | guess, the other aspect of the process was 25 initiatives that were conducted under Hydro’s
Page 63 Page 64

1 former BRI process. So itwasviewed asa 1 over the years noted.

2 normal part of business improvement. 2 . Sothe number -- the assetsidentified as

3 . Okay. Did it involvean actua physical 3 continuing to be used and useful in this

4 inspection of the assets? 4 process, were the net book value of those then

5 . What we did was compiled thelisting of the 5 used as a basis for determining the rate base

6 assets in the various areas and, in 6 that was proposed by Hydro in this

7 particular, the assetsthat were under the 7 application?

8 jurisdiction of aparticular asset manager. 8 . Yes, they were.

9 So those listings were then circulated to each 9 . And did this review also involve setting up
10 asset manager for their review. They examined 10 any processes for future practisesin terms of
11 those records in the context of the fixed 11 identifying how an asset might be determined
12 asset record versus their equipment record, 12 to be no longer used and useful ?

13 and they also examined them in the context of 13 . Yes, it did actually. There'sa number of
14 their knowledge of their own asset base. So 14 things, | guess, improvements that have
15 there were instances they had determined where |15 resulted from thisreview. First of all, you
16 there were assets that wereno longer in 16 know, we've tried to focus control and
17 service, and asaresult of that, there were 17 responsibility for the asset records with the
18 some retirements that were highlighted. 18 asset manager. We've done that. We've
19 . | seeat Table 1, Page 7, that sets out the 19 compiled listings of the assets that are under
20 total to date under net book value 20 their jurisdiction and thoselistings have

21 6,221,384.00 and what does that figure 21 been circulated to them with an understanding
22 represent? 22 that that is now their responsibility. We've
23 . That figure represents the net book value of 23 also structured the Lotus Notes Program in
24 the assets that were identified as no longer 24 such a manner that any and all changes to
25 beingin serviceand that were written off 25 asset records, withthe exception of the
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1 computation of depreciation expense whichis 1 valuation under Section 64 of the Public

2 doneby Finance, but al other changes to 2 Utilities Act of Hydro’'s property is not

3 those records must now come from the asset 3 necessary at thistime?

4 manager and are under the control of the asset 4 A. Wedon't consider it necessary. Wefeel that
5 manager. So if there are any problemswith 5 we'veimproved the controls over our asset
6 those records, it's the asset managers 6 records. We should point out, | guess, that

7 responsibility. That’sthe thing that we've 7 even with respect to the controls that were

8 done and we take some comfort in. We've aso 8 previoudly in place with respect to our

9 conducted now going forward annual rotational 9 recordsto have resultedin asix million

10 spot checks of our asset records to the assets 10 dollar write-off on an asset base of in excess
11 in the field. We conducted such a spot check, 11 of 1.4 billiondollarsis an error rate of

12 our first one, in thefall of last year in the 12 something less than one half of one percent.
13 Bay D’'Espoir area and there were no 13 So we consider the controlsto have aways
14 significant discrepancies noted as a result of 14 been in place over our asset records. We've
15 that review. 15 simply improved them.

16 . Soisit Hydro's position now that this review 16 MS. NEWMAN:

17 having been done and the value of the assets 17 Q. Thank you, Mr. Bradbury. Thoseare al my
18 having been incorporated into the cal culation 18 questions.

19 of the value of the property for the 19 CHAIRMAN:
20 determination of therate base calculation, 20 Q. Thank you, Ms. Newman. Ms. Butler, any
21 that the rate base accurately reflects the 21 redirect?
22 used and useful net book value of Hydro's 22 BUTLER, Q.C.:
23 property? 23 Q. Mr. Bradbury, forgive me if | recorded a
24 . Yes, we are confident in that regard. 24 question differently thanthe way it was
25 . And is it Hydro's position then that a 25 asked. 1’d be guilty of it at least twice if

Page 67 Page 68

1 I did, but| had alittlebit of confusion 1 thetwo million dollar differencethat Mr.

2 with respect to the reference to the 2 Johnson has raised on the difference between
3 intervenor’ s concerns. When you had indicated 3 the $200,000,000.00 debenture at 5.5 and the
4 that you had addressed the intervenor’'s 4 one of the same amount at 4.8. I'll just take

5 concerns, were you talking about the concerns 5 your guidance on that.

6 expressed by the intervenors during 6 MS. NEWMAN:

7 Newfoundland Power’ s hearings when the formula 7 Q. | would suggest that we hear from other

8 was first approved and later after it had been 8 counsel and see if they arewilling to give

9 in place for three years? 9 leeway to counsel for Hydro on this.

10 . Yes. Basicaly, the concerns | was referring 10 MR. JOHNSON:

11 to was with respect to the changesin the 11 Q. It'sunorthodox, I'll say that.

12 imbedded cost of debt, and the fact that the 12 BUTLER, Q.C.

13 Board had considered the evidencethat had 13 Q. Actualy I don’t know if it's unorthodox.
14 been presented in that case and had determined 14 That’swhat I'm asking.

15 that an annual report with respect to the 15 MR. JOHNSON:

16 changes in the imbedded cost of debt would be 16 Q. It must have been because you didn’'t know if
17 appropriate and necessary. 17 you could do it.

18 BUTLER, Q.C.: 18 MS. NEWMAN:

19 Q. Mr. Chairman, I'm alittle uncertain about the 19 Q. No, not normaly we wouldn’t contemplate
20 rules of order in this, but |1 dohave a 20 consultation with witnesses during testimony,
21 question for Mr. Bradbury that I'm curious 21 but --

22 whether, in fact, I'm allowed to speak to him 22 BUTLER,Q.C.:

23 about first before | bothered to get into the 23 Q. Wdll, that’sfine. If, in fact, that isthe

24 question and then hit him with something 24 understanding, then I’m just going to pose the
25 that’ s going to come at him cold flowing from 25 question.
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1 Mr. Bradbury, the reference that was made 1 between that and the $600,000.00 that we saw
2 by Mr. Johnson between the $200,000,00000 2 before. That was assessing the impact of a
3 debenture at 5.5 versusthe $200,000,000. 00 3 five basis point change in the imbedded cost
4 debenture at 4.48, | must say I’'m confused now 4 of debt overall.
5 with respect to that $2,000,000.00 difference 5 (12216 P.M.)
6 vis avis the $600,000.00 difference that you 6 Q. So as long as the factoring in of the
7 calculate on your exhibit MGB #4, which is 7 difference in the bond rate has, in fact, been
8 reflected by the difference between using the 8 carried forward into your imbedded cost of
9 imbedded cost of debt at 8.26 and the imbedded 9 debt for 2008?
10 cost of debt in the year 2010 coming in at 10 . Oh, yes, that’sincorporated intothe 2008
11 actually 8.21. Can you just help me reconcile 11 number. If you go down to the bottom of that
12 the difference, please? 12 screen, you'll seethe 8.23 percent. That
13 . The $2,000,000.00 differenceto which he was 13 incorporates the impact of that $2,000,000. 00
14 referring to was the changein the interest 14 changein debt cost on therefinancing. Of
15 costs that are going to occur with the 15 course, it also incorporates all of the other
16 refinancing of the 5.5 percent bond. So 16 changes that are inherent in those 2008
17 you've got a$200,000,000.00 bond. It's 17 inputs.
18 currently attracting interest at the rate of 18 BUTLER, Q.C.:
19 5.5 percent. We areforecasting that will 19 Q. Thank you very much, Mr. Chairman.
20 dropto 4.5 percent, a one percent drop on 20 CHAIRMAN:
21 $2,000,000.00. That'sa$2,000,000.00 change 21 Q. Doyou have any questions, Ms. Whalen.
22 intheinterest cost. That change has been 22 VICE-CHAIR WHALEN:
23 factored into our calculation of the imbedded 23 Q. | just have one question, Mr. Bradbury, and
24 cost of debt for 2008. You don't see -- 24 it'sin respect of the automatic adjustment
25 you're not really comparing apples and apples 25 mechanism that you' ve put forward. In putting
Page 71 Page 72
1 forward that proposal or preparing that 1 expenditures and thingsof that nature. |
2 proposal, did Hydro look to any of the other 2 explored thisjust alittle bit with your CEO,
3 jurisdictions in Canada that also use similar 3 and also | think with Mr. Haynes, and it’ sthe
4 mechanisms; BC, NEB, Ontario, to see if any 4 use of targetsand corporate targets and
5 aspects of those existing mechanisms would be 5 objectives within the organization, and while
6 applicable or not in thisjurisdiction for 6 -- again | appreciate what’ s been done herein
7 your circumstance? 7 relation to the historical sort of trending.
8 . Wedidn’t conduct an exhaustive analysis, no, 8 | don't see anything here inthe evidence
9 but we did peruse some of the mechanismsin 9 that's been presentedin terms of actual
10 other jurisdictions, and for the most part, we 10 forecasting and trend analysisor anything
11 were unableto find amechanism that was 11 likethat in termsof expenditures, and |
12 similar to the one that's in place in 12 understand from your Ceothat, | mean, with
13 Newfoundland. | guess, our focuson what 13 regard to things like thereturn on equity,
14 would be appropriate for this jurisdiction. 14 for example, there are action plans within the
15 . Soyour starting point was at the time and 15 organization that have to be put in place and
16 still continues to be Newfoundland Power’s 16 | respect that. How do you do your own
17 formula modified to fit the -- 17 financial forecasting analysis and what
18 A. That'scorrect. 18 targets, | guess, do you use because they're
19 VICE-CHAIR WHALEN: 19 not necessarily evident here in this
20 Q. That'sfine. Thank you very much. 20 particular application? Againl’'ll ask you
21 CHAIRMAN: 21 the same question | asked Mr. Haynes, how does
22 Q. | just have a couple of questions, not 22 that get sort of trandated to you by virtue
23 necessarily directly related to the formula, 23 of corporate priorities and corporate
24 Mr. Bradbury, but some of the other thingsin 24 objectives, if you will?
25 your direct evidence more relatingto the 25 A. Well, you know, we're certainly -- it realy
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1 starts with our budget process, and, you know, 1 manager, through the department manager,

2 basically the starting point for the budget is 2 through the vice resident, and ultimately to

3 naturally the previous budget for the previous 3 the CEO. Again when it reaches those levels,

4 period, but, you know, we are aways 4 we are looking at those operating costsin the

5 interested in how our operating costs are 5 context of history, in the context of

6 trending in relation to an inflation adjusted 6 inflation adjusted figures, and to the extent

7 number. We certainly feel that we should be 7 that they areoutside of those parameters,

8 beating inflation and that if we're not, then 8 then obviously we have to go back and

9 that’ s an indication that we should be trying 9 resharpen our pencils. The budget itself,
10 harder with respect to operationa 10 once it’ sfinally approved, becomes atarget,
11 efficienciesand effectiveness. The budget 11 and our CEO has made that clear in no
12 process really, as Mr. Martin had pointed out, 12 uncertain terms that the budget is the number
13 one of thelarge drivers, | guess,in our 13 that we are going to be held to. We've
14 operating budgets is our maintenance and what 14 recently implemented a change in our approval
15 his focusis right now is to construct a 15 structure with respect to forecast of our
16 maintenance planning exercise whereby our 16 operating cost, such that now our business
17 maintenance plans are realy driven by 17 unit managers are empowered to work within
18 considerations in our engineering and 18 their operating budgets as ameans by which
19 operations divisions asto what the absolute 19 the administrative, | guess, costs associated
20 necessity iswith respect to our maintenance 20 with budget management can be reduced, but at
21 practises, and that that will drive cost. So 21 the -- but to the extent that they are forced
22 that is certainly alarge factor for usin 22 to go outside that budget, they are required
23 respect to our planning and our budgeting. 23 to find that money somewhere else, from
24 The budgets, asthey come back, have to go 24 another department manager, from another vice
25 through ascrutiny from the business unit 25 president, from another division. To the

Page 75 Page 76

1 extent that they are unable to do that, and we 1 have, and notwithstanding the actual situation

2 actually end up ina situation where it's 2 that exists right now where thereisno rate

3 resulting in an increase in the overall 3 increase, certainly from the Board's

4 corporate budget as was originally approved by 4 perspective, we have to be concerned. One of

5 the leadership team and the board, that then 5 our regulatory principlesin trying to weigh

6 has to go to the leadership team for approval. 6 al this stuff israte stabilization and rate

7 So, | mean, an increase in our operating cost 7 stability, if you will, and, | guess, Mr.

8 that take us above budget right now, our CEO 8 O'Rielly, if you could just bring up Schedule

9 has made it quite clear that that’s avery 9 | of Mr. Bradbury’sevidence, pagel of 10.
10 significant event. 10 I’m just looking at the proposed 2007, | guess
11 . Apart from setting your budgets and your 11 here, and I'm forgetting the revenue
12 operating costs and what have you on the basis 12 requirement for the moment. I’'m looking at
13 of historic sort of trend analysisand to 13 things like, you know, interest going into the
14 ensure that they don't exceed inflation, is 14 2007 test year increasing, notwithstanding, |
15 there any consideration of -- perhapsthisis 15 think -- there was a comment in there that the
16 an unfair question to you, but I’m just trying 16 forecast debt had gone down from 2003 to 2007
17 to understand, |1 guess, where thismay be 17 by about $136,000,000.00, somewhere that’sin
18 going inthefuture. Isit fair to say that 18 your evidence. I'm looking at depreciation,
19 where Hydro isgoing and some of theimpacts |19 and | think there’'sacommentin there that
20 that you might be facing over the next three 20 theresult of your depreciation will be a
21 to five years, adjustment of ROE, for example, 21 greater burden, for example, a greater
22 that that tranglates into considerations into 22 financial burden on the organization looking
23 your financial forecasting and objectives. 23 at the future again. Fuel, | recognize, to
24 Perhaps | can clarify a little bit where I’'m 24 some degree is anon-controllable cost. Then
25 coming from. One of the concernsthat we 25 it comes to operating expenses, and I’ Il just
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1 come back to that in amoment. If you look at 1 that nature. Then there’ s Holyrood is another
2 the retained earnings of the 5.20 whereitis 2 sort of cost component that’ sthere, and we
3 now, | just look at the sensitivity of that, 3 can see acost increase in that areaas well.
4 I’m not afinancial person in any way, shape 4 | guess, what | see hereisalot of potential
5 or form, but | look at all other factors being 5 to adegree, and I’'m -- and beyond the 2007
6 equal sort of a 1 percent increase, for 6 sort of forecast, if you will, | don’t know --
7 example, in the rate of return on regulated 7 you know, there' s nothing in the application
8 equity, and maybethat’s a naive way in 8 which will give me any sense of what's going
9 looking at it, but it seems to me that you're 9 to happen beyond that in terms of financial
10 looking at about a net income of somewherein 10 projections, financial targets, etc. Perhaps
11 the order of 2.5 million dollarsfor every 11 you could comment in general terms, 1'm not
12 increasein 1 percent change and return on 12 looking for anything specific, on any of that,
13 equity. So to the extent you' re moving forward 13 | suppose?
14 on aplan there, it seems to me that that will 14 (12:32P.M.)
15 have to be found somewhere within the 15 A. Theprojections beyond 2007, of course, are
16 organization. 1'm looking at operating cost, 16 contained in the five year plan that we would
17 and I’'ll come back to that. We talked about 17 have filed with the Board. | believe that was
18 an increased labour component. | think your 18 CA 212. | guess, if youwantto go tothe
19 ceotalked aswell about, for example -- | 19 income statement there, it would give some
20 believe Mr. Haynes said three engineers are 20 indication. This, | guess, givesyou some
21 hired on, you're looking at maintenance 21 indication of what to expect in the future in
22 planning and puttingin a fairly refined 22 terms of our costs. As you can see, we
23 process, if you will, of looking at what your 23 certainly are anticipating increases in
24 maintenance cost will be in the future and 24 expenses from 432 in 2007 to 465in 2011. In
25 focusing on your aging assetsand things of 25 large measure, the increase in 2011 is based
Page 79 Page 80
1 onfuels. Certainly all of these factorswill 1 manager now is held to that departmental plan,
2 have an impact and will create rate pressure, 2 which includes a goal five and includes a
3 there'sno question about that. The same 3 number of initiatives, | guess, that they are
4 factorswill -- many of the same factors will 4 expected to deliver on. All of those
5 cause rate pressures in Newfoundland Power and 5 initiatives are supposed to be toward or
6 many other utilitiesaswell. | guess, in 6 geared towards enhancing Hydro's operational
7 terms of giving you asense of the planning 7 excellence. | think another thing that we' ve
8 process that Hydro is currently engaged in, we 8 done this year that we realy haven't done a
9 have enhanced our planning processin the last 9 very goodjob on in thepast, and we're
10 couple of yearsin that we've set very clear 10 probably still not 100 percent of the way
11 corporate goals with respect to aspects of 11 there, but all of the department managers this
12 safety, environment, and in particular, 12 year have been talkingto each other with
13 operational excellence. Operational 13 respect to their own department plans. Like,
14 excellence, | guess, is certainly one that 14 for example, in my own areawe are considering
15 impacts alot of peoplein the company because 15 some initiatives that will involve ES
16 each department manager now is challenged to 16 personnel. Sowhat we've done is we've
17 consider initiatives that they can undertake 17 communicated to our IS Department what our
18 in their own sphere of influence, if you will, 18 plans are for 2007 in terms of the initiatives
19 that will complement the corporate goal asit 19 that we want to undertake under the heading of
20 relatesto operational excellence. So each 20 operational excellenceto ensure that the
21 department manager now is obliged to prepare 21 resources arethere for uswhen the time
22 their own departmental plan that's a 22 comes, as has every other departmental
23 complement to the corporate plan. To that 23 manager. | think our 1S Department Manager,
24 extent, you know, we have operationalized the 24 in particular, isbeing inundated with a
25 corporate plan such that each department 25 number of initiatives from other department
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1 managersthat they are considering taking. 1 have any notion of atime framefor that at
2 The hopeisthat at theend of the day we'll 2 al, or isthat something that --
3 do abetter job of execution. | mean, it's 3 . | believe again that would be something you
4 great to have great plans, but if the 4 might see in the corporate five year plan. |
5 resources aren’t thereto execute on those 5 believe there might be a tablein there --
6 plans, then you don’t accomplish what you had 6 yes, Figure 2 here shows the anticipated debt
7 hoped that you would. So we'retrying to put 7 to capital ratio. So we're anticipating, at
8 somerealism around the plansthat we have 8 least based onthe assumptions that were
9 with respect to operational excellence, in 9 contained in this plan, that we would be going
10 particular, such that when the time comesto 10 in the 79 to 80 percent range in 2010.
11 execute on them, the resources are there. 11 . Just by way of clarification more than
12 . Thank you. Infairnessto your CEO, I think 12 anything, | think it's recognized within the
13 what he was saying with regard to things like 13 evidence that the whole issue of inter-
14 ROE that he’ d be coming forward, whether it's 14 corporate and inter-company transactions may
15 inthe context of the next application, or 15 beone intermsof anissuein future that
16 indeed prior to that, or after that, | guess, 16 will become more profound in terms of tracking
17 with aplan in that area. | did get the sense 17 cogt, given other aspects of your business and
18 by way of processthat there were corporate 18 other focuses of Hydro. With regard to the
19 objectives being set and they are moving 19 labour cost and the element that is noted in
20 toward coming up with specific genera 20 the evidence, would executive and management
21 corporate objectives there that they could 21 time and all that be tracked and incorporated
22 share at some point in time, | think, with the 22 within those costs, do you know?
23 Board beyond what might be contained within |23 . Yes, they are. Inour origina filing we had
24 this particular statement, for example. With 24 made allowances for what we anticipated those
25 regard to the 80/20 capital structure, do you 25 charges would be. It's very difficult
Page 83 Page 84
1 naturally to try to determine with certainty 1 . That'sall | have. Thank you very much, Mr.
2 what they're going to be, especially at the 2 Bradbury, for your testimony. It is twenty to
3 time when we had done these numbers. Astime | 3 one. Can | just canvas perhaps how long we
4 goes on, | think we'll have a better 4 might be with Dr. Cannon?
5 understanding of it because each individual in 5 MR. JOHNSON:
6 the company is aware of theimportance of 6 Q. | would expect to be twenty minutes on direct.
7 encoding (phonetic), you know, time to non- 7 CHAIRMAN:
8 regulated operations in the event that someone 8 Q. Ms. Butler.
9 in the regulated side of the business actually 9 BUTLER, Q.C.
10 is doing work in that regard, and as time goes 10 Q. Oh,I'm sorry, Mr. Chairman, | had indicated
11 on, | guess, we'll have more history -- we'll 11 previoudly | thought I’d be an hour.
12 be ableto, | guess, make estimates based on 12 CHAIRMAN:
13 historical context. 13 Q. If that’sthe case, then | think what we'll do
14 . Soyou see that asbeing part and parcel of 14 istake our lunch break. We've been at it now
15 tracking inter-corporate transactions within 15 since 10:30, so that’s a couple of hours. If
16 the organization? 16 we were to just break for twenty minutes, we' d
17 . Most definitely. | mean, we have now created 17 go well beyond -- I’'m at your pleasure.
18 non-regulated business units within our 18 MR. JOHNSON:
19 financial structure and individual cost with 19 Q. We'refinewith rolling on through, subject to
20 respect to those non-regulated activities are 20 ashort break so we can use the washroom and
21 tracked across business unitsin that regard. 21 things like that.
22 So any individual who is doing work on non- 22 BUTLER, Q.C::
23 regulated aspects of the businessisobliged 23 Q. Mr. Chairman, Mr. Bradbury is certainly going
24 to prepare atimesheet in that respect. 24 to be helping me with Dr. Cannon, so in
25 CHAIRMAN: 25 fairness|’d liketo have at least the twenty
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1 minutes, if not until 12:10, and I’'m prepared 1 Q. Mr.Chairman, I'd just like to note that | may
2 to sit all afternoon if it meansthat Dr. 2 haveto leave a few minutes early, because
3 Cannon isableto berelieved. 3 relying on the schedule, | made another
4 MS. NEWMAN: 4 appointment.
5 Q. Mr. Chairman, at least a half an hour | would 5 CHAIRMAN:
6 suggest so that people can gather some 6 Q. Okay.
7 sustenance and their thoughts, probably would 7 HUTCHINGS, Q.C.:
8 be well advised. 8 Q. Soif | disappear, don't worry about me; Mr.
9 CHAIRMAN: 9 Coxworthy will be here.
10 Q. Oh,yes, | wasgoing to make it ahaf an 10 CHAIRMAN:
11 hour, if not longer. Why don’t we come back 11 Q. Fair enough, Mr. Hutchings. Okay. Mr.
12 around 1:15. Thank you. 12 Johnson.
13 (12:40 P.M. - RECESS) 13 MR. JOHNSON:
14 (1:15 P.M. - RESUME) 14 Q. Mr. Chairman, Vice-Chair, on the stand now is
15 CHAIRMAN: 15 William T. Cannon.
16 Q. Good afternoon. Anything before we start, Ms. 16 CHAIRMAN:
17 Newman? 17 Q. Dr. Cannon, good afternoon.
18 MS. NEWMAN: 18 DR. CANNON:
19 Q. No, Mr. Chairman. 19 Q. Good afternoon.
20 HUTCHINGS, Q.C.: 20 CHAIRMAN:
21 Q. Mr. Charman - 21 Q. Andwelcome. Thisyour first visit to the
22 CHAIRMAN: 22 Province?
23 Q. Mr. Johnson, if you could just introduce your 23 DR. CANNON:
24 witness, please? 24 Q. No, | washere 39 yearsago for a couple of
25 HUTCHINGS, Q.C.: 25 daysvisit. | remember | had an enjoyable
Page 87 Page 88
1 afternoon spent out at Petty Harbour, which | 1 certain of your background, if you wouldn’t
2 gather isjust south of here. 2 mind, for afew minutes. Y ou are the Chair of
3 CHAIRMAN: 3 the Faculty Board of the School of Business
4 Q. Ohyes, Petty Harbour istill there. It's 4 and a Commerce Teaching Fellow in Finance at
5 probably just as enjoyable as ever. | don't 5 Queen’'s University School of Business in
6 know on aday like this now in the meantime, 6 Kingston, Ontario?
7 but did you arrive yesterday after the storm? 7 A. That'scorrect.
8 DR. CANNON: 8 Q. Andyou'rethe Chair of the Pension Committee
9 Q. Yes and | thought that perhapsmy arrival 9 of the Board of Trustees at Queen's
10 brought the good weather that we had 10 University?
11 subsequently. 11 A. Yes that'salso correct. 1'vebeenin that
12 CHAIRMAN: 12 position for about six years now.
13 Q. | guessyesterday eveningwasasgood asit 13 Q. For six years, and you've been teaching
14 got for the day, for sure. Anyway, welcome. 14 finance courses at Queen’sfor 32 years, and
15 DR. WILLIAM T. CANNON (SWORN) 15 you received your Ph.D in business economics
16 CHAIRMAN: 16 from Harvard in June of 1976, that correct?
17 Q. Thank you very much. Mr. Johnson, when you're 17 A. That'sal correct, yes.
18 ready please. 18 Q. Okay, andfor the Board sviewing, at Appendix
19 MR. JOHNSON: 19 Ais amoredetailed cv. |wantto touch
20 Q. Thankyou. I should say that by reason of 20 first onsome of your experience. Is it
21 biological impossibility, | have no 21 correct that you' ve presented written and oral
22 recollection of events when you were in Petty 22 rate of return and capital structure evidence
23 Harbour. Dr. Cannon, asyou noted, thisis 23 before Canadian regulatory boards for the past
24 your first timein thisjurisdiction and | 24 25 years?
25 would just like to lead you down through 25 A. That'scorrect.
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1 Q. Andyou've advised the Ontario Energy Board 1 formula based return on common equity?
2 staff and special counsel over that period of 2 . That’s correct.
3 time or at least some periods of that time? 3 . And | understand that these guidelines include
4 . Yes. 4 procedures for an annual automatic adjustment
5 . And you’ ve appeared before the OEB in numerous 5 of gasdistribution utilities allowed equity
6 rate hearings since 19827 6 returns during years when there’s no genera
7 . That's correct. 7 cost of capital hearing?
8 . And you've appeared before and presented 8 . That’s correct.
9 evidence to the National Energy Board on 9 . And | understand that, as stated in the
10 behalf of the Bc Petroleum Corporation and 10 summary portion of your more detailed cv, that
11 CanWest Gas Supply Inc. infour west coast 11 you've also delivered cost of capital papers
12 energy hearings? 12 a CAMPUT/Queen's Conference on Energy
13 . That's also correct. 13 Regulation both in July of *05and July of
14 . And you' ve testified on behalf of the Ontario 14 '06?
15 Ministry of the Environment and Energy before 15 . Yes, | have. Yes, | did.
16 the National Energy Board? 16 . | note that there'sa reference, as | have
17 . Correct. 17 aready noted, that you are the Chair of the
18 . And you' ve testified before the B.C. Utilities 18 Pension Committee of the Queen’sBoard of
19 Commission in severa hearings in the 1980s as 19 Trustees. Canyou adviseus of what that
20 well? 20 position entails?
21 . That'sright. 21 . Yes. Queen'shasa 1.4 billion dollar pension
22 . And in June of 2003, | understand that at the 22 fund, which isoverseen by the Board of
23 request of Ontario Energy Board staff, you 23 Trustees, and the responsibility of my
24 presented written evidence as part of the 24 committee is to choose the investment managers
25 OEB'sreview of its 1997 draft guidelineson a 25 that manage the money in this pension fund and
Page 91 Page 92
1 to monitor them frequently as to their 1 . And do you now confirm that you adopt the same
2 performance and to evaluate whether they’re 2 as your evidence in this proceeding?
3 doing a proper jobor not. So | and my 3 . Yes, | do.
4 committee are in contact with numerous 4 . Dr. Cannon, as your pre-filed evidence
5 investment managers frequently during the 5 indicates, you were retained by the consumer
6 year, updating ourselves with respect to 6 advocate to, amongst other things, evaluate
7 things like interest rate forecasts, new 7 and provide an opinion on the appropriateness
8 products that might be available for the 8 of Hydro's proposed automatic adjustment
9 pension fund to possibly improve return or 9 mechanism, as outlined in Hydro's Exhibit MGB-
10 reduce risk, going off to conferences and 10 1. Ina nutshell, would you provide your
11 meetings with these investment managers and 11 evaluation?
12 so, I've seen it over the years, I’ ve actualy 12 . Well, as | indicated in my pre-filed evidence,
13 been on the pension committee since 1991, but 13 | think that the automatic adjustment
14 |’ve been chair of it since 2000, I’'ve seen 14 mechanism should, number one, be based on an
15 thisas an opportunity to keep myself up to 15 updated, the most up-to-date estimate of the
16 date onwhat’s going onin the financial 16 embedded cost of debt for the test year, 2007,
17 community, with respect to different equity 17 and importantly the formula, the automatic
18 and debt products and alternative investments 18 adjustment formula should incorporate, in the
19 and, you know, | find that a great opportunity 19 year-by-year calculation of the range for the
20 and I’'m able to bring that knowledge, not only 20 allowed rate of return on rate base, in that
21 to the classroom, but to regulatory hearings. 21 formula should be incorporated the best
22 . Dr. Cannon, didyou filetestimony in this 22 expectation of the expected or the embedded
23 Hydro General Rate Application dated October |23 cost of debt and the weighted average cost of
24 27, 20067 24 capital, the best expectation we can make
25 A Yes, | did. 25 today of what those values will actually bein
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1 the yearsbeyond the test year, in other 1 recorded in this hearing and pre-established,

2 words, for years 2008, 2009 and 2010. 2 be established as components of the weighted

3 . Dr. Cannon, you were also asked to recommend 3 average cost of capital portion of the

4 changes to the proposed automatic adjustment 4 automatic adjustment formula that would be

5 mechanism put forward in MGB-1, where 5 used in 2008, 2009 and 2010. In other words,

6 appropriate, to better meet the purpose of the 6 what our best estimate today is of the

7 automatic adjustment mechanism. Again, ina 7 embedded cost of debt should be factored into

8 nutshell, what do you recommend? 8 the formula.

9 . Well, thisis set out at the bottom of page 9 . Dr. Cannon, in CA-218 NLH, the Consumer
10 four of my prefiled evidence. I'm 10 Advocate asked Hydroto providea detailed
11 recommending, again, two things. One, that 11 calculation for Hydro’s most recent forecast
12 Hydro be asked to estimate, during the current 12 of its embedded cost of debt for 2007, '08,

13 hearing, what it's likely embedded average 13 2009 and 2010, which Hydro has answered as of

14 cost of debt will bein each of the years 14 January 12th, 2007. If we could have CA-218

15 going forward to the end of the life of the-- 15 Table 1 just brought up briefly?

16 orinitial life of the automatic adjustment 16 (1:30 p.m.)

17 mechanism, and indeed Hydro has done this for 17 A. Andthereitis.

18 us, and based onthe forecast provided by 18 Q. Okay. Inthat table, Dr. Cannon, Hydro

19 their two lead underwriters. And secondly, 19 provides its most recent or most current

20 I’'m recommending that this forecasted embedded 20 forecast of its embedded cost of debt for

21 cost of debt for each of the years beyond the 21 those years. What is your comment upon these

22 test year, 2008, 2009 and 2010, that these 22 forecasts now provided by Hydro for these

23 forecasted values, which | think at this point 23 years?

24 Hydro and | basically agreeon, that these 24 . Wéll, | do not disagree with the numbers that

25 forecasted values be approved in this hearing, 25 Hydro has arrived at here, particularly the
Page 95 Page 96

1 expected embedded cost of debt of 8.23 percent 1 inour forecast, I’'m content to agree with

2 for 2008, 8.20 percent for 2009 and 8.21 2 these as the best available forecast for

3 percent for 2010. | don’t disagree with these 3 Hydro's embedded cost of debt for the years

4 values, but | think | have to point out, Mr. 4 beyond 2007, but they’ ve been arrived at after

5 Johnson, that these were not the first values 5 aconsiderabl e testing process.

6 that the company came up with for the embedded | 6 . Dr. Cannon, as your pre-ffiled testimony

7 cost of debt and that these numbers have been 7 evidence and as you've said, you're

8 arrived at asthe result of a considerable 8 recommending that Hydro's-that should the

9 testing processduring this hearing. The 9 Board decide to approve an automatic
10 initial numbers that the company came up with, 10 adjustment mechanism for Hydro that it be
11 based oninformation that wasavailable | 11 improved and you recommend that Hydro be
12 presume last summer, were much higher than 12 asked, asyou've said, to estimate itslikely
13 this, and we challenged them and felt that the 13 embedded average cost of debt for each of the
14 company, if they incorporated more recent 14 years’08, '09 and 2010, based on the relevant
15 advice from their financial advisors, that 15 interest rate forecast for these years by its
16 these numbers would come down, and indeed, 16 two lead underwriters and either approved or
17 that’s what they have done. So | would 17 amended by this Board in light of the
18 consider that these numbers, which we now can 18 testimony here from al the proceedings. I’d
19 basically agree on, there's dlight 19 like to ask you, Dr. Cannon, in your opinion,
20 differences, you know. I've suggested that 20 should this place an administrative burden
21 the cost of short-term debt might be lower in 21 upon Hydro to make these estimates?

22 2009 and 2010 than the company’ s figures, but 22 . Wdl, | don'tthink it places any extra

23 their number for 2008 is lower than the number 23 administrative burden on them. The company,
24 that | used. So I think, atthis point, 24 asMr. Bradbury acknowledges, goes through
25 considering that there are dlight differences 25 thiskind of estimation process, creates the
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1 same numbers that are required for estimating 1 let’ s just assume that the company’s coming to
2 the embedded cost of debt in its own five-year 2 refinance the 200 million dollar debenture
3 financia planning cycle. So aswe' ve seen, 3 issue that matures in 2008, and we' ve built
4 it didn't appear to strain the company’s 4 into--supposing the Board accepts my proposal -
5 resources to come up with the answer to CA-218 5 -we will have built in, into the embedded cost
6 NLH and the numbers incorporated in this Table 6 of debt, the expectation that that refinancing
7 1, presumably largely came out of the 7 rate will be 4.48 percent. | can’t imagine
8 company’sinternal financia planning process. 8 that if Mr. Bradbury can find a bond issue
9 So | don't think that coming up with an 9 that he can refinance that at less than 4.48,
10 estimate of the expected cost of--embedded 10 they’ll have every incentive to do that
11 cost of debt going forward that doing that at 11 because any amount that he can achieve below
12 each general rate application doesn’t add any 12 the 4.48 percent will go directly into the
13 additional administrative burden on the 13 bottom line of Hydro and would increase
14 company. 14 Hydro’ s achieved return on common equity.
15 . If your recommendation wereto be followed, 15 . And Dr. Cannon, doyou know the reason why
16 would this provide an economic disincentive 16 Hydro has brought forward this proposa in
17 for Hydro to work hard to find the lowest cost 17 MmGB-1, forward to this general rate
18 of financing for Hydro’s operations during 18 application for the Board' s consideration?
19 these post 2007 years? 19 . Yes. Very briefly, in the previous--in
20 . No, not a all. Generally speaking, if Hydro 20 Hydro's previous genera rate application,
21 can arrange for cheaper financing than the 21 which | guess started in 2003 and the decision
22 embedded cost of debt that isincorporated in 22 came in 2004, there was considerable
23 the automatic adjustment formula, they’ll want 23 discussion about an automatic adjustment
24 to go ahead and do this because in doing so, 24 mechanism and the Board chosg, at the time,
25 they can achieve a higher return on equity. So 25 becauseit felt that it didn't have enough
Page 99 Page 100
1 information and the proposal, specific 1 adjustment mechanism, reservations in
2 proposal, | guess, had not been put forward at 2 particular with respect to the fixed embedded
3 that time, the Board basically ordered Hydro 3 cost of debt throughout the life of the
4 to come back at this hearing, the next general 4 mechanism. However, the remedies that were
5 rate application, with aproposed automatic 5 proposed at the time, which would have
6 adjustment mechanism, and that’swhat Hydro 6 involved annual readjustments of that number,
7 has done. 7 the Board did not accept for reasons that
8 . Dr. Cannon, inNLH 26 CA,inthat RFI,you 8 frankly | can sympathize with. 1 mean, the
9 were effectively asked whether at the time of 9 Board felt that if the embedded cost of debt
10 thefiling of your pre-filed evidence, you 10 were, in fact, reexamined each year and
11 were aware of the history of Newfoundland 11 adjusted each year after the general rate
12 Power’ s automatic adjustment mechanism, and |12 application, that this might be possibly a
13 the question goes on "specifically, was Dr. 13 disincentive for the company to seek out the
14 Cannon aware that the Board had approvedthe |14 lowest cost of financing on the theory.
15 use of afixed/embedded cost rate for debt in 15 Actually, | suspect the company would still
16 comparison to aforecast cost rate for equity 16 have looked for the lowest cost of financing.
17 in Newfoundland Power’s automatic adjustment |17 It'sin acorporate treasurer’ s blood to ook
18 mechanism?' For therecord here today, Dr. 18 for the lowest cost of financing, but the idea
19 Cannon, can | have your pre-say responseto 19 that well, if the company can only enjoy the
20 these queries? 20 benefits of the lower cost of financing for
21 . Yes. Byreading the material from that 21 six months or ayear until it gets adjusted in
22 earlier Newfoundland Power hearing, it was 22 the formula, well, why try so hard? But, and
23 clear to me that both the consumer advocate 23 then the other reason that the Board gave, and
24 and Grant Thornton had some reservationswith |24 I'll just quote was, it would seem contrary to
25 respect to Newfoundland Power’s automatic 25 the purpose of having an automatic adjustment
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1 mechanism if once a formula had been 1 isgoingto beintheformulafor theyears
2 established, the Board were to use variances 2 2007 through 2010, then therewill be no
3 from forecasts of requirements, and then to 3 changing of that number during the life of the
4 adjust various formula components as they 4 formula. Therewill beno needto adjust
5 change. So these were the Board's stated two 5 various formula components asthey change.
6 objectionsto the remedies provided in that 6 The embedded cost of debt valueswill be set
7 Newfoundland Power hearing. 7 upfront, and by the end of this hearing.
8 Well, my proposal, recognizing that the 8 . Dr. Cannon, could | refer youto MGB No. 5,
9 Board had concerns about these, | specifically 9 and | want specifically to draw your attention
10 designed my proposal so asnot to offend 10 to the information that was provided and
11 either of those concernsor notto offend 11 generated by Hydro in respect of this exhibit,
12 either of those principles. AsMr. Bradbury 12 not that which appearsin the block.
13 has acknowledged, if the embedded cost of debt 13 | take the purpose of these figuresas
14 is set ahead of time, evenif it's set at some 14 basically saying, look, we're dealing with a
15 number that isn’t a fixed number for the four 15 small figure of $600,000 interms of the
16 years, he will still have every incentiveto 16 estimated impact, you know. Isit realy
17 try to finance at the lowest possible rate. 17 worth the candle to look at another type of
18 So there’ s--my proposal doesn’t involve any 18 mechanism, such as the one that Dr. Cannon is
19 disincentive for the company to seek the 19 providing? Do you have any commentsin that
20 lowest cost of financing, and secondly, my 20 regard?
21 proposal doesn’t involve any coming back and 21 . Yes, | do. On theface of it, $600,000 ayear
22 revisiting the issueand looking for new 22 may not seem like very much, butif I'm a
23 evidence and asking the Board to make new 23 Hydro ratepayer, I'm asking myself why should
24 decisionsin non-GRA years. | mean, once this 24 a formula be designed that builds in a
25 Board has set what the embedded cost of debt 25 $600,000 bias each year, or at least possibly
Page 103 Page 104
1 as much as $600,000 each year, a $600,000 bias 1 the start and then thiswon’'t be something
2 toward Hydro's over earning it's allowed 2 that we have to fight about in future years.
3 return on equity, and the 600,000 is a number 3 (1:45p.m.)
4 that it'snot just aoneyear number. It's 4 Q. Dr.Cannon, could | have Mr. O'Ridlly turn up
5 that amount or something maybe somewhat less 5 NLH 32 P.U.B? And I'll just leave that there
6 than that, would bean over earningor a 6 for a moment, because | think it has some
7 potential over earning for Hydro for each of 7 relevance, but the implication of several Rris
8 the three years beyond the test year, and | 8 that were directed to the consumer advocate in
9 guess, the larger issuein my mind is Hydro is 9 relation to your evidence, and which were
10 coming before the Board here to ask for-- 10 answered, was whether it was reasonable for
11 admittedly, the Board encouraged them to do 11 the Board--was that it is reasonable and
12 this--an automatic adjustment mechanism, and 12 really only reasonable for the Board to order
13 there'severy likelihood that if the Board 13 the same formula as Newfoundland Power has,
14 approvesone, that it will bein placefor 14 and otherwise you'd have unacceptable
15 many, many years, not just the first three or 15 asymmetry. Would you provide your observation
16 four years. It could be in place for decades, 16 asto that implication?
17 and so | think it’s especially important for 17 . Yes. | was comforted to see the response that
18 the Board to approve a design of this 18 Grant Thornton made to Hydro’s question where
19 automatic adjustment mechanismin away that 19 they were--Hydro was, | guess, suggesting that
20 where the Board getsit right, right from the 20 my recommendation was contrary to rate making
21 start. There'sno point in sort of building 21 principles and as has been, | think, read into
22 in a bias that then encourages the intervenors 22 the record before, Grant Thornton said that
23 to complain in, you know, future years and 23 their understanding of the Board’ s roleswas
24 want to adjust aformula. | mean, my gut feel 24 that the Board should make decisions that
25 would beto say let’s get it right, right at 25 weigh and consider all the relevant principles
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1 in the context of and in the circumstances of 1 the allowed return for Newfoundland Power,
2 the evidence presented at the hearing, and 2 right, and these two differences between Hydro
3 it's presumably the evidence about the 3 and Power are, in my view, very, very material
4 applicant, in thiscase the evidence about 4 differencesthat affect the appropriateness of
5 Hydro, Newfoundland and Labrador Hydro. And 5 keeping the embedded cost of debt constant in
6 it'smy view that to start with Newfoundland 6 the formula.
7 Power as the template for an automatic 7 Because of these two differences, the
8 adjustment mechanism and, without further 8 embedded cost of debt, as has already been put
9 justification, to assume that, you know, the 9 in evidence, the embedded cost of debt
10 basic framework of the mechanism that 10 basically determines 92 percent of the overall
11 Newfoundland Power uses would aso be 11 return on rate base for Hydro, whereas the
12 appropriate for Hydro, | think that this just 12 return on equity determines only somewhat less
13 doesn’'t wash. Thisis not appropriate. 13 than eight percent of the required return on
14 Hydro and Newfoundland Power are not 14 rate base. For Newfoundland Power, this split
15 comparable when it comesto the treatment of 15 ismore like 50/50, instead of 92 to eight.
16 the embedded cost of debt within the automatic 16 So it seems to meto sort of undermined the
17 adjustment formula. As has been pointed out, 17 purpose and the credibility of Hydro's
18 Hydro, in Hydro, the debt representsa far 18 proposed automatic adjustment mechanism to, on
19 larger proportion of the overal capital 19 the one hand, fix, at a constant rate for four
20 structure, you know, 83-84 percent in the case 20 years, fix at a constant rate for the life of
21 of Hydro, whereas for Newfoundland Power debt, 21 the automatic adjustment mechanism, the cost
22 it's only approximately 55 percent of the 22 rate on that component that makes up 92
23 regulated capital structure. Similarly, for 23 percent of thereturn on rate base, but to
24 Hydro, the regulated return on equity is 24 alow year-by-year adjustments through the
25 dramatically lower, you know, by design than 25 adjusting the return on equity for that
Page 107 Page 108
1 component that accounts for only eight percent 1 but the one thing that we seem to be ableto
2 of thetotal return on rate base, and these 2 agree on isthat the embedded cost of debt
3 proportions are dramaticaly different than 3 will trend downwards slightly beyond the test
4 thosethat are truefor or experienced by 4 year and it's my view that the Board should
5 Newfoundland Power, and therefore, | think 5 not ignore this and that ratepayers would be
6 that whether or not having a constant embedded 6 unhappy if they felt that the formula that was
7 cost of debt is appropriate for Newfoundland 7 going to be approved and perhaps perpetuated
8 Power, that'san issueto be discussed some 8 in future hearings was going to be a one that
9 other time. Whether or not it's appropriate 9 built in ignoring the decrease in the embedded
10 for them, it's not appropriate for 10 cost of debt that we both agree is more likely
11 Newfoundland Hydro to basically say, you know, 11 to happen than not.
12 we got an automatic adjustment mechanism, but 12 . And Dr. Cannon, finally, | takeit that you
13 guess what, we're not goingto adjust 92 13 would not have any objection to the reporting
14 percent of it, by definition. We're going to 14 mechanism and the trigger mechanism that also
15 keep 92 percent of it absolutely the same, 15 found as components within the proposal put
16 even if we view that therewill be some 16 forward by Hydro?
17 changes in the future, even if we both agree 17 . No, | haveno objectiontothat at all. It
18 that the embedded cost of debt is likely to 18 provides a degree of comfort to, for example,
19 trend downward after the test year. We're 19 your clients, to the ratepayers. | guessit’s
20 going to ignorethat. We'regoing to keep 20 open to debate how much protection it implies,
21 that 92 percent absolutely constant and only 21 how much wiggle room Hydro has within that,
22 adjust that smaller eight percent portion. 22 therange of that triggering mechanism. We
23 Indeed, that smaller eight percent portion 23 saw this morning that Hydro could achieve an
24 could go up or down. We don’t know which way 24 interest cost savings of two million dollars
25 long-term bond rates might go in those years, 25 without possibly triggering areview of the
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1 formula. 1 A. Yes, | agree with that.

2 Q. Thank youvery much, Dr. Cannon. That's my 2 Q. Okay. We'll just have apeak at NLH 22, just

3 direct. 3 to make sure that we're all on the same page,

4 CHAIRMAN: 4 and there' satable there. Now thefigures,

5 Q. Thank you, Mr. Johnson. Ms. Butler? 5 of course, don't all appear on the same page.

6 BUTLER, Q.C. 6 There'slike three of nine. Thereyou go. So

7 Q. Mr. Chairman, we do have a couple of handouts 7 for example, | think thisis 2007, is it,

8 which were provided to the Consumer Advocate 8 that’s on the screen? Yes.

9 last evening.  So perhaps for the record, 9 A Yes
10 we' Il just get those circulated now. 10 Q. And the figure that you had originaly
11 CHAIRMAN: 11 calculated there was 8.36. Sowhat we're
12 Q. Lookslike everybody had abusy day yesterday, 12 essentially saying is that these figures that
13 notwithstanding the storm. 13 were inthat exhibit, you now accept are
14 BUTLER, QC: 14 closer to the ones that are on the revised cA
15 Q. Dr. Cannon, before we get too deeply into your 15 218?
16 cross-examination, and relative to the 16 A. Yes, | accept the company’s forecast for the
17 acknowledgement you've made aready this 17 embedded cost of debt for years 2008 through
18 afternoon that you have no quarrel with the 18 2010 asincorporated in cA 218. It's based
19 revised figures that have been put forward by 19 on, obviously, updated information that was
20 Newfoundland Hydro in ca-218, to avoid 20 provided through a-subsequent to the
21 confusion at alater date, can | just clarify 21 settlement in, | think, December the 6th.
22 with you that these numbers, the 8.27, 8.23, 22 Q. Yes, thank you. 2007 is aso in there though.
23 8.20 and 8.21, arenow adopted by you to 23  A. Yes. | assumed we weren't fighting over 2007.
24 update those that were originally calculated 24 Q. That'sfine, aslong aswe'reclear.
25 by you in NLH 227 25 A Yes

Page 111 Page 112

1 . Now Mr. Bradbury’ s exhibit that he had worked 1 evidence?

2 on yesterday and which we also provided to you 2 A. Yes, that'scorrect.

3 overnight, which is now Exhibit MGB-4 and for 3 Q. Okay. | wonder if that can be marked

4 which you did arevision yourself, added the 4 Information No. -

5 table tothe right and that has now been 5 MS. NEWMAN:

6 entered as MGB-5,do | understand that you 6 Q. b

7 also agree with Hydro's calculations as set 7 BUTLER, Q.C.

8 out in that exhibit? 8 Q. -5,thank you. OnInformation No. 5, your

9 . Yes, | do. 9 written pre-filed evidence a so refersto the
10 . Okay. Now just one other preliminary issue, 10 fact that you gave written evidence to the OEB
11 Dr. Cannon. Inyour evidenceat page one, 11 onthis. Now | know that you weren't able to
12 lines 34 to 38, you refer to your presentation 12 produce that today, because| asked you for
13 of written evidence as"part of the OEB’S 13 that too late yesterday. Can | just ask you a
14 Review of its 1997 draft guidelines on a 14 very high level question then, please, Dr.
15 formula based return on common equity, which |15 Cannon? And that is, relative to the written
16 included procedures for an annual automatic 16 evidence that you gave on these guidelines,
17 adjustment of equity return inyears when 17 would that written evidence on these draft
18 there is no general cost of capital hearing.” 18 guidelines have any relevanceat al to the
19 . That’s correct. 19 recommendation you' re making today in Hydro’'s
20 . Soone of thethings| was curious about was 20 case, namely to fix today the embedded cost of
21 whether in fact | had properly located those 21 debt to be used in the proposed formulafor
22 guidelines and that is that first handout. So 22 '08,'09 and ' 10?
23 could you just confirm for me, please, that 23  A. | don't think there's anything that |
24 these March 1997 Ontario Energy Board draft 24 incorporated in that evidence, but | don’t
25 guidelines are the onesreferred to in your 25 haveitin front of me, andit’'s four years
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1 ago, that bears on whether the embedded cost 1 Newfoundland.
2 of debt should be fixed or should change each 2 (2200 p.m.)
3 year. In Ontario, | believeit doeschange 3 Q. Yes okay. Sol’'m going to accept what you've
4 each year, because new information is brought 4 indicated and that is that going by your
5 to the Board, not in a hearing process, but as 5 memory, you do not believe that there was
6 part of the updating of the return on equity. 6 anything inthe written evidencewhich is
7 . Yes. 7 referred to in the pre-filed here today that
8 . The general information that’ s brought to bear 8 would have touched on the recommendation that
9 onthatisalso used, | believe, in updating 9 you're making with respect to the embedded
10 the debt cost aswell. I'm sure the Board 10 cost of debt for Newfoundland Hydro?
11 understands that the situation in Newfoundland 11 A. | believethat’strue.
12 is quite different than the other 12 Q. Can | also ask you then, finaly on that
13 jurisdictions in Canada. In Newfoundland, the 13 point, giventhat these were marked draft
14 procedure has been to regulate the return on 14 guidelines and that you actually made written
15 rate base, and whereas in the other 15 submissions, written evidence submissions
16 jurisdictions, the focushas been on the 16 relativeto their review of it, is it also
17 return on equity. So thework that | did on 17 your understanding, Dr. Cannon, that at the
18 the return on equity isn't directly 18 end of the day, the OEB released an order and
19 transferable to return on rate base. | mean, 19 theonel found wasin relation to Union Gas
20 the background material about forecasting 20 and Embridge Gas, which essentially confirmed
21 interest rates and looking at capital 21 the draft guidelines without change?
22 structures of utilities and theimpact on 22 A. That’scorrect.
23 revenue requirements and all of that carries 23 Q. Okay. So-
24 over, but the specific formulais different in 24 A. Ifl cangive just a little background on
25 Ontario and at the NEB than it is in 25 that, the draft -

Page 115 Page 116
1 . Beforeyou do though, canl just make the 1 for the third time. And it happened at atime
2 point then that the one that we've just 2 when | just wasn't available. So, | believe
3 entered, Information 5, would bein effect 3 that they have another review of this, but I'm
4 today, asfar asyou know? 4 not aware of decision that has come out of
5 . Yes. Yes, | believethat'strue. | haveto 5 that.
6 qualify that because | was involved in 6 Q. Thedecision that came out of the review which
7 advising the Ontario Energy Board with respect 7 isreferred to in your own evidence filed here
8 to the original 1997 draft guidelines. 8 today, | gaveyou this morning just for
9 . Yes. 9 information purposes, and you're satisfied
10 . And curioudly, the word "draft" stayed on 10 that that was the right order, the one that |
11 that, it seemed, forever. Then | was asked to 11 showed you?
12 come back as one of the participants in the 12 A. Yes, but I'm satisfied that the Board made no
13 hearing in 2003 to basicaly the utilities 13 change, the Ontario Energy Board made no
14 themselves initiated that hearing because as 14 change in 2003.
15 interest rates were coming down, they felt 15 Q. Thank you very much. So, I’m going to return
16 that they were being pinched and they wanted 16 to Ontario and other jurisdictions alittle
17 to revisit theissue, and the Board asked me 17 later in my cross-examination. Thank you.
18 if 1 would comeand revisit what | had done 18 Dr. Cannon, do you accept that historically,
19 before. So we batted around a couple possible 19 in thisProvince, unique aswe are, that
20 suggestions, but in the end, as you noted, the 20 Utilities does not have their costs reviewed
21 Board decided to make no change in the 21 every year, but under normal circumstances,
22 formula. They were happy with the procedure. 22 every two to three years?
23 Now, | believe that during 2006 they also 23 A. Yes, I'll accept that.
24 initiated another review. And they also asked 24 Q. For example, the rates currently in place for
25 me would | come back and look at my own work |25 my client are ratesthat were based on a
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1 revenue requirement that was estimated in 2003 1 for 2004.

2 for the test year, 2004. 2 A Yes

3 A Yes asfarasl know. 3 Q. Doyou agree with that?

4 Q. And of course, the revenuerequirement is 4 A Yes yes

5 based on forecast costs? 5 Q. And acapital structure aswell that was

6 A. Correct. 6 forecast for 2004.

7 Q. | wonder, to be specific, can welook at 7 A. Yes.

8 Schedule 3 of Mr. Bradbury’s original 8 Q. Forecast rate base for 2004.

9 evidence, page 2 of 2. Thereason why | pick 9 A Yes

10 this, Dr. Cannon, is becauseit does show a 10 Q. And forecast return on rate base for 2004.

11 comparison of '04 and ' 07 test year costs. 11 A. Yes

12 A. Which exhibit isthis, please? 12 Q. Okay. Now, Mr.Bradbury revised the 2007
13 Q. Sorry. It'sonthescreen, but feel freeto 13 numbers which are shown there and the
14 find your hard copy. Schedule 3 of Mark 14 comparablesin hisevidence at Schedule A,
15 Bradbury’ s original evidence. 15 page 2 of 2, that’ s the December filing. So,

16 A. Okay, I'll take what's on the screen. Yes. 16 thisisthe one | want to focus on.

17 Q. Ifatany timeduring my cross, though, you 17 A. Okay, yes, | seethose.

18 wishto refer to ahard copy for your own 18 Q. He's just comparing the August to the

19 notes or whatever, please let me know. 19 December. In the category of operating

20 A. Thank you. 20 expenses, to be clear, notwithstanding that

21 Q. So, thetest year revenue reguirement, 2004, 21 Newfoundland Hydro did not come back for a
22 first column - 22 rate increase between '04 and ’07, it would
23 A. Yes 23 have had to live within the revenue

24 Q. - washased on expenses, the category is 24 requirement which was established the 2004
25 indicated there, operating expenses, forecast 25 test year forecast, correct?

Page 119 Page 120

1 A Yes 1 weighted cost of debt at 6.9.

2 Q. Now, hereon line 26, we have the return on 2 A. Yes, | seethat.

3 rate base figure. For the revised test year 3 Q. Okay. Andinturn, of course, we havethe

4 figures, it's 110,707,000? 4 forecast, embedded cost of capital applied to

5 A Yes 5 retained earnings, right?

6 Q. Tounderstand where that figure comes from, | 6 A. Yes.

7 wonder if we can just look at page 5 of 6 of 7 Q. Now, going to the next part which is 6 of 6.

8 Mr. Bradbury’s evidence. 8 A. Yes, | seethat.

9 A. Okay, thiswasthe original filing? 9 Q. The6.9 percentiscarried forward.

10 Q. No, thisistherevised - 10 A. Yes

11 A. Oh, therevised December filing, yes. 11 Q. And it isapplied to the forecast rural

12 Q. I’'mjust going to seeif we can reconstruct 12 assets.

13 where that hundred and ten million comesfrom. |13 A. Something, okay, 6.9 percent was what we saw
14 Okay. So, the forecast imbedded cost of debt 14 on the previous--yes, okay.

15 which isin the December filing now just down 15 Q. Appliedto the forecast rural assets.

16 below shown at 8.26 percent - 16 A. Yes

17  A. Yes 17 Q. Okay,toget analowed return and added to
18 Q. - afigurethat you now agree with - 18 the forecast weighted average cost of capital

19 A. Yes 19 to the other rate assets, et cetera, to get
20 Q. -isapplied against the forecast debt, which 20 the revised allowable--I'm sorry, the rate of
21 isto the far |eft. 21 return onrate base and then the revised
22 A. Farleft? 22 allowable range.
23 Q. I’'msorry; I'vegone ahead of myself. The 23 A. Alright.
24 forecast imbedded cost of debt isapplied to 24 Q. The figurethat you see there to the far
25 the forecast debt for the test year to give a 25 right, the 110.8 -
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1 . Yes. 1 with, | assume, that they’ll, the company will
2 . - isdightly off because of rounding of the 2 haveto live with the 110.7 million for the
3 two numbers aboveit. 3 test year. It isnot contemplating living
4 . Yes, okay, it should be 110.7. 4 with the expected imbedded cost of debt for
5 . Right. In any event, that 100.7 or 8finds 5 the years beyond that.
6 its way back into line 26, the earlier 6 . Wel, my poaintis though, Dr. Cannon, that
7 Schedule A. The Schedule A, yes. 7 until Hydro comes back to the Board for a
8 . Yes, | seethat. 8 review of the revenue requirement which is on
9 . Okay, right there. So, in terms of the effect 9 that schedule, the rates that are established
10 on the Utility between test years, Dr. Cannon, 10 using the test year are based upon the
11 my pointis only that not only does the 11 forecast operating costs, the forecast capital
12 Utility have to live with the figures between 12 structure, theforecast rate baseand the
13 tests years for their operating expenses, that 13 forecast return on rate base for asingle test
14 have been approved by the Board, but to the 14 year.
15 extent that the 110.7 appears here, it aso 15 . That’s correct, under the current regime, yes.
16 hasto live with the forecast it has made for 16 . Under the current plan. Now, do you
17 the other factors that we just saw on pages 5 17 acknowledge the benefitsto rate payers of
18 and 6? 18 this type of regulation in only have rates set
19 . That'scorrect, but at least, just for the 19 once every two or three years.
20 test year. It'sproposal would not have it 20 . | acknowledge the benefit of reducing the
21 live with its expected imbedded cost of debt 21 costs that are associated with having annual
22 for the years after 2007. The proposal would 22 hearings and by not having annual hearings we
23 be to keep that number at 826 when the 23 save alot of money and the Board’ s time that
24 expectation is the imbedded cost of debt might 24 perhaps can be spent in other productive
25 be somewhat lower than that. So, it will live 25 activities. If it were not for those hearing
Page 123 Page 124
1 related costs, of course, economic efficiency 1 . Yes, but | would hope, as I've aready
2 would suggest an improved result, if indeed, 2 suggested Mr. Bradbury would do with respect
3 rates and user rates were adjusted annually to 3 to financing costs, | would hope that all of
4 reflect changing circumstances. So, it's the- 4 Hydro's employees would be looking for
5 -l certainly support the reduction in 5 efficiencies every time they turn the corner.
6 administrative costs and headaches and 6 I mean, | hopeit’sinthe nature of people
7 confusion and al that that comes with, if one 7 who are working for the utility to aways be
8 can avoid having hearings every year, that’s 8 coming up with suggestions on how to improve
9 the primary benefit to the rate payers, to the 9 things and reduce costs.
10 extent that it exposes the company to risk or 10 . Well, | wonder could we just go to the order
11 similarly, flip side of that, rate payersto 11 P.U. 19 (2003), page 68 where this is
12 risk that they are paying perhaps morethan is 12 discussed, it's alittle further down. Yes,
13 necessary. Well, that'snot abenefit to 13 just before the bold print there, you'll see--
14 anybody. 14 about five linesdown, Mr. O’'Rielly, thank
15 . Do you accept, Dr. Cannon, that this Board in 15 you--the Board does not want, however, to
16 previous decisions for Newfoundland Hydro and |16 discourage Newfoundland Power from continuing
17 Newfoundland Power has indicated three 17 to seek efficiencies to lower cost and will
18 benefits essentially. Thefirst, the one that 18 focus primarily on those components that
19 you've just addressed. The second, rate 19 remain outside the control of the Utility.
20 stability. 20 And then, of course, we've aready
21 . Yes, certainly | would acknowledge rate 21 acknowledged earlier today inyour evidence
22 stability as a benefit. 22 the monitoring mechanism that the Board
23 . And third, the opportunity for the Utility to 23 imposed on Newfoundland Power. So, areyou
24 achieve operating efficiencies during non test 24 disagreeing with what the Board has said
25 years. 25 there?
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1 A. No,notatall. 1 million and onwhat would likely happen to

2 Q. Now,in the automatic adjustment mechanism 2 that number going forward. The company, in

3 that you proposed, relative to Mr. Bradbury’s 3 their response to cA 218, acknowledged that

4 Schedule A to the December 2006 filing and 4 the cost base of that number was likely to be

5 again that Line 26 item, to the extent that 5 somewhat less inthe years beyond 2007 and

6 the imbedded cost of debt found its way into 6 this, one of the major elements making that

7 that figure which we just went through from 7 cost less wasthe expectation that we both

8 Tables 5and 6 or pages 5 and 6 of Mr. 8 have that when the major 200 million dollar

9 Bradbury’s revised evidence, you are 9 refinancing comes about in 2008, that the rate
10 suggesting that we substitute in there figures 10 on the new debentures that are issued will be,
11 that we would forecast today for '08, '09 and 11 inall likelihood, significantly lower than
12 "10, isthat correct? 12 the 5.5 percent that the company is currently
13 . Yes. Wéll, for their respective years going 13 paying. Andweknow for sure that there's
14 forward. 14 going to have to be financing in 2008. That's
15 . Yes, but in every other sense of this schedule 15 something we know now. And we can make with
16 you are not suggesting that we make any 16 the help of the company’sfinancial advisors
17 substitution or forecast for any other 17 and partly, | guess, based onthe forecast
18 operating expense or other element that 18 that I’ve made, we can make a reasonable
19 comprises the cost of service. 19 estimate about what the refinancing will cost.
20 . Wdll, firstof dl, | wasn't retained to 20 We can, the company says four eight percent, |
21 examine the other items, the other lineson 21 have forecasted 4.4 percent, Mr. Bradbury
22 thisexhibit. | was asked, by the Consumer 22 suggested that we aim at this through dightly
23 Advocate, to evaluate the automatic adjustment |23 different methodologies, but my bet isthat
24 formulawhose impact is solely on the return 24 their financial advisors used very similar
25 on rate base. So, my focus was on that 110.7 25 methodol ogies to the ones that | used looking

Page 127 Page 128

1 at theforward curve and seeing what the 1 A. Thenumbersabove, line 23 and above.

2 consensus forecast was in the marketplace. 2 Q. Yes, for the other years.

3 o, thisis something that we nowhere can 3 A. Yes, they, | gather, have not been subject to

4 reasonably forecast today that | think we 4 that regulatory scrutiny, although, | mean, |

5 shouldn’tignore. | think that we can, we 5 presume these numbers are part of the

6 ought to build that into the formula and build 6 company's five year financial projection

7 it in today and without any expectation that 7 that’s presented to the Board and if the Board

8 we're going to go back and revisit it in non- 8 had any questions about it or thought that

9 GRA years. Rather than building in an 9 they were unredlistic numbers or they couldn’t
10 expectation that the company may over earn to 10 base their planning, the old capital structure
11 the tune of somewhere between, let’'s say, 11 planning, on these numbers, the Board would
12 600,000 and possibly as much astwo millionin |12 ask you to refine the numbers and that sort of
13 each of those years beyond 2007. 13 thing. But the point | made was that with
14 . | havetwo points following up from that 14 respect tothe item that | was asked to
15 answer, Dr. Cannon, if | might. First of all, 15 address, the componentsthat go into the
16 if we can go back to my Schedule A pleasewith |16 return on rate base, those forecasts for the
17 Line26 on it. Your point iswell taken 17 embedded cost of debt have been subject to
18 relative to the terms of your engagement. And 18 regulatory scrutiny. | worked over those
19 that you wereonly asked to address, of 19 numbers late into the evening, many evenings,
20 course, one component of this, but isn’t that, 20 asking myself how do | calculate them and are
21 in fairness, exactly what Mr. Bradbury was 21 the company’ s calculations reasonable or not
22 saying when he suggested that the other 22 reasonable and we came back and dispute the
23 numbersfor the other years have not been 23 numbers and the company came back and provided
24 subject to the regulatory scrutiny and thus, 24 updates schedules. So | think this embedded
25 they are not test year numbers? 25 cost of debt number has been given about as
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1 much regulatory scrutiny at this point as any 1 percent for the embedded cost of debt, looking
2 number that would be used in this hearing for 2 forward for four years, is not as reasonable a
3 setting the rates, the consumer rates for the 3 number as incorporating in the formula the
4 next for years--or at least setting the rates 4 expected embedded cost of debt that the
5 now that will stay in effect, subject toa 5 company and | have basicaly come to an
6 triggering mechanism being triggered. 6 agreement on.
7 . However, the other components, they’re shown 7 . Well, I'll leave it with that, just to make
8 on the screen, my point is have not been 8 the one dlight clarification on what you just
9 subject to the same regulatory scrutiny for 9 indicated, that of course what you and Mr.
10 08, '09 and ’10, they are not test year 10 Bradbury have agreed upon isthat based on
11 numbers, Dr. Cannon. 11 what you know today, your best forecast for
12 . Wéll, | guess| could be sorry about that, but 12 ’08, 09 and ’ 10 are these numbers, not what
13 that wasn’t--it’ s up to you guys to decide how 13 you know will actually happen in those three
14 much scrutiny you giveto these numbers and 14 years.
15 how far you do in advance. What you'reasking |15 . Yes, | accept that.
16 the Board to approve, though, isa formula 16 . Now is your proposed methodology, though, akin
17 that is going to apply to the weighted average 17 to setting separate revenue requirements for
18 cost of capital and the rate of return on rate 18 '08, '09 and ' 10, with the only number being
19 base, and that formulais goingto apply, 19 changed here on the screen, being the embedded
20 unless circumstances change quite 20 cost of debt?
21 dramatically, that formulais going to apply 21 . No, | think the company’s proposed automatic
22 for four years. And | think it’s reasonable 22 adjustment mechanism isgoing toinvolve a
23 for usto look forward those four yearsand 23 change in the return on equity as well.
24 ask are the inputs to that formula reasonabl e? 24 . Well we know that that is what it's aimed to
25 And I’'m saying that asingle number of 8.26 25 do, of course, so aside from that, isit akin
Page 131 Page 132
1 to having three other test years with the only 1 whole point of an adjustment formula. 1f you
2 factor changing being the embedded cost of 2 had said, all right, we think we ought to have
3 debt? 3 an adjustment formula for transportation
4 . No, I don't think that'sa fair analogy. 4 costs, all right, and you know, it’s going to
5 It s-we' re setting today, we' re establishing 5 be set up thisway, well then--not that that’s
6 today, looking forward three years, what we 6 my area of expertise, but | mean, we could
7 think the embedded cost of debt--or looking 7 havetested that too. The Board has asked
8 forward four years, the embedded cost of debt 8 Hydro propose an adjustment formula, an
9 is going to be. | don't think--it's 9 automatic adjustment formula, for line 26.
10 terminology to say, you know, that that’ s--it 10 They didn’t ask for all these other lines.
11 certainly isn’'t--yeah, it’s just semanticsto 11 It's up to the Board. Thisisn't my area, but
12 call that three test years or four test years. 12 | mean, they could have asked for adjustment
13 We're setting up aformulafor four years, why 13 formulasthere too, but the onethat they
14 not input into that formula our best estimate 14 asked for and the one that I’ ve been asked to
15 of what theimportant numbersare. And | 15 evaluateisthe onethat refersto line 26.
16 think we pointed out that to sort of have one 16 The fact that the numbersin those other lines
17 component of the return on rate base, the 17 may be higher or lower in future yearsthan
18 return on equity component which amounts to 18 the test year numbers, is something that
19 seven to eight percent, only seven to eight 19 apparently the Board hasn’t seen fit to ask
20 percent of that number, to allow for that to 20 for more input on.
21 be flexibly adjusted based on events as they 21 (2224 P.M.)
22 unfold and to pretend that the 92 percent is 22 Q. Wél, | don't know, but anyway | hear your
23 going to be constant for that period of time, 23 answer and | think I’ve very clear in terms of
24 when our expectation isthat indeed it will 24 what you' re asking the Board to do. Now, can
25 come down alittle bit, really undermines the 25 you tell me whether the recommendation that

Discoveries Unlimited Inc., Ph: (709)437-5028

Page 129 - Page 132




January 25, 2007

Multi-Page™ NL Hydro’s Revised 2006 Rate Application

Page 133 Page 134
1 you' re making relative to the embedded cost of 1 Q. Andthey confirmon page 2 that they don’'t
2 debt, is it something that you have 2 adjust the capital structure either for what
3 recommended to any other regulator in Canada? 3 it may bein the years between test years?
4 A. No, because it wasn't an issue before any 4 A. Canyou refer meto the -
5 other regulator where | was asked to evaluate 5 Q. Yes, certainly, I'msorry. Page 2, the
6 the adjusted--asked to evaluate the automatic 6 sentence that starts, "The capital structure
7 adjustment mechanism. I’ ve only been asked to 7 should be reviewed only when there’'s a
8 evaluate the automatic adjustment mechanismin | 8 significant change.”
9 Ontario and there is no issue with respect to 9 A. That'scorrect, yes.
10 whether the embedded cost of debt will bea 10 Q. Okay. Now, | don't purport to have your level
11 fixed number or a number that changes each 11 of knowledge with respect to other
12 year. It'sanumber that changes each year. 12 jurisdictions, Dr. Cannon, but can you tell me
13 Q. | havethe Ontario draft guidelines here, the 13 relativeto how others operate, isit true
14 Information 5, and on page 1 of that and the 14 that other jurisdictions in Canada regulate on
15 paragraph which is headed up "The Adjustment |15 return on rate base and some on return on
16 Mechanism" and it says "Once theinitial ROE 16 equity?
17 has been set for each of the utilities as per 17 A. | don’'t know any that regulate on the basis of
18 the steps above, then a procedure must be put 18 return on rate base. All the ones that I'm
19 in place to automatically adjust the allowed 19 familiar with, it’s return on common equity.
20 ROE for changes in long-term Canada yield 20 Q. One Newfoundland regulates on -
21 expectations." So as| understand it, they 21 A. Yeah, well | acknowledge that earlier, yes.
22 were just adjusting the ROE. 22 Q. | wonder whether in fact--I thought | saw a
23 A. Within the formula for return on common 23 reference to Alberta Pipelines as being
24 equity, that’ s right. They were only focusing 24 regulated on return on rate base, you're not
25 there on the return on common equity. 25 familiar with that?
Page 135 Page 136
1 A. AlbertaPipelines, isthere acompany called 1 specifically on the first page they’re talking
2 Alberta Pipelines? 2 about the National Energy Board, BCUC, the AE,
3 Q. I'msorry, Alberta Balancing Pool. 3 that’ s Alberta Energy Utilities Board, Generic
4 A. No, I'mnot familiar with their situation. 4 ROE and, of course, Newfoundland Power’ s?
5 Q. Not familiar with that one, okay. All right, 5 A. Yes, | seethat.
6 sowe know that there are different ways of 6 Q. Okay. Are you familiar with any other
7 regulating and that we have to be careful from 7 jurisdictionsin Canadathat have automatic
8 what jurisdiction we're drawing our 8 adjustment mechanisms?
9 information in order to be the most helpful to 9 A. Oh,yes, I'm familiar with all of the named
10 the Board, which I'm going to suggest to you 10 jurisdictions here along with Ontario, but
11 is why Hydro went with the only approved 11 much more familiar with Ontario. When | was
12 formulathat existsin this province for the 12 asked to evaluate Ontario’s automatic
13 other utility as a starting point. We also 13 adjustment mechanism for the return on common
14 sent you yesterday the RBC capital markets, 14 equity, | referredto the practicesin the
15 research industry comment from November of |15 other jurisdictions. And while | don’t have
16 '05? 16 it herein front of me, we had a little
17 A. Yes, | havethat. 17 spreadsheet, if you will, that showed the
18 Q. And because it's only for information 18 similaritiesand the differences across the
19 purposes, can | just have it marked as 19 different jurisdictionsand some of those
20 Information 6? 20 differences became debating points and | know
21 MS.NEWMAN: 21 how the Ontario Energy Board came down on
22 Q. Number 6. 22 those issues. | couldn’t, without that
23 BUTLER, Q.C:: 23 spreadsheet in front of me, just tell you what
24 Q. Inthisinformation or commentary they discuss |24 the differences are between, let’s say, BC and
25 other formula based return on equities and 25 Alberta.
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1 Q. Okay, that'sgrand. What we do know, though, 1 Q. Haveyou ever seen aregulator determine a
2 as being a difference that exists between 2 revenue requirement for asingle test year but
3 different formulasis that some jurisdictions 3 adjust the embedded cost of debt for
4 use forecasts in terms of their adjustment and 4 subsequent non-test years only and not adjust
5 others use actual. 5 the other factorsthat go intothe revenue
6 A. Okay. 6 requirement?
7 Q. You agreewith me? 7 A. Canyoutry it again, just the question again?
8 A. Right off thetop of my head | can't tell you 8 Q. Haveyou known of aregulator that determines
9 any jurisdiction that uses actual. | thought 9 the revenuerequirement for asingle test
10 they were all forecast. 10 year, as we do, but adjusts the embedded cost
11 Q. Wedl Newfoundland uses actual. 11 of debt for subsequent non-test years?
12 A. Allright. All right. 12 A. No, I'm not familiar with--1 haven’t looked at
13 Q. Youagreewiththat, for Newfoundland Power? |13 anyone where | can say, yes, that’ s what they
14 A. Wéll based on setting the return on common 14 were doing.
15 equity it’sthe - 15 Q. | want totalk a bit about Newfoundland
16 Q. Trading. 16 Power’sformula. Areyou awarethat this
17 A. It'sthe provincia credit spread added on top 17 Board does not rely on forecasts of interest
18 of the actual Government of Canadayields for 18 rateswhen it setsthe ROE for Newfoundland
19 particular - 19 Power using its automatic adjustment
20 Q. Dates? 20 mechanism, the point | was making a moment
21 A. Dates, yeah. Okay. 21 ago?
22 Q. Relativeto your experience and in Canada can 22 A. Yes
23 you tell me, inyour 25 years of doing this 23 Q. Okay, and | wonder if we can look at P.U. 19,
24 kind of work - 24 please? 49 to 50 isthe pageswherethisis
25  A. Now | know I’'m being set up here. 25 discussed. I’m sure from your answers to some
Page 139 Page 140
1 RFIS, Dr. Cannon, that you had a chanceto 1 A, Agreed.
2 look at this. Would you agree with me that 2 Q. Okay, soforecasts made today by yourself and
3 this Board concluded that using forecasts was 3 Mr. Bradbury relative to the embedded cost of
4 not a superior model to using actual yields? 4 debt for '08, '09 and ' 10, as good as both of
5 A. | haveto admit that this was not a topic that 5 you are, could, in fact, be off?
6 | focused on. | don't recall reading about 6 A. They could, infact, be off, yes.
7 that debate, | was never directed toward that 7 Q. Now | understand your concern for the
8 debate, so | just, | can’t comment on that. 8 potential for over earning by the utility.
9 Q. Okay. Canwejust scroll down, Mr. O'Rielly, 9 And thisis addressed at page 6 of your
10 please, to see if we can get tothe end of 10 testimony, lines 15 to 22.
11 this discussion. Y eah, the next page, please. 11 A. Yes, | havethat.
12 I don’'t know if | can find an exact sentence 12 Q. Okay.
13 there, but okay, that's fineif you didn’t 13 A. Page 6 think you--didn’t you reference page
14 focuson it. Would you agree with me, Dr. 14 6? Isthispage 6 here? Oh, yes, itis,
15 Cannon, that past experience has demonstrated 15 okay.
16 that actual interest rates can turn out to be 16 Q. Andthisiswhy Mr. Bradbury very kindly did
17 different from forecasts? 17 that one-page schedule that you addressed this
18 A. Yes, obvioudly. 18 morning, the MGB-5in which he showed that
19 Q. Andin thesameorder, P.U. 19, at page 66 19 even if, despite the fact, as we've just
20 that the Board compared forecasts and actuals 20 indicated, that even the best forecastersin
21 between 1999 and 2002. Now, for example, in 21 theworld could be off interms of yields,
22 1999 the Board is showing herein itstable 22 even if the cost, the embedded cost of debt
23 that all forecasts were less than actual, as 23 for 2010 doescomein at 8.21 instead of 8.26
24 it happened, and in--yeah, the next year, all 24 which we want to embed, it would mean that the
25 forecasts exceeded the actua yields? 25 utility in that year would have $600,000 more
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1 in earnings? 1 I’m a ratepayer, 600,000 is600,000 and if

2 . Yes. 2 that doesn’t have to be built into my rates, |

3 . Okay. My point isthat relative to--I'm 3 don't want it built into my rates. But |

4 sorry, Terry, can you go back to that screen, 4 think the bigger issueis the principle, the

5 please? The total revenue requirement of 431 5 bigger issueis let’s get the formularight

6 million, | mean, that really isadrop in the 6 and so that when the differences are greater

7 bucket, isn't it, Dr. Cannon? 7 one way or the other--remember, I'm

8 . Well thisexample talks about a deviation 8 contemplating that it might very well bein

9 between the fixed test year cost of 826 and 9 years beyond the term of the automatic
10 821. 10 adjustment mechanism we' re talking about right
11 . Yeah, assuming it actually happensto be? 11 now, it might bethat all of the witnesses
12 . Assuming that. Whichis not insignificant, 12 agree that the embedded cost of debt will
13 but it'snot an enormous number. But | 13 start going up, right, and it would penalize
14 thought the whole point of our discussion here 14 Hydro to have afixed rate. And | don’t think
15 was establishing the proper formula, the 15 the Consumer Advocate or anybody €lse wants
16 justifiable formula for perhaps many yearsin 16 Hydro to be penalized, to be squeezed in that
17 the future. And just because the forecast-- 17 situation where we know ahead of time that the
18 the difference between our forecast and the 18 embedded cost of debt is going up but we can’t
19 test year embedded cost of debt isfive basis 19 incorporate it in the revenue requirement and
20 pointsfor 2010 doesn't mean that in some 20 therefore Hydro isforced to cut back and on
21 future year that difference might be much 21 other, you know, necessary maintenance or
22 larger and the impact on the company’s 22 whatever to stay within the revenue
23 earnings might be much larger, might beamuch |23 requirement. So my proposal cuts both ways.
24 greater over earning. So my concern, | think 24 It just happensthat in the current situation
25 wetaked earlier, | mentioned earlier that if 25 the expected embedded cost of debtis ona
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1 small downward trend, our best expectation, at 1 in other aress.

2 least. In some future genera rate 2 . | accept your answer. Butit wouldn't take

3 application it might very well go in the 3 much, would it, based onyour 25 years of

4 opposite direction. 4 experience in this business, for a utility to

5 . | understood perfectly from your answersto 5 have a bump of $600,000 in any given year?

6 Mr. Johnson’s questions that you were 6 . That's correct.

7 concerned about the future, Dr. Cannon. And | 7 . In the same order, P.U. 19 (2003) Mr.

8 want to focus you back on the redlity of this 8 ORidly. As | think you've aready

9 application. And | want to ask you, relative 9 acknowledged, the Consumer Advocate and Grant
10 to this $600,000 potential difference in 10 Thornton, on behaf of the Board, did express
11 earnings, even if the embedded cost of debt in 11 some concern relative to how Newfoundland
12 2010 did comein at 8.21 percent, isit at all 12 Power's formulahad operated inthe three
13 relevant to you that Hydro’s margin, based on 13 yearsprior. And at page 68 the Board made
14 therate application, islike $8 million with 14 its conclusion, you'll seeit there in bold
15 areturn of approximately four percent? 15 print, that instead of doing what you're
16 . Well again, | wasn’t engaged to look at that 16 suggesting now, and that is embed a cost of
17 broader picture of what kind of safety margin 17 debt for future years beyond the test year, it
18 Hydro should have or would not have and what, |18 would require Newfoundland Power to modify the
19 you know, deferral accountsthat they might 19 schedule filed as part of its annual return
20 have available to them to cover unexpected 20 specifying the causesof variationsin the
21 expenses and breakdownsand that kind of 21 actual embedded cost of debt from the cost
22 thing, so it’sreally not something that | was 22 forecast for the test year period. Now | know
23 asked to adjudicate. | don’t feel comfortable 23 you' ve already said today you agree with that
24 saying, you know, give Hydro afreebie 600,000 |24 reporting mechanism?
25 so that they can make up for unexpected things 25 A. Oh, I said it would provide some, but perhaps
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1 only limited comfort to the ratepayers. And 1 Board make the same order for Hydro?
2 it's an after the fact adjustment, it puts the 2 A. Well two responsesto that. First of all, the
3 Board to alot of extrawork and if the Board 3 Board, as| understand it, can only deal with
4 decided that the differences were significant 4 the evidence and the suggestions that are put
5 enough to act on, therate adjustments and 5 toit at the time. And the remedies that were
6 that sort of thing are bound to come 18 months 6 offered at Newfoundland Power’s, you know,
7 after the fact, and it’s a messy protection, | 7 2003 general rate application were ones that
8 would think. Much better to anticipate that 8 did offend two of the Board’ s principles, and
9 it's likely to happen and to force--or reduce 9 so | sympathize with the Board saying, no, we
10 the chances that this will happen by building 10 don’t want to go with those remedies. So I've
11 in our best forecast of what the embedded cost 11 offered adifferent remedy that | believe
12 of debt will be. 12 doesn’'t offend those principles, does not ask
13 . Okay, so | know you're not saying that thisis 13 the Board to come back and hear new evidence
14 something that you simply accept. You 14 and actin yearsthat are outside of the
15 acknowledge that it’s okay for Hydro to do it 15 general rate application years. So that’s one
16 aswell, but - 16 reason why | think that the decision that the
17 . Yes. 17 Board made in 2003 isn’t necessarily, doesn’t
18 . -my question is, given that the Board, in 18 carry overtoday. And the otheris that
19 light of the same concerns being stated to 19 decision waswith respect to Newfoundland
20 them in Newfoundland Power’ s hearing and with |20 Power, whose circumstances, you know, in terms
21 the benefit of three years experience in which 21 of capital structure, intermsof returnon
22 Newfoundland Power had, in fact, had lower 22 equity are different than Newfoundland and
23 embedded cost of debt than what had beenin 23 Labrador Hydro. So | emphasized before that |
24 the formula, for purposes of regulatory 24 believe the Board ought to make its decision
25 consistency and fairness why shouldn’t the 25 on Hydro’' s automatic adjustment mechanism in
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1 thelight of Hydro's circumstances, Hydro's 1 "To adjust various formula components as they
2 capital structure, Hydro'sreturn on equity. 2 change." I’'m not asking the Board to adjust
3 The proportion of the return on rate base that 3 anything asvariances happen or as things
4 is determined by the embedded cost of debt, 4 change. I’'masking the Board to adopt the
5 which we've agreed isin excess of 92 percent 5 best forecast that we can make this year that
6 of the number, and Newfoundland Power is 6 Hydro and | have, you know, expressed some
7 another case for another hearing. 7 agreement on and build that into the formula
8 . Okay, well two questions flowing from that and 8 and that would be the formula and there
9 | think I’m finished. First of all, you seem 9 wouldn’t be any adjusting things as variances
10 to have taken from P.U. 19 (2003) that the 10 appear. Theformulawould stay in place until
11 Board was concerned about having to modify the |11 and if the triggering mechanism was triggered.
12 formulaannually by what you say is coming 12 Q. Wdl | won't belabour the point, but there are
13 back and revisiting theissue as opposed to 13 some, me included, who might argue that that’s
14 another possible interpretation of their 14 worse, because now you' re trying to embed into
15 concern about having to modify the formula by 15 the formula something which may happen four
16 embedding now forecasts for '08, '09 and ' 10 16 years away.
17 So I'm not certain that your interpretation is 17 A. Wdl the dternative isto embed into the
18 correct. 18 formulathe assumption that nothing is going
19 (245A.M)) 19 to change.
20 A. Well | took my interpretation from the words 20 Q. Yeah, that'sright, whichis-
21 that said automatic adjustment mechanism "if 21 A. Andthat may aworse evil.
22 once aformula has been established," al 22 Q. Wdl, at leastit's consistent. The other
23 right, "the Board were to use variations from 23 thing that flowed from your answer, Dr.
24 forecasts." I’'m not asking the Board to use 24 Cannon, was the point that you make about the
25 any variations from forecasts of requirements. 25 differencein the capita structure between
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1 the two utilities. And let me ask you this, 1 MR. COXWORTHY:
2 isthat not reflected in the difference in the 2 Q. Nogquestionsfor Dr. Cannon. Thank you, Mr.
3 early trigger point that Mr. Bradbury 3 Chair.
4 discussed? 4 CHAIRMAN:
5 A. Oh,that's acompletely separateissue. | 5 Q. Thank you. Mr. Kelly?
6 acknowledge and applaud the Company for 6 KELLY,Q.C.
7 recognizing that the trigger point for Hydro 7 Q. Thank you, Chair. Dr. Cannon, | take it from
8 would haveto be different than the trigger 8 your answersto Ms. Butler that you were
9 point for Newfoundland Power to--otherwise if 9 really asked to look at only one rather narrow
10 they used the same trigger point as 10 question here about this question of embedding
11 Newfoundland Power, the triggering mechanism 11 the cost of debt. That’s correct, am 1?
12 would fire off, if you will, more frequently 12 A. No. | wasoriginaly askedto look at a
13 than | think would be desirable from the 13 broader set of issues, but | believe the only
14 Board' s point of view. 14 one of those issuesthat wasn't settled was
15 Q. Yeah, butitisrelated to the fact that they 15 the issue of the automatic adjustment
16 have different capital structures? 16 mechanism and whether the embedded cost of
17 A. Yes, that'sthe source of the problem there, 17 debt would be a constant number or not.
18 aswell. 18 Q. Fair enough. Butinrelationto that issue
19 Q. Okay. Thank you, very much, Dr. Cannon. 19 you really haven't addressed yourself to the
20 A. Thank you. 20 implications of what you' re suggesting for the
21 Q. Those are my questions, Mr. Chairman. 21 whole regulatory processitself. Would you
22 CHAIRMAN: 22 agree with that? In other words, you haven't
23 Q. Thank you, Ms. Butler. Mr. Coxworthy, do you 23 looked at if we go down this road of modifying
24 have any cross-examination in the absence of 24 one component of the revenue requirement, what
25 your colleague? 25 the implications are for the regulatory
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1 framework in this jurisdiction? 1 something different with its interest
2 A. Well when | was doing my reading, | early 2 forecasting now versus what it did six or
3 became aware of the fact that regulating 3 eight months ago, but those interest forecasts
4 utilities on the basis of the return on rate 4 changed over that six or eight month period?
5 base involved a different set of 5 A. | can't sweartothat beingthe only thing
6 considerations than regulating the utility on 6 that went on inside the financial department
7 the basis of return on common equity. But 7 at Hydro, but that would certainly be amajor
8 yes, | did not--1 was not asked to investigate 8 aspect of it, that over that period of time
9 should the non-capital cost components of the 9 the forecasts from their financial advisors
10 revenue requirement be managed in someother |10 and others were coming down.
11 way. That’s not my expertise at all. 11 Q. Right, so over aperiod of six or eight months
12 Q. Butyouweren't asked, you didn't do it, which 12 we had a substantial change. And it is
13 isfair? 13 certainly not inconceivable and perhaps even
14 A. Yeah, | didn't look beyond the capital cost 14 probable that six or eight months out from now
15 components. 15 interest rates will be different than what
16 Q. Okay. Inquestioning from Mr. Johnson you 16 we're forecasting today?
17 talked about the fact that the interest rates 17 A. Yes, that's possible.
18 from Hydro' sfirst filing to what now arein 18 Q. Now you understand that in thisjurisdiction
19 the--now isin the evidence, have changed, and 19 we have a forward test year regulatory
20 you suggested that that was part of the 20 framework, correct?
21 testing process which had gone on. Did | get 21 A. Yes
22 your answer essentially correct? 22 Q. Andinterest costs or debt costs would be only
23 A. Yes, that'sright. 23 one of those components of a revenue
24 Q. Okay. Can | suggest to you, though, that what 24 requirement?
25 really happened was not that Hydro has done 25 A. Yes
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1 Q. Sothat if theoretically oneisgoing to start 1 taken the approach, well, we'll apply some
2 adjusting debt costs by trying to forecast out 2 escalator to expenses, don’t they?
3 next year and the year after, one could apply 3 . I think so. I’'m not familiar with which ones,
4 that same principle, that same approach, to 4 though.
5 forecasting other expenses, couldn’t one? 5 . Right, and | take it from your answer to Ms.
6 A. Yes, conceivably. 6 Butler you're not familiar with the recent
7 Q. Inother words, onecould start trying to 7 Ontario Energy Board report on cost of capital
8 forecast what your depreciation expense will 8 released in December of 2006?
9 bein’08, '09, '010, etcetera? 9 . Yes, | haven't see that.
10 A. Yes 10 . No, okay. And | takeit from all your answers
11 Q. Onecould do the same for fuel? 11 to Ms. Butler that thereisno jurisdiction
12 A Yes 12 in Canadathat you' re aware of that actually
13 Q. One could do the same for salaries and 13 triesto forecast out for the purpose of its
14 operating expenses? 14 adjustment formula a future cost of debt?
15 A. That'scertainly conceivable. 15 . That's because their adjustment formula
16 Q. Right. Soif wewent down that road, then the 16 doesn’t include the cost of debt, it's the
17 regulatory process, if we tried to do that for 17 adjustment formulais forecasting the return
18 each and every one of them, then when we come |18 on equity.
19 in to one of these general rate applications, 19 . Right, and | don’'t want to get into a debate
20 wewould betryingto not only do one test 20 with you asto what BC does and Alberta does
21 year, but we would be trying to forecast out 21 and Ontario does. But none of those formula
22 any number of yearsinto the future, correct? 22 approaches actually try to change the--
23 A. |l guessthat’s, yes, that would be correct, 23 forecast afuture cost of debt for inclusion
24 yes. 24 in their formulas?
25 Q. And somejurisdictions, for example, have 25 . That’s correct.
Page 155 Page 156
1 Q. Allright. Okay. Thank you, Dr. Cannon, 1 Newfoundland Power, butis thereany merit
2 those are my questions. 2 that you can seein the Board using that
3 CHAIRMAN: 3 formulaas the guideline and moving forward
4 Q. Thank you, Mr. Kelly. Ms. Newman? 4 perhaps considering the suggestion that you
5 MS. NEWMAN: 5 have?
6 Q. |just have one question and it follows up on 6 . When you say that the Board isfamiliar with
7 questions of my learned friend, Mr. Kelly. 7 theformula, it's familiar with it with the
8 You've just agreed that in no other 8 other utility and it has an opportunity to
9 jurisdiction is this happening that you're 9 design and approve aunique formula for its
10 aware of and you've stated that that probably 10 other utility, for Hydro, in thiscase. And |
11 isin part due the fact that we regulate on 11 think the choice boilsdown to building in a
12 rate base rather than equity and | accept 12 value today that we believeisnot the best
13 that. 13 value for the debt cost going forward as
14  A. That'scorrect. 14 opposed to building avalue that we think isa
15 Q. Andwe also, you know, it's obvious that this 15 better estimate of that debt cost going
16 is-will be the first year for the 16 forward. Anditjust, it'sjust building it
17 implementation of an automatic adjustment 17 intoday, it'sjust recording four numbers
18 mechanism for Hydro. So this would place, to 18 instead of recording one number. And the
19 my mind, usin abit of a unique circumstance 19 actual numbers, as everybody has emphasized,
20 right now. AndI’'m wondering if you could 20 could deviate that--deviate from the four
21 comment asto whether you think there'sany 21 embedded cost of debt numbers that I'm
22 merit in the Board adopting something that it 22 recommending on either side, could be higher,
23 isfamiliar with, that has been tried in this 23 could be lower. But in my view by building in
24 jurisdiction, that has been used for a number 24 instead of a constant or fixed embedded cost
25 of years, abeit in the context of 25 of debt for those four years, if webuildin
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1 the 826, the 823, the 820 and the 821, my 1 Chairman.
2 belief isthat the chance that those numbers 2 CHAIRMAN:
3 proveto bewrong, there’'san equal chance 3 Q. Thank you, Ms. Newman. Mr. Johnson, any
4 that those numberswill be too high and an 4 redirect?
5 equal chancethat they’ Il be too low, rather 5 MR. JOHNSON:
6 than building a bias toward having Hydro over 6 Q. Yes, thank you, Mr. Chairman. Dr. Cannon, who
7 earn its allowed return on equity. So Hydro's 7 do you understand Grant Thornton to be?
8 aunique situation, Hydro, so much of the 8 A. |gather it'sanaccounting consulting firm
9 return on rate base is determined by that one 9 that advises the Board on whatever the Board
10 number, to sort of pretend that that one 10 asks to be advised on.
11 number is going to be the same for four years 11 Q. And do you understand that they’re the Board's
12 as opposed to trying our best to estimate what 12 own independent financial consultants?
13 that is for thefour yearsisa little bit 13 A. Yes yes.
14 like burying our heads in the sand. | guess 14 Q. And isit your understanding, Dr. Cannon,
15 there’'s some comfort in saying well, we'll 15 because there's been some discussion in the
16 just--the one number we know or that we think 16 cross-examination by Mr. Kelly and Ms. Butler,
17 we've got a better handle on isthe test year 17 that all we're interested in doing is
18 number, and we' |l not think about the numbers 18 adjusting for line 26 and forgetting the rest,
19 after that, but if you'regoingto designa 19 but is it your understanding that Grant
20 formulathat’ s going to be in place for four 20 Thornton put forward a proposition for the
21 years, I’d want to think about what those four 21 Board asto that would work within the rate
22 numbers are going to be, if they amount to 92 22 base regime in Newfoundland and Labrador, in
23 percent or more of the required return on rate 23 terms of alternative suggestions as to how to
24 base. 24 go about the automatic adjustment mechanism?
25 . Thank you. Thoseareal my questions, Mr. 25 A. Yes,and| specificaly read about the ones
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1 that were put forward in 2003, | guess. 1 Q. Thank you very much, Dr. Cannon.
2 . Yes, and one of the alternatives that they put 2 CHAIRMAN:
3 forward for the consideration of the Board was 3 Q. Thank you, Mr. Johnson. Commissioner Whalen?
4 arevisitation annually of the embedded cost 4 VICE-CHAIR WHALEN:
5 of debt? Isthat your understanding? 5 Q. Yes, | think most of my questions have
6 . Yes, that'sright. 6 actually been covered. | just have--in terms
7 . And other than the issue of that involving a 7 of the principle, and | thought | heard you
8 hearing and a processthen each and every 8 say awhile ago that it’ s the principle that's
9 year, how does Grant Thornton, the financial 9 important here. In terms of the principle, if
10 consultants to the Board, possible suggestion 10 the embedded cost of debt numbersthat we're
11 to this Board differ from the one that you're 11 looking at today, forecast out to 2010 or so,
12 putting forward to the Board? 12 were 8.26, 8.69, 8.75, 9.21, would you still
13 . Wéll, Grant Thornton’s suggestion would have |13 be putting forward this proposal to this
14 involved the Board receiving evidence and 14 Board?
15 evaluating evidence each year, as| understand 15 A. | certainly would, because if we realy
16 it, and making adecision each year. My 16 believed that inrolling over the company’s
17 proposal involves the Board hearing that 17 debt it was going to have to be rolled over at
18 evidence once, inthishearing, hearing the 18 a higher interest rate and their revenue
19 debate over what the interest rates are going 19 requirements for those yearsdidn’t reflect
20 to be for the next four years and making the 20 it, then I’ m sure the company would be put in
21 one decision and the Board and the company and |21 abind, having to cut back on other necessary
22 the ratepayers then live with that decision 22 expenditures, maybe you know, short circuits
23 for thefour years, unlessthe mechanismis 23 on safety concerns or cut back on some needed
24 triggered, adjustment is triggered. 24 capital spending that would bein nobody’s
25 (3:00 p.m.) 25 interest. You wouldn’'t want to put themin
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1 that kind of bind. So to save money to pay 1 get a better feel for how accurate the
2 the higher interest cost they hadto, you 2 forecasts that were made in this hearing are
3 know, stray from their budgets and the 3 going forward. | would not expect, just my
4 required capital spent. 4 view of what’sgoing to happento interest
5 Q. And aso, in termsof the wholeissue of 5 rates, very little changes in Newfoundland and
6 fixing in a 2007 test year revenue requirement 6 Labrador Hydro’ s balance sheet until some time
7 essentially go-forward numbersthen for each 7 in 2008, when that refinancing takes place.
8 of the next three or four years, would it also 8 So unless short-term interest rates
9 be true though that as we get closer tothe 9 skyrocketed up or went down, | think the
10 end of 2007, we'll have a better idea asto 10 forecast, up until halfway through 2008, is--
11 whether the 8.23 is going to be 8.5 or 8.0? | 11 the actual is not going to deviate very far
12 mean, you know, that’s what happened--we saw |12 from the forecast. It'swhat happens with
13 happenin thisinstance, theinterest rate 13 this refinancing inmid 2008, and today,
14 numbers were actually revised downwards. 14 virtually everybody’s expectation would be
15 Because I’'m just speaking more too to the 15 that those bonds could be refinanced for less
16 point that you want usto approveor fix, 16 than five and a half percent, but in ayear’s
17 somehow fix in this order a number to be put 17 time, maybe we would not be so sure of that.
18 in aformulato be implemented in each of the 18 But that to make adjustments then goes back
19 next four years, but you want us to approve 19 into the Board basically having amini hearing
20 that number now. You don’t want usto look at 20 every year during the life of the mechanism.
21 it on an annual basis? 21 Q. I’'m not sure if this is what you were
22 A. No, because that runs afoul of what the Board 22 requested toreview, but did you actually
23 felt was inappropriate in making the decision 23 provide an opinion on whether or not an
24 in Newfoundland Power three yearsago, and 24 automatic adjustment formula was appropriate
25 it' strue that as time goes on, everyone will 25 for Hydro' s circumstance in this jurisdiction,
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1 or wereyou just commenting on the proposal 1 8.26 percent embedded cost of debt will bein
2 itself? 2 place until Hydro comes back for another GRA.
3 A. | wasmostly commenting on the proposal, and 3 So whether we're talking 8.23 or 21 or 9is
4 given that the Board had asked for a proposal 4 irrelevant until they decide to come back,
5 to beput forward, | was mostly asked to 5 right.
6 evaluate that proposal rather than the issue 6 A. Yes
7 of can we do without one. But when | ook at 7 Q. Sotheautomatic--thisis only in the context
8 it, if Newfoundland--I mean, I’m generally in 8 of an automatic adjustment formula being
9 favour of not having ahearing every year, 9 established and put in place?
10 which meansyou need somekind of automatic |10 A. Yes, that’sright, and my point was, if we're
11 adjustment mechanism and | like to make that 11 going to have one, let’sdo it right.
12 mechanism asrealistic as possible. But if 12 Q. Sure, okay. | appreciate that. Thank you
13 the Board were to adopt Hydro’ s proposal, how |13 very much.
14 much adjustment is in that automatic 14 CHAIRMAN:
15 adjustment mechanismis realy, you know, 15 Q. Thank you, Commissioner Whalen. | have no
16 problematic. | mean, only eight percent of 16 questions, Dr. Cannon. Anybody have any
17 the return on rate base is going to be 17 follow up on Ms. Whalen's?
18 adjusted. Over 92 percent of itisgoingto 18 MR. JOHNSON:
19 befixed ata cost rate of 8.26. So the 19 Q. Nothing arising, Mr. Chairman.
20 difference between, in that situation, between 20 CHAIRMAN:
21 having no automatic adjustment mechanismand |21 Q. Thank you very much, Dr. Cannon, for your
22 the one that Hydro is proposing is not all 22 testimony, and wish you a safetrip home.
23 that great. 23 Hopefully it won’t be another 39 years before
24 Q. Becausetheredlity is, in the absence of an 24 you get back.
25 automatic adjustment mechanism for Hydro, the (25 A. | hope not aswell.
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1 Q. | suspect your visit this afternoon wasn't as 1 reserve, a thispoint in time, a fina
2 enjoyable as 39 years ago in Petty Harbour in 2 consideration in any event of that until we
3 the meantime. Anyway, have a good trip back. 3 see what we might be able to sort out.
4 A. Thank you very much. 4 We're talking about somewhere in the
5 Q. Thank you. Thisbringsto aclose, | guess, 5 order, for those three presentations, about 20
6 thispart of the proceeding herefor this 6 to 25,000 dollars to travel to Labrador, if
7 week. Tentatively, we have January the 29th, 7 indeed everybody wereto--I think, you know,
8 which isaTuesday, set aside for adeadline 8 al the parties perhaps, with the exception of
9 for written submissions and February the 1st, 9 the Industrial Customers, who wouldn’t want to
10 Thursday, for oral submissions. We do have 10 travel. Soinany event, we're looking at
11 three requests from Labrador for presentations 11 some other avenues that we might be able to,
12 tous, intermsof public participation. We 12 like | said, receive those presentations.
13 arein the process, | think it’sfair to say, 13 So we will be getting back toyou as
14 Ms. Blundon, that we'rein the process of 14 quickly as possible on those, given that |
15 trying to talk to these three parties with a 15 recognize it doesn’'t provide much time between
16 view to perhaps amore cost effective, to be 16 now and Tuesday and Thursday for those fina
17 honest with you, a more cost effective manner 17 submissions.
18 in which we might receive those presentations, 18 Any comment on that at all?
19 as opposed to travelling to Labrador, and 19 MR. JOHNSON:
20 we're hoping that that’s going to be sorted 20 Q. We'll just wait and see, from our perspective.
21 out relatively quickly, meaning this afternoon 21 CHAIRMAN:
22 or tomorrow morning. It may be that we'll 22 Q. Yes, okay. Wantto thank you for your
23 require some flexibility in termsof those 23 participation, | guess, during the week and
24 datesin relation to that, depending on what 24 certainly your cooperation. | think everybody
25 we're abletowork out. Soif I could just 25 has worked together with regard to timing, and
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1 likel said, there'sa fair bit of work, | 1 CERTIFICATE
2 think, took place yesterday to get this 2 I, Judy Moss, do hereby certify that the
3 through today. So, | thank you for your 3 foregoingisatrueand correct transcript in the
4 cooperation and indeed, we'll be intouch as 4 matter of Newfoundland and Labrador Hydro's Revised
5 quickly as possible, recognizing that your 5 2006 General Rate Application heard on the 25th day
6 interest in trying to finalize this schedule, 6 of January, A.D., 2007 before the Board of
7 and we'll see you, oneway or another, next 7  Commissioners of Public Utilities, Prince Charles
8 week. Thank you. 8  Building, St. John's Newfoundland and Labrador and
9 (CONCLUDED AT 3:10P.M.) 9  wastranscribed by meto the best of my ability by
10  means of asound apparatus.
11  Dated at St. John's, NL this
12 25th day of January, 2007
13 Judy Moss
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