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1 (9:00 am.) 1 capital asset pricing model itself and we'll
2 CHAIRMAN: 2 talk alittle bit about that, and | guesswe
3 Q. Allright. Good morning, everybody. Any 3 can agree, there are three basic factors that
4 preliminary matters? 4 go into the capital asset pricing model.
5 KELLY, Q.C. 5 Thereisthe market risk premium, the beta,
6 Q. No, Mr. Chairman. 6 and then interest rate.
7 CHAIRMAN: 7 DR.BOOTH:
8 Q. |justgotone, please. 8 A. That'scorrect.
9 KELLY, Q.C. 9 KELLY, Q.C.
10 Q. You'reup first. 10 Q. Okay. Now we'll talk first then about the
11 CHAIRMAN: 11 market risk premium or the overall premiumin
12 Q. Yeah, well, you seen thiscane I’ve been 12 the market. That's an areathat obviously
13 using. | got an appointment tomorrow morning |13 requires an exercise of judgment as well?
14 at 8:15 with aorthopedic surgeon, and it’s 14 DR. BOOTH:
15 like getting to see God, apparently. Sol 15 A. True. Judgment, as| say, constrained by the
16 don’t know how long 1I'm going to be. Sowe 16 facts. We do have 80 years of history and we
17 were thinking maybe we'd start at 10:00, would |17 can't just throw that out.
18 that be al right? 18 KELLY, Q.C.
19 KELLY, Q.C. 19 Q. I'll accept that, and so that we don’t spend
20 Q. Certainly, fine. 20 too much time, if | takeyouto Consent 18,
21 CHAIRMAN: 21 the Chairman of the Bcuc was asking you a week
22 Q. Youknow, | may be sooner, but | don't wantto |22 or so ago about the capital asset pricing
23 keep people waiting, but if | miss this 23 model. I'll take you over to 721, just to set
24 appointment, it’s just aswell for me to, you 24 up his question.
25 know, forget about it. I'll be crawling 25 DR. BOOTH:
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1 around. Soif that’s acceptable, we can start 1 A. Yes.
2 at 10:00 tomorrow morning. 2 KELLY, Q.C.
3 KELLY,QC. 3 Q. Line6and7and8, he gaveyou aquote from
4 Q. That'sfine, Chairman. 4 H.L. Mecken, "there is always an easy solution
5 CHAIRMAN: 5 to every human problem, neat, plausible and
6 Q. Okay, thank you very much. So | guesswe're 6 wrong" and he asked you, | takeit, it would
7 back to you, are we, sir? 7 not be your epitaph of capm, and you gave him
8 MR. LAURENCE BOOTH, RESUMES STAND, CROSS-EXAMINATION BY 8 afairly lengthy answer, and | don’'t want to
9 IANKELLY,QC. 9 takeyou through all of it. I'll takeyou
10 KELLY,QC. 10 over just to page 722, to the top of the page.
11 Q. Yes, thank you, Mr. Chairman. I'll continue 11 DR. BOOTH:
12 with Dr. Booth in just amoment. One of the 12 A. Yes
13 things|’ve done is|’ve provided ahandout 13 KELLY, Q.C.
14 and | don't know if Board counsel want to mark 14 Q. Thepoint, "secondly you want to capture risk,
15 that first. 15 and the CAPM captures that and it captures
16 MS. GLYNN: 16 that in areally elegant way by saying what’s
17 Q. We'll mark that as Consent No. 19. 17 the overall market risk premium, and all of
18 KELLY,QC. 18 our evidence is based upon judgment
19 Q. 19. Now, Dr. Booth, | won't cometo that 19 constrained by facts. Thefacts are the
20 right away, but when we finished up yesterday, 20 market risk premium five to six percent,
21 Dr. Booth, we werelooking at the various-- 21 conceivably seven percent.” So wehave a
22 someof the judgment factors that go into 22 range of judgment of five to seven percent?
23 determining the cost of capital and into your 23 DR. BOOTH:
24 analysis and evidence and we had talked about 24  A. No, | said--I mean, themedianin Canadais
25 methodology and | want now to cometo the 25 five percent or 5.1 percent. The median from
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1 the experts is six percent in the us. 1 chief financial officers at ingtitutions,
2 Conceivably, it ispossible, it's a dim 2 people like that?
3 possibility it could be up at seven percent. 3 DR.BOOTH:
4 | did testify that around November, December 4 A He's done a survey of chief financia
5 thisyear, | would have put the market risk 5 officers, but he hasn't published it, but |
6 premium at about eight percent because the 6 would guess that will be coming out soon.
7 markets were so skittish back in the fall that 7 KELLY, Q.C.
8 | could easily believethat the market risk 8 Q. Okay.
9 premium at that point in time was eight 9 DR.BOOTH:
10 percent, because the market risk premium 10 A. Butmy testimony does have evidence of the
11 varies with the business cycle and conditions 11 market risk premium or expected rates of
12 in the capital market. 12 return by the TD Bank, by the Royal Bank of
13 KELLY, Q.C. 13 Canada, and it has evidence from Damodaran of
14 Q. Sowe got fiveto six, conceivably seven. 14 survey evidence in the United States to the
15 We'll take that to start, and part of your 15 market risk premium. So that evidence is
16 analysis, as | understand it, comes from 16 aready in my testimony.
17 Professor Fernandes’ study that he did? 17 KELLY, Q.C.
18 DR. BOOTH: 18 Q. Sowithin that study and your testimony of
19 A. That's correct, | look at that as 19 fiveto six, conceivably seven, you're at five
20 confirmation. | directly estimate my own 20 percent, correct?
21 market risk premium, which I’ ve been doing for |21 DR. BOOTH:
22 aconsiderable period of time, and my estimate 22 A. That’scorrect.
23 isfive percent. |look atthesurvey by 23 KELLY, Q.C.
24 Fernandesand say, oh look, that’swhat my 24 Q. Andif | takeyou to the NP-CA-12, you used
25 colleagues have been saying, and | usethat as 25 4.5 percent in 2005 and thefirst timeyou
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1 areasonableness check, and in fact, use that 1 used 5 percent wasin January of 2007. So
2 to say, well, if my colleagues basically think 2 somewhere in 2006, you increased your market
3 it'sfive percent, or the significant number 3 risk premium from 4.5 to 5 percent?
4 think it's either five or six, | usethat to 4 DR.BOOTH:
5 say, well, look, | could be marginally low. 5 A. That'scorrect.
6 KELLY, Q.C. 6 KELLY, Q.C.
7 Q. Okay. Now that was astudy in 2008? 7 Q. Okay, and the market risk premium changes over
8 DR.BOOTH: 8 time?
9 A. Itwas astudy donein the spring of this 9 DR.BOOTH:
10 year, January and February. It was an e-mail 10 A. Itchanges-
11 survey of finance professors around the world 11 KELLY, QC.
12 asking them what they thought the market risk 12 Q. Asobviougly it hasin your estimation.
13 premiumwas, if | remember correctly, 2008, 13 DR. BOOTH:
14 2007 and asked them whether they changed their |14  A. Well, absolutely. It's changed in the
15 market risk premium over time, and it was - 15 estimation of every board that's used an
16 KELLY, Q.C. 16 adjustment mechanism aswaell. It's changed
17 Q. Right, because inthe tablewe had on the 17 both what we would say was secularly or over
18 screen yesterday, it shows market risk premium |18 time since the early 1990s, as | explained in
19 used in 2008. 19 my direct testimony, and then it does change
20 DR.BOOTH: 20 marginally over the business cycle. | think
21 A. That’scorrect. 21 it changed significantly probably last fall,
22 KELLY, Q.C. 22 before the market condition stabilized.
23 Q. Okay, and that was asurvey of finance or 23 KELLY, Q.C.
24 finance professors, not a survey, for example, 24 Q. Andsowe haveyou at five percent. We have a
25 of financial economists or bank economists or 25 range of fiveto six, conceivably seven. We
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1 have Ms. McShane at 6.75 and we have Mr. 1 understanding isthat’s part of a new deferral
2 Cicchetti who hasdone hisanalysisand he 2 account for Newfoundland Power, and | asked
3 getsa utility risk premium of 4.35 and he 3 what they were using to--well, it looks like |
4 seems to have a beta of about .6, .66, which 4 got the wrong reference here.
5 would you giveyou aninferred market risk 5 KELLY, Q.C.
6 premium for him of somewhereinthe6.6range? | 6 Q. Dr. Booth, we'll get along alot faster with
7 DR.BOOTH: 7 thisif | put the questionsand we kind of
8 A. | wouldaccept that. | mean, | hadn't done 8 focus on the question. 1’ m asking about the
9 that backward analysis of hiswork. | suggest 9 market risk premium now and the question of
10 you ask him that question. 10 judgment, and isit therefore -
11 KELLY, Q.C. 11 MR. JOHNSON:
12 Q. l'will indeed. | just want to establish out 12 Q. Mr.Chairman,| mean, therewas atechnical
13 of this discussion that there isa range. 13 malfunction in terms of the witness being able
14 You're currently at the bottom end of what you 14 torefer to it, and now Mr. Kelly usesthat
15 concede the rangeto be and others have 15 excuse to move on beforethe witness can
16 different judgments as to where to be within 16 actually support what it ishe' ssaying in
17 that range? 17 response to Mr. Kelly’s question. That’s not
18 DR. BOOTH: 18 fair.
19 A. No, that's absolutely incorrect. 19 CHAIRMAN:
20 KELLY, Q.C. 20 Q. I'dkind of like to hear what -
21 Q. Youdon't agree with that? 21 KELLY, Q.C.
22 DR. BOOTH: 2 Q. I'll-
23 A. |totaly disagreewith that, because as | 23 CHAIRMAN:
24 showed in Fernandes', where Fernandesshowed (24 Q. - Mr. Booth got to say on that matter, Mr.
25 it's conceivably the market risk premiumis 25 Kelly. I don't -
Page 10 Page 12
1 two percent. There's as many people who think 1 KELLY, Q.C.
2 it'stwo or three percent asthere isthat 2 Q. Fine
3 think it'sseven percent. So when| say 3 DR.BOOTH:
4 conceivably, all I'm saying iswell, thereis 4 A. Onpage 15 of the Mercer report, the value of
5 aslim possibility that it could be up at that 5 the Newfoundland Power pension, and | seem to
6 level of range, but all the historic evidence 6 have the wrong referenceto the information
7 is that it's five percent and based upon 7 requests, but it’s around about page 77 or 78
8 historic evidence in Canada and the United 8 of my testimony. That analysis by Mercer, who
9 States, it's four and a half to five and a 9 were basically valuing in the pension, they
10 half percent over the last 80 years. Most of 10 came out with long run expected rates of
11 my colleagues think that it's five percent. 11 return of the Canadian and Us equity markets
12 Almost as many think it's six percent, and | 12 of 8.5 percent, and they estimated the fixed
13 mean, the other thing is that what are actual 13 income return of 4.4 percent, which means an
14 professionals using, and here, | ask questions 14 implied risk premium of 4.1 percent. Now
15 for what does Mercer think, the people that 15 their fixed income wasn't particularly
16 are valuing and providing the assumptions for 16 Canadian, includes default risky bonds, so
17 Newfoundland Power’s pension? And | forgot to 17 that’ s probably above what we would look at as
18 mention this yesterday, but these people 18 thetrue return on Canadian bonds, and the
19 aren’t coming in here asexpert witnesses. 19 equities, it’sdifficult to say exactly where
20 They’ re valuing the Newfoundland Power pension 20 they came up with--how they calculated the 8.5
21 and--let’ssee. This wasinthe materias 21 percent, but their estimateis 4.1 percent,
22 that | was going to talk about yesterday, but 22 and if Newfoundland Power said, "well,
23 in response to CA-NP-25, | asked what were the 23 Mercers, we'renot going to useyou. We're
24 assumptions that Mercers were using to value 24 going to use Ms. McShaneinstead to provide
25 the Newfoundland Power pension, because my 25 estimates of the rates of returns in the
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1 Newfoundland Power pension,” | suspect that 1 hired not to provide expert testimony to this

2 with those estimates, there wouldn’t be an 2 Board in terms of the fair rate of return, but

3 unfunded liability in the pension plan. So 3 to provide expert support for valuing the

4 these are expertsin the financial markets. 4 Newfoundland pension plan.

5 The Roya Bank of Canada's experts are 5 KELLY, Q.C.

6 experts. TD economics are experts. Damodaran 6 Q. That runs off a different interest rate,

7 survey of usinvestors are experts. They all 7 doesn’t it?

8 come up with estimatesof the market risk 8 DR. BOOTH:

9 premium considerably lower than mine. 9 A. No, what we've got here are just the long term
10 KELLY, Q.C. 10 expected rates of return, which isthe asset
11 Q. And out of that whole big answer, Dr. Booth, 11 performance on the asset side of the pension
12 haven’'t we just established that there isa 12 plan. You're referring to the way inwhich
13 large element of judgment inwhat it should 13 the pension plan’s liabilitiesare valued,

14 be? Now you'vejust given usan example of 14 which isto usethe long term corporate bond
15 the people who think it should be below five. 15 yield, which is laid down by the Canadian
16 You'reat five and others are above five. 16 Institute of Actuaries.
17 They're at 6.75 and conceivably seven. 17 KELLY, Q.C.
18 DR. BOOTH: 18 Q. Dr. Booth, the second element, because let’s
19 A. Yes 19 move on, otherwise we'll be here 'til
20 KELLY, Q.C. 20 Christmas. The second element that you have
21 Q. Sothere's an element of judgmentin that 21 to look at in the capital asset pricing model
22 determination? 22 isthe beta, correct?
23 DR. BOOTH: 23 DR. BOOTH:
24  A. Thereisan element of judgment, but asl’ve 24  A. That'scorrect.
25 said, it’sjudgment constrained by the facts. 25 KELLY, Q.C.

Page 14 Page 16

1 When we look at the facts of what does Mercer 1 Q. And the beta is the relative risk of

2 think it is, professionals in pension 2 comparable investments, comparable utility

3 valuation, what do investors think it is, what 3 investments and that has to be looked at at an

4 does private economic forecastersthink it is, 4 expected or forecast or future beta iswhat

5 what do people not involved in this hearing 5 we're looking for, correct?

6 think it is, they will come out at my estimate 6 DR.BOOTH:

7 or lower than my estimate. Y ou'rereferring 7 A. Correct.

8 to the upper end of arange which is provided 8 KELLY, Q.C.

9 by estimates on behalf of the company and 9 Q. And sothere are anumber of judgment elements
10 behalf of the Board staff. But the objective, 10 in that, clearly. One is the determination of
11 external evidence is that a market risk 11 comparable securities?

12 premium islessthan my estimate. Soyou’'ve 12 DR. BOOTH:

13 got to say what are the facts out here and how 13 A. That'scorrect.

14 do you weight them. 14 KELLY, Q.C.

15 KELLY, Q.C. 15 Q. Okay, and we're not necessarily looking for
16 Q. That seemsto be a matter of disagreement, Dr. 16 comparable operating companies, but companies
17 Booth. The next - 17 with similar investment risk, agreed?

18 DR. BOOTH: 18 DR. BOOTH:

19 A. ldon'tthink it’'samatter of disagreement in 19 A. That'scorrect.

20 terms of what Mercers, the professional 20 KELLY, Q.C.

21 actuaries hired by the company to value the 21 Q. Okay. But the biggest part of the problem is
22 pension fund, think the market risk premium 22 in the use of the historical data, isn't it?

23 is. That's objective evidence. It’shere. 23 Because what we're redlly looking for isthe
24 It determines the unfunded pension liability 24 expectation going forward into the future and
25 of Newfoundland Power and these peoplewere |25 just looking at the raw datais problematic in
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1 itself, agreed? 1 calculations. So if wetake, for example, the
2 DR.BOOTH: 2 last line, the 2008 beta, it's .26 over at the
3 A. No, | wouldn't say it's problematic. The raw 3 end of theline?
4 dataiswhat the raw datais. You look at the 4 DR.BOOTH:
5 raw data and then you try and work out what’s 5 A. That'scorrect.
6 generated this raw data. 6 KELLY, Q.C.
7 KELLY, Q.C. 7 Q. Okay.
8 Q. Okay. 8 (9:15am.)
9 DR. BOOTH: 9 DR. BOOTH:
10 A. That's where judgment and experience and 10 A. That'sjust asimpleaverage of the betas of
11 expertisecomein. As | said yesterday, the 11 the underlying companies.
12 raw data, you can hirea statistician to 12 KELLY, Q.C.
13 calculate the raw numbers. 13 Q. Forthefiveyears?
14 KELLY, Q.C. 14 DR.BOOTH:
15 Q. That'sexactly my point. If welook at the 15 A. Yeah
16 raw data, then one has to exercise judgment as 16 KELLY, Q.C.
17 to what the expected beta is going to be? 17 Q. Right, and soif wego back--if we just kind
18 DR. BOOTH: 18 of goupthat line, in order to get .5, for
19 A. That'scorrect. 19 example, we've got to go back to 1998 that you
20 KELLY, Q.C. 20 could actually observe a mathematical
21 Q. Right. Infact, let’'sgoto page 34 of your 21 calculation of .5 or s0?
22 testimony, and you make the point - 22 DR.BOOTH:
23 DR. BOOTH: 23 A. That'sright. You've got to go back to before
24 A. Yes. 24 we had these two major stock market crashes,
25 KELLY, Q.C. 25 the internet bubble and what | might call the
Page 18 Page 20
1 Q. -downthrough lines12, 13, 14, 15 on that 1 credit crisis crash of last year.
2 page, the second problem. 2 KELLY, Q.C.
3 DR. BOOTH: 3 Q. Andif youlook down between those two, we
4 A. Yes 4 even have betas that are close to zero, and in
5 KELLY, Q.C. 5 one case, even a negative beta, which iskind
6 Q. Using actual betas, which are simply 6 of counter intuitive and would essentially be
7 mechanical and you go on to the next couple of 7 an investor expecting to lose money going
8 paragraphs to talk about the use of judgment 8 forward.
9 and adjusted betas. 9 DR.BOOTH:
10 DR. BOOTH: 10 A. That's right. These are actual historic
11 A. That'scorrect. 11 estimates of the way in which the stock moved
12 KELLY, Q.C. 12 with the market and as | mentioned in my
13 Q. Okay, andif we go over to thetable onthe 13 direct testimony, the betas go down whenever
14 next page, you have in the far column a set of 14 you get amajor stock market crash because
15 beta calculations, correct? 15 what happens thenis the market crashes.
16 DR. BOOTH: 16 Utilities don't crash, they’'re relatively
17 A. That'scorrect. 17 stable, and you get one or two observations
18 KELLY, Q.C. 18 that indicate that these are what we expect
19 Q. Andthe betathat you ultimately adopt as your 19 them to be, defensive stocks, and that affects
20 judgment is a beta of .5? 20 the estimate of the betafor the five years
21 DR.BOOTH: 21 during which that observation is in the
22 A. That’scorrect. 22 estimation period.
23 KELLY, Q.C. 23 KELLY, Q.C.
24 Q. Right, and so if we go over to the calcul ated 24 Q. Sothehig-
25 betas, and | understand these arefive-year 25 DR. BOOTH:
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1 A. Assoonas that dropsout of the estimation 1 the data. Nobody argues that the datais not
2 period, you start getting the betas reverting 2 the data. The question is how does one judge
3 back to where they normally are, whichis.4 3 it and what conclusions should one take out of
4 or.5. 4 it on ago-forward basis. That'sredly the
5 KELLY, Q.C. 5 issue, isn't it?
6 Q. Sothebig challengeisfiguring out what that 6 DR.BOOTH:
7 beta should be going forward and you 7 A. That'strue. I'm explaining to you what this
8 exercising your judgment, come up with a beta 8 datais because | sometimes get some lawyers
9 of .5. Ms. McShane has a beta of .65t0 .7. 9 saying "oh, look at thisnumber here, minus
10 DR. BOOTH: 10 .05. That number issilly,” and I'm just
11 A. She'sclearly exercising a ot more judgment 11 explaining that number isnot silly. | know
12 than me, yes. 12 exactly why that happened and anyone who
13 KELLY, Q.C. 13 understands what’'s happened in the capital
14 Q. Okay, andif welook at Mr. Cicchetti, he uses 14 markets over the last ten yearswill be able
15 some value line analysis which has .66 to .69. 15 to explain what’ s happened.
16 DR. BOOTH: 16 KELLY, Q.C.
17 A. Wdl, he's not using judgment. He's using 17 Q. Andthe onething we -
18 mechanical formulawhich doesn't apply to 18 DR. BOOTH:
19 utility betas. 19 A. Andgoing forward, justtoanswer that, you
20 KELLY, Q.C. 20 keep coming back to going forward, going
21 Q. Okay. We'regoingto ask him a little bit 21 forward, the fundamental questionis do you
22 more about that, but there's a range of 22 think we're going to get another internet
23 judgment over what the appropriate beta is 23 bubble? Are we going to get another Nortel
24 going forward? 24 dragging the Canadian market up with it and
25 DR. BOOTH: 25 then crashing? Or conversely, are we going to
Page 22 Page 24
1 A. Wdll, there stwo things. There' s mechanical 1 have the Americans sort of severely damaging
2 adjustment without any judgment and then 2 their financial system again? And I’d haveto
3 there's judgment, and what I'm using is 3 admit that in the past, I’ve said, look, we're
4 judgment. Sol'm looking at the data and 4 not--we' ve learned. We're not going to have
5 saying, well, we can't discard this data. 5 another internet bubble. So we're not going
6 This data actually tellsus something. Data 6 to see betas downat .1, .2. Betas will
7 isaways useful, and you haveto understand 7 revert totheir low runaverage, 4, .5,
8 why we got these betas. So | wouldn’t go 8 something in that range, and then along comes
9 through and say, look, | don’t know anything 9 the credit crisis and we have another crisis
10 that's going on. I'm just going to 10 in the capital market. So what | will grant
11 mechanically adjust these because I'm a 11 you isthat I'm assuming in my going forward
12 statistician and | don’t know anything. | do 12 beta estimate that utilitieswill revertto
13 know something. | know that those betas went 13 the normal sort of pattern of their betas,
14 down because of thecrash of the internet 14 consistent with not having another disaster in
15 bubble and the fact that Nortel dragged the 15 the stock market. If we have another double
16 market up and down, and | can see that the 16 dip recession and we have another disaster in
17 betas are now going to go down for the next 17 the stock market, we're going to continue to
18 couple of years because we've got thisdata 18 have betas down at .1-.2.
19 from basically September 2008 through this 19 KELLY, Q.C.
20 year where the stock market went through a 20 Q. Whichrealy wouldn’t tell us then anything
21 vicious decline and then it's gone through a 21 about investor expectation?
22 recovery and the utilities have barely moved, 22 DR.BOOTH:
23 and that’ s what generates this very low beta. 23 A. Wdl, | think right now, investor
24 KELLY, Q.C. 24 expectations, we're not going to have that
25 Q. And nobody argues that we shouldn’t look at 25 because the market has recovered and the
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1 economy has recovered and the Americanshave | 1 DR.BOOTH:
2 fixed their financia system. Sojust asl 2 A. That'scorrect. | would say it goes back
3 indicated before, after the recovery from the 3 again to Pierre Trudeau’ sremark as asmell
4 internet bubble, we can seethat beta is 4 test. Youjust don’'t mechanically come up
5 gradually increasing, which is what we would 5 with estimates. Y ou come up with estimates
6 expect oncewe're out of a serious stock 6 and then you look at the big picture and you
7 market crash like theinternet bubble, and | 7 say, well look, doesthat make sense? And
8 fully expect after the experience of 2008, the 8 does that--is that a recommendation, are those
9 beginning of 2009 washes out of the estimation 9 numbersthat | canlive withinterms of a
10 period, the estimates of the betawill revert 10 recommendation? Do | think that's fair and
11 tothe low run averages and that’s al I'm 11 reasonabl e?
12 assuming. 12 KELLY, Q.C.
13 KELLY, Q.C. 13 Q. And so, a the end of the day, if you look at
14 Q. Sothe one thingwe agreeon isthat the 14 the capital asset pricing model, what you get
15 mathematical numbers are obviously too low and |15 out of it, if | can put thisto you, isif you
16 the question of judgment is what should they 16 put inlow inputs, you'll getout a low
17 be as we look forward? 17 number, and the corollary istrue. If you put
18 DR. BOOTH: 18 in high inputs, you'll get out a high number.
19 A. Thatiscorrect. 19 So the question ultimately isin the inputs
20 KELLY, Q.C. 20 going into the model, isn’t it?
21 Q. That'sthe question. 21 DR. BOOTH:
22 DR.BOOTH: 22 A. That'sthe same as everything. Incomputing
23 A. Judgment constrained by the facts. 23 we used to have a phrase "GIGO", garbagein,
24 KELLY, Q.C. 24 garbage out. If you put garbage numbersinto
25 Q. Now thethirditem, and | don’t want to spend 25 any model, you' re going to get garbage numbers
Page 26 Page 28
1 very long on this because | don't think we're 1 out. If youdon't understand what you're
2 really very far apart at all, iswhat the 2 doing, you're going to get garbage numbers
3 interest rate should be forecast for next 3 out. Thisiswhy when | teach this material,
4 year, correct? 4 we never mention comparable earnings because
5 DR. BOOTH: 5 that isn't inany textbook, it's not an
6 A. That'scorrect. 6 acceptable measure of estimating fair rates
7 KELLY, Q.C. 7 return, but we do talk about discounted cash
8 Q. That'scApPm requires that piece of information 8 flow and wedo talk about capital asset
9 as well, and that requiresan element of 9 pricing model. They’re the two basic methods
10 judgment and the two estimates are not 10 for estimating fair ratesof return. | get
11 particularly far apart on that, 425 and 450. 11 more problems with students estimating fair
12 DR. BOOTH: 12 rate returns with DCF because the estimates
13 A. That'sright. | think inthe case of Kathy 13 are more prone to error. The capital asset
14 McShaneand 1, it's just smply a question 14 pricing model, why most peoplelikeit isyou
15 that my testimony wasfiled three or four 15 can't be that far off, because you pick up the
16 months after hers and the economy strengthened |16 newspaper you can estimate the risk free rate,
17 since then, and what happensis the economy 17 and the market risk free rate, we may sit here
18 strengthens, demand for credit goesup and 18 and say, well, conceivably itcould be 2
19 interest rates tend to go up. 19 percent, conceivably it could be 7 percent,
20 KELLY, Q.C. 20 conceivably it could be8or 9 percent, but
21 Q. Andthen | suppose, Dr. Booth, there's an 21 historic evidence constrainsthat. It says
22 element of judgment intermsof the overall 22 it'saround 5 percent, 6 percent. So once you
23 result. You look at the overall result out of 23 plug those numbers in,you take 5 or 6
24 the caPM formulato determine whether that is 24 percent, you add the long term risk free rate,
25 appropriate? 25 and you're at 9 or 10 percent for the market,
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1 and that’'s higher than Mercer estimatesit, 1 DR. BOOTH:
2 but that’s consistent with 80 years of capital 2 A. Mainly held by institutions. There's been
3 market history. So you've got to look at the 3 attemptsto try and broaden the market so
4 whole picture and say does it make sense, and 4 individuals can buy exchange rated funds that
5 that’ s where there is an element of judgment, 5 consist of bonds, or they can buy bond mutual
6 but you can’'t come out and say that 6 funds. That’s sort of an indirect investment.
7 Newfoundland Power needs 11 percent and it’s 7 It's very difficult for you or | to buy bonds.
8 lessrisky than the market, which meansthe 8 KELLY, Q.C:
9 market needs 30 and 40 percent going forward 9 Q. They'reheld by the pension funds and the life
10 because he's not compounding that forward, 10 insurance companies?
11 nobody would be in the bond market, everybody |11 DR. BOOTH:
12 would be inthe equity market. Those are 12 A. Mainly because those funds have got long lived
13 phenomenally high risk premiumsand they’ve |13 liabilities and they need long lived assets to
14 never been experienced on a consistent basis. 14 match those liabilities.
15 KELLY, Q.C.. 15 KELLY, Q.C..
16 Q. lwant totalk alittle bit next with you 16 Q. Exactly thepoint. In fact, they're held by
17 about the buying markets and bond yields and 17 those funds for long term long periods.
18 seewhat we can agreewith there. You'll 18 They’'re not normally bought and sold by the
19 agree with me that equity holders have a 19 life insurance companies or the pension funds?
20 greater risk than bond holders? 20 DR.BOOTH:
21 DR.BOOTH: 21 A. That'sright. That'swhy the bond market is
22 A. They'reexposed tojust about every risk, so 22 less liquid than the equity market, asarule,
23 they weigh all of the risk that go into 23 except for the Government of Canada bond
24 determining afair return. 24 market.
25 KELLY, Q.C. 25 KELLY, Q.C..
Page 30 Page 32
1 Q. Right, whereas bond holders, and take, for 1 Q. Andyou talked yesterday at some length about
2 example, Newfoundland Power’sbond holders, 2 your view of theliquidity crissand the
3 arefully secured against the assets of the 3 forced sale of bonds. | put it to you there's
4 enterprise? 4 no indication that utility bondsin Canada
5 DR.BOOTH: 5 have been sold off by pension funds or life
6 A. That'sright, Moody's upgraded them, yes. 6 insurance companies. In fact, it would be
7 KELLY,Q.C: 7 quite the contrary to what they would need to
8 Q. Nowgraded A. 8 do for their own interests?
9 DR.BOOTH: 9 (9:30am.)
10 A. Yes 10 DR. BOOTH:
11 KELLY, Q.C: 11 A. | thinkit's fair to say that the major
12 Q. Andgraded A by pBRsfor some considerable 12 ingtitutions didn’t sell off their bonds
13 time. So over the last several years, since 13 because they were basically unionized. Those
14 2008, we'll agree that the spreads have 14 bonds were thereto match those liabilities.
15 increased? 15 Most of the trading in the bondsis done by
16 DR.BOOTH: 16 bond market mutual funds where they’re trying
17 A. Absolutely. Every time we go through a 17 to sort of buy and sell in order to generate a
18 recession, spreads increase, and this time 18 few extra points and beat theindexes, or
19 with the crisis of last fall, they increased 19 they’re done by the short term traders, but
20 to what | regard as record highs. 20 it'snot done by theinstitutions. Sol’'ve
21 KELLY, QC:: 21 been asking -- every timethere’s ahearing
22 Q. And Newfoundland Power’s bonds and the bonds 22 involving an investment dealer, somebody from
23 of other utility companies in Canada are 23 BMO or Roya Bank, I've asked them the same
24 primarily held by pension funds and life 24 guestion, can you provide me the data on the
25 insurance companies? 25 trading for, say, Terasen Gasbondsor Gas
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1 Metro's bonds, and they constantly tell me the 1 triedto sell 10 million dollars worth of

2 same thing, this is proprietary, we can’t 2 Newfoundland Power’s bonds, and they said,

3 provide this data. So unless | get that data, 3 look, in this market, given how much

4 you can't sort of actually make direct 4 liquidity, we would quote you thisyield, but

5 assessments on exactly what was sold off. 5 no transactions probably occurred of that.

6 KELLY, Q.. 6 KELLY, Q..

7 Q. Soyou have atheory asto what happened, but 7 Q. Butyou do know that Newfoundland Power issued

8 it's pretty clear that what didn’t happen is 8 bonds back in the spring with a spread of 275

9 Newfoundland Power’s bonds didn’t get sold or 9 basis points?

10 other utility bonds in Canada? 10 DR.BOOTH:
11 DR.BOOTH: 11 A. That'sright, and that spread is now down to
12 A. What Newfoundland Power would have is--1'm 12 160/170.
13 not quite sure who the investment dealer is 13 KELLY, Q.C.:
14 for Newfoundland Power, but Newfoundland 14 Q. About 187, if welook at Undertaking 2.
15 Power, they would have anindicative yield 15 DR.BOOTH:
16 because it doesn’t trade that often. So al 16  A. Okay, but when was that undertaking?
17 that would happen isif, for example, it was 17 KELLY, QC:
18 BMO, if | ask for data on yields on 18 Q. Let'sjust pull it up.
19 Newfoundland Power’s long term debt, they’d 19 DR.BOOTH:
20 provide indicative yields, and you then ask 20 A. Okay, because --
21 how many trades occurredin that, and the 21 KELLY, Q.C.
22 answer generally will be very few, but just to 22 Q. Sorry, Undertaking 1, BMO indicative yield on
23 talk about my theory, it's not atheory. The 23 October 2.
24 factis the Federal Reserve inthe United 24 DR.BOOTH:
25 States took huge efforts, and, infact, I’'ve 25 A. Sothisispricing?
Page 34 Page 36

1 got itin one of my exhibits, oneof my 1 KELLY,Q.C:

2 appendices, | think it's "G", listing the 2 Q Yes

3 tremendous effortsthe United States went 3 DR.BOOTH:

4 through to inject liquidity into its capita 4 A Okay, so, | mean, that's fine, | didn’t

5 markets because liquidity disappeared last 5 realize --

6 year. So what we'retalking about is not my 6 KELLY,Q.C.

7 theory, we're talking about if you look at the 7 Q. Soabout 187 basis points.

8 Bank of Canada sbond sheet and all of the 8 DR. BOOTH:

9 purchase agreements the bank went into to try 9 A. Okay, the-- | wasusing 160/170 because
10 and inject liquidity into the Canadian banks, 10 that’ swhat Terasen Gas -- BMO's underwriter
11 and also to the usbanking system. | mean, 11 for Terasen Gas, they indicated Terasen Gas
12 thiswouldn’t have happened if therewasn't a 12 would be between 155 and 160.

13 liquidity crisislast year. 13 KELLY, Q.C.

14 KELLY, Q.C. 14 Q. Soif welook at that, they have come down
15 Q. But theimpact on bond yields, especialy 15 from the high of aspread of 275, but | just
16 Newfoundland Power’s bond yields, and other |16 want to pick up a comment that you made
17 Canadian bond yields, isnot adirect effect 17 yesterday and just explore this with you for a
18 of the sale of those bonds by holders. At 18 minute. Can | take you over to page 142 of
19 mogt, it's a "knock on" effect from other 19 yesterday’ s testimony, and Mike can put it on
20 issues? 20 the screen there for you. Do you have that,
21 DR.BOOTH: 21 Dr. Booth?

22 A. It'sprimarily a"knock on" effect, but as| 22 DR.BOOTH:

23 said, trades didn’t occur. They just said, 23  A. Yes, | do.

24 well, | mean, what would be the indicative 24 KELLY, Q.C:

25 yield, what would be the priceif somebody 25 Q. If I cantakeyou down to -- pick it up about
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1 line 12, for example. You say, "The spreads 1 DR.BOOTH:
2 in the corporate bond market are getting down 2 A. Becausethisisanormal cyclical behaviour.
3 to wherewe would expect them, given the 3 KELLY, Q.C.
4 severity of this recession. They are till 4 Q. Butcompared towherewe were when we were
5 marginally high. In my judgment, they are 5 last -- for example, in 2007, setting rates
6 till 15 to 20 basispoints higher than | 6 into 2008 test year, spreads are now still 50
7 would expect, given the state of the economy, 7 to 75 basis points higher than where they were
8 but they’re not ridiculously high compared to 8 at that point in time?
9 where they were three to six months ago”, and 9 DR.BOOTH:
10 you' re not saying that the spread is now down 10 A. That's right, becausethis is a cyclical
11 to only 15 or 20 basis points, if | follow you 11 behaviour. | mean, spreads just go up and
12 correctly. What you're saying isit’s 15 or 12 down with the business cycle, and we're not at
13 20 basis points higher than where you expect 13 the same stage in the business cycle now that
14 it to be? 14 we were in 2005/2006. Believe me, I'd love to
15 DR. BOOTH: 15 be back in 2005/2006, and we'll get therein
16 A. Yes, and that'sbased upon not particularly 16 another two or three years.
17 analysis of Newfoundland Power’sbond, it’'s 17 KELLY, Q.C.
18 based upon the Scotia Capital indicesof A 18 Q. Anocther two or three yearsis your estimation.
19 bond yields, and normally the top out at 150 19 DR. BOOTH:
20 or so during a recession, and this time 20 A. Yesh.
21 they're still around about 160/170. So | 21 KELLY, Q.C.
22 would say that there' s still some uncertainty 22 Q. That'sinteresting.
23 in the market, there's still some resistance 23 DR. BOOTH:
24 to buying corporate debt, and theyields are 24 A. That'soff the top of my head, but, | mean,
25 still higher than | would expect at this stage 25 we' re looking for next year will be arecovery
Page 38 Page 40
1 in the business cycle. 1 from a serious recession. The Bank of Canada
2 KELLY, Q.C. 2 ispredicting 4 or 5 percent growth into 2011.
3 Q. Right. Soif | take younow overto the 3 So | would anticipate we'll be back to
4 company’s evidence, page 313, and | take you 4 euphoria, liquidity, and strong equity markets
5 downtoline 7 and 8, the credit spreadsin 5 in 2012/2013, and then the bankswill make a
6 2007 were 1.40", inother words 140 basis 6 whole bunch of bad loans again, and we'll be
7 points, and 1.06 in 2005. So we still have 7 in another recession, 2016.
8 increased credit spreads over the previous 8 KELLY, Q.C.
9 bond issue of in the order of 50 to 75 basis 9 Q. Isitfair to say you have afairly optimistic
10 points? Do we agree on that? 10 view of getting out over the next two to three
11 DR. BOOTH: 11 years, if you think we'll be that far along in
12 A. Yes andI’d also point out, as | pointed out 12 two years, three years out?
13 inmy direct, that 2005 and 2007 was pretty 13 DR. BOOTH:
14 much bracket at thetop of the market when 14 A, Wdl, youjust look at thepast. We've
15 there was huge liquidity and spreads were 15 actually had recessions, and | keep telling
16 basically low. If you go back to the last 16 thisto my students because if you graduate
17 timewe had arecession, had alow downin 17 during a recession, you're going to have a
18 Canada -- technically, we didn't have a 18 tough time getting ajob and the lifetime
19 recession, but basically 2001, 2002, 2003, 19 impact on your earningsis huge, but we had a
20 when spreads went up, then spreads for 20 recession in the early 70s, early 80s, early
21 Newfoundland Power’'s debt, | think, at that 21 90s, early 2000s, but what's remarkable is
22 time were not that much different from where 22 that ten year cycle hasn't occurred thistime.
23 they are now. 23 Thistime we've had it earlier because of the
24 KELLY,Q.C: 24 problemsin the us sub-prime market destroying
25 Q. Right. 25 big chunks of their financial system.
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1 Normally, | would have expected arecessionin 1 thisis deferral account. That’s the context
2 another year or two yearstime, given the sort 2 inwhich | don't feel that at the moment |
3 of basically aten year cyclein the business 3 have the expertise to testify on unique risks
4 cycle. 4 exposed to us utilities.
5 KELLY, QC. 5 KELLY, QC.
6 Q. Dr.Booth, | want to come back briefly toa 6 Q. Okay. Dr.Booth, I'm going to move on next to
7 question we talked about yesterday, whichis 7 another question. This deals with a series of
8 Usdata, and let me take you back to Consent 8 questions. This deals with the Automatic
9 18, the Bcuctranscript. I'll take you to 9 Adjustment Mechanism.
10 page 634. 10 DR. BOOTH:
11 DR. BOOTH: 1  A. Yes
12 A. Yes 12 KELLY, Q.C.
13 KELLY, Q.C. 13 Q. Now in 1998, inthe Board's Order, the Board
14 Q. Andif I take you down beginning at line 15 -- 14 expressed the view that there could be changes
15 even start down at line 17, "You've not 15 in financial market conditionswhich would
16 followed Us utilities because you don’t 16 suggest that the formula isnot accurately
17 consider them to berelevant”. Y our answer, 17 reflecting the appropriate return on equity,
18 "That's correct”. The comment you made 18 in which case it would be reviewed, and | take
19 yesterday, "I’ ve been dragged into looking at 19 it from your evidence that there is agreement
20 Us utilities because US witnesses constantly 20 that that occurred last year, spring of this
21 bring them in as proxies', and the question, 21 year?
22 "Have you ever appeared as an expert witness 22 DR.BOOTH:
23 in the usregulatory proceeding relating to a 23 . I can-- my evidenceis, and I’ ve testified to
24 public utility”, and answer, "No". Both those 24 this, | can fully understand why, given the
25 answers still correct? 25 depth of the problemswe had last fall, why
Page 42 Page 44
1 DR. BOOTH: 1 the utilitieswould say, well, thisisjust --
2 A, That'scorrect. I've got no desireto appear 2 | see changein what's happening in the
3 in the United States as awitness. I've got a 3 markets, we want to bereviewed, and as |
4 day job and | do enough in Canadato basically 4 testified for the Terasen Gas before the Bcuc,
5 keep mebusy, so -- and asl said, I'm 5 and it’sin my testimony here, the crisislast
6 starting to look at the us simply because we 6 fall was the worse we've seen in 71 years and
7 have so many uswitnesses coming in to provide | 7 when you severely damage the financial system,
8 testimony in Canada, and | just don’t think 8 you damage the whole economy, and that’ s what
9 that’ s appropriate. Y ou haveto look at their 9 precipitated the Great Depression, it
10 evidence; otherwise, it goes uncontested. So 10 precipitated analogies with the Great
11 I’'mlooking at usutilities moreand more 11 Depression too last fall, and | can fully
12 becauseit’s necessary. If we keep bringing 12 understand why inthat situation why the
13 uswitnessesinto Canada, somebody hasto sort |13 utilities would say thisis a seismic change
14 of make suretheir testimony is actualy 14 in the markets, let's see whether the
15 correct. 15 Automatic Adjustment Mechanism and the ROE is
16 KELLY, Q.C.: 16 dtill fair. Sol can understand why the
17 Q. Butyou'renot following the us utilities per 17 utilities did that.
18 Se, areyou? 18 KELLY, Q.C.
19 DR. BOOTH: 19 Q. Andwith spreads, for example, back in the
20 A. I’'mnotfollowing them in the sense that if 20 spring of 275 basis points, you don’'t disagree
21 you took methrough the questionsthat Mr. 21 that it’s appropriate to review the operation
22 Johnson took Ms. McShanein terms of what's |22 of the formula going forward?
23 Duke Power doing, or what's AGL doing, then | 23 DR. BOOTH:
24 wouldn’t be able to answer and say, well, look 24 . | canunderstand why they do it -- they did
25 their regulated businessis this, this, or 25 it. By the spring, you could seethat the
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1 markets were healing, and you could see, for 1 then most Boards will call a hearing.
2 example, the equity market hit itslow March 2 KELLY, Q.C.
3 9th, and we aready saw that the us banks, the 3 Q And if we look across the country, the
4 American Government had already basically said | 4 National Energy Board has aready now
5 we're guaranteeing the big 19 us banks, we're 5 discontinued the use of its Automatic
6 not going to allow them to fail, whereas there 6 Adjustment Formula?
7 was still asuspicion that CitiBank and Bank 7 DR.BOOTH:
8 of America would go bankrupt and these two 8 A. Yes. Whatitsdone isit’sstill goingto
9 control 20 percent of the us banking market. 9 publish the Automatic Adjustment Formula
10 Soif you alow those to go bankrupt, heaven 10 because anumber of the class one pipelines
11 knows what would have happened to the us 11 areon settlements that rely uponthe NEB
12 financial system. 12 formula, but we're expecting at any moment for
13 KELLY, Q.C.: 13 the NEB to call a hearing for Nova Gas because
14 Q. In your evidence, you've used some pretty 14 that's moved from provincia Alberta
15 strong language, asyou did yesterday, the 15 regulation to federal regulation, and TQM
16 most serious recession, for example, since 16 itself, because the TQM decision was only for
17 1982. | won't take youthrough all the 17 the two years, 2007 and 2008. So they’ve got
18 references. 18 to deal with 2009 in the future.
19 DR. BOOTH: 19 KELLY, Q.C.
20 A. Therewaspanic in the financial markets last 20 Q. SoNEB hasdiscontinued its formula, and the
21 fall. 1 mean, it would be crazy to deny that. 21 formulas are under review in British Columbia,
22 | mean, anybody who lived through -- asan 22 Alberta, and Ontario?
23 equity investor, lived through September, 23 DR. BOOTH:
24 October, November last year, would say what 24 A. Alberta, it' sanormal hearing because it was
25 the heck is goingon. In fact, | was 25 five years since the 2003 generic, with the
Page 46 Page 48
1 testifying before the National Energy Board in 1 2004 decision. So my understanding is that
2 the TQM hearing the day the Toronto stock 2 was basically just to review the formula, but
3 market dropped like about 900 points, and 3 clearly the --
4 people were sort of looking on their 4 KELLY,Q.C:
5 Blackberrys what was happening, and after the 5 Q. But thequestion is the operation of the
6 day’ s hearing opposing counsel, aswell as us, 6 formula, whether to continue it will be part
7 we had a couple of beersand we said what on 7 of that -- is part of that process?
8 earth is happening in the market. | mean, it 8 DR.BOOTH:
9 was ashock. There's absolutely no question 9 A. Clearly | think that became part of the
10 about that. 10 process as the financial market meltdown
11 (9:45am.) 11 continued, and the Bcuc clearly had arequest
12 KELLY, Q.C. 12 by Terasen to discontinue the formula for a
13 Q. Canl take youtoNP-cA-19. If | takeyou 13 period of time andto then reconsider the
14 down to lines 19 and 20, you say, "The 14 formulain thefuture. The Ontario Energy
15 conditions that existed in the capital market 15 Board had a letter, | think it was January,
16 from September 2008 to March 2009 could not be 16 and they had a technical conference, not a
17 regarded as normal”. So during that period at 17 hearing --
18 least, we'd agree that we had appropriate 18 KELLY, Q.C:
19 period to trigger the appropriate review by 19 Q. Justrecently?
20 the Board? 20 DR. BOOTH:
21 DR.BOOTH: 21 A. A couple of weeks ago.
22 A. Yes, | can understand why the utilities would 22 KELLY,Q.C.:
23 request that, and my understanding isif the 23 Q. Eight weeksago, right.
24 utilities request a hearing and they feel that 24 DR.BOOTH:
25 the allowed rate of return is not reasonable, 25 A. Andthey’re wedded to the formula. They not
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1 going to changethe risk premium method for 1 sort of methodology, and, for example, if we
2 the ROE formula for the Ontario utilities, but 2 had back inthe spring the 275 basis point

3 they wanted to know whether it still continues 3 spread, twice that would be 550, which would
4 to be valid and whether they should change any 4 be significantly above the risk premium from
5 of the parameters, and that's redly a 5 the formula.

6 technical conference to think about changing 6 DR.BOOTH:

7 it. 1 don't know whether the OEB would just 7 A. That'sright. Asl said, what | wastrying to

8 unilaterally change it without a hearing, but 8 think of was away of separating the normal

9 having said that, they imposed it unilaterally 9 cyclical behaviour in spreads from abnormal
10 without a hearing. 10 behaviour in spreads. So | wouldn’t want to
11 KELLY, Q.C. 11 trigger ahearing ssimply because spreads had
12 Q. Theykind of started the process. Where it 12 gone from 80 to 150 because that’s what you
13 goes remains to be seen? 13 would expect when you go into a recession,
14 DR. BOOTH: 14 that’s entirely predictable. So | wastrying
15 A. That'scorrect. 15 to think of away of triggering a hearing when
16 KELLY, Q.C.. 16 you get a unpredictable change in spreads, and
17 Q. Weagree on that much. 17 clearly what wehad in thefall and inthe
18 DR. BOOTH: 18 spring were spreads well beyond what would be
19 A. AndtheRegie in Quebec, they had ahearing 19 regarded asnormal for that stage in the
20 into Gas Metropolitan, GMI, and they -- Gas 20 business cycle.
21 Metro, the parent company owns half of TQwm, 21 KELLY, Q.C:
22 and they applied for a change in the 22 Q. And, Dr. Booth, currently we looked at
23 regulatory status to move to a network 23 Undertaking #1 with a spread at 187. Soif |
24 approach, similar tothat adopted by the 24 took that and multiplied it by two, I’d have
25 National Energy Board for TQM. 25 374, correct?

Page 50 Page 52

1 KELLY,Q.C: 1 DR. BOOTH:

2 Q. And if we -- justone last areajust to 2 A Yes

3 explore onthisalittle bit. | takeyouto 3 KELLY, Q.C.

4 Consent 18 again, over to page 688. 4 Q. 375, round figures, and your proposed ROEis
5 DR. BOOTH: 5 775, with 450 asthe interest rate, which

6 A. Yes 6 would give you arisk premium of 325. So even
7 KELLY, Q.C.. 7 onyour analysisversusthe current spread,

8 Q. Andif | take you down to line 15. 8 even on that basis, we would still be over

9 DR.BOOTH: 9 this formulatrigger point. Do you agree --
10 A. Yes 10 DR. BOOTH:
11 KELLY, Q.C. 11 A. I may bedreaming, Mr. Kelly, butl think
12 Q. Thiswasaproposa which, | gather, you had 12 we'rein a hearing talking about fair ROE
13 put forward in British Columbia. Y ou would 13 right at the moment.
14 support atrigger for areview of the BCuc ROE 14 KELLY, Q.C.
15 formulaif theformula generated a utility 15 Q. Exactly. So we'renot quarrelling over the
16 risk premium lessthan twice the current 16 fact that the formula operation needs to be
17 spread on TGI, which is Terasen, long term 17 reviewed by the Board, | take it?
18 debt over equivalent maturity long Canada 18 DR. BOOTH:
19 bonds. 19 A. No. | think -- I mean, my trigger, justto
20 DR.BOOTH: 20 putitin context, wasrelativeto the Bcuc
21 A. Yes This wasactually proposed by ATCOIN 21 formula. So that spread was what was
22 the generic hearing in 2003 before the -- what 22 suggested by ATCO, and | could understand why
23 was then the Alberta Energy Utilities Board. 23 it would be reasonablein the context of the
24 KELLY,Q.C: 24 ROE adjustment formulas, but | entirely agree,
25 Q. Soif we took that and we applied that same 25 and as|’ve said repeatedly, that we've had
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1 the worse financial crisisin 71 years. There 1 ago that they can now be sued because of the
2 have been certainly changes in the bond 2 ratings they applied to these structured
3 market. | think most of them -- the problems 3 products. So serious problems in the United
4 last year were dueto the American banks and 4 Statesthat have percolated into Canada and
5 forced selling of awhole bunch of bonds, but 5 reverberated all away around the world.
6 | can fully understand why the utilities would 6 MR. SSIMMONS:
7 look at that and say things have changed, we 7 Q. Mr.Kdly, | understood him to be asking you
8 need to have ahearing. So | don’t object to 8 whether you agreed that in those
9 having hearings when there's significant 9 circumstances, it would have been appropriate
10 events that have occurred in the capital 10 for Newfoundland Power to seek areview of the
11 markets, where there’ s reasonable groundsto 11 use of the Automatic Adjustment Formula, given
12 say we need a hearing to review this. What | 12 those market conditions, and | heard you to
13 don't want to seeis hearings every year on 13 say in answer that you understood why they
14 basically the same information being put 14 were asking for the review, how that would
15 before the Boards when there’ s more important 15 trigger that?
16 thingsfor the Boards todo. Sol firmly 16 DR. BOOTH:
17 agree with an adjustment mechanism. | don’t 17 A. That’scorrect.
18 think there’'s a lot of sensein reviewing 18 MR. SSIMMONS:
19 exactly the samethings every year right 19 Q. Towantto ask for the review. Is therea
20 across Canada. 20 difference here between saying because of
21 KELLY, QC: 21 those market conditions, we need to reset the
22 Q. Thank you, Dr. Booth. Those are my questions. 22 rate for 2010, and saying because of those
23 CHAIRMAN: 23 market conditions there is now some
24 Q. Mr. Simmons. 24 fundamental change, sothat off into the
25 DR. LAURENCE BOOTH - CROSS-EXAMINATION BY MR. SIMMONS: 25 futurethe use of the Automatic Adjustment
Page 54 Page 56
1 MR. SSMMONS: 1 Formula has to be reconsidered?
2 Q. Dr.Booth, I'm going to pick right up there 2 DR.BOOTH:
3 where Mr. Kelly left off, and in particular in 3 A. Thereisabig difference. My view would be
4 relation to the Automatic Adjustment Formula, 4 that from September to March, as| indicated
5 and if | understand your evidencein relation 5 yesterday, we were in a sSituation of
6 to the business cycle, you' ve told us that you 6 uncertainty. Wesimply didn't know whether
7 would normally anticipate thereto be aten 7 the us Government was going to allow CitiBank,
8 year cycle, the natural business cycle that we 8 Bank of America, and a whole series of other
9 would expect, it's been shortened alittle bit 9 US banks that were in serious financial
10 here because of the eventsthat occurred in 10 troubleto go bankrupt, and the process --
11 late 2008, extending into early 2009, and 11 therewas so much uncertainty that we saw
12 those events you regard as being outside of 12 these record high spreads in the bond market,
13 the normal business cycle and they’re 13 we saw the Canadian dollar drop from a premium
14 extraordinary? 14 downto 77 centsat one point, a significant
15 DR. BOOTH: 15 drop in the value of the Canadian dollar. We
16 A. Absolutely extraordinary. When you actually 16 saw the Canadian Government intervene to
17 goand seewhat the American banksdid in 17 generate liquidity into the markets. Theus
18 terms of their lending practices, you throw up 18 Government, as I’ ve said, have taken herculean
19 your hands and say how could anyone do this, 19 efforts, both on the part of the Treasury in
20 and the failures of the Standard & Poor’s, in 20 terms of the programs they introduced, and on
21 particular, in writing structured financia 21 behalf of the Federal Reserve. At that point,
22 productsin the United States, it's redlly 22 thiswas by far and away the biggest financia
23 exposing problemsin the credit rating market 23 crisis that we have had for 70 years. Soif
24 inthe United States, and, infact, theus 24 that's doesn’t trigger -- if that doesn’t
25 Courts have just announced a couple of weeks 25 justify utility asking for ahearing, it's
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1 difficult to see what would justify it, but 1 example, people expect earnings forecast for
2 that'sall inthepast. Mr. Kelly took me 2 most major corporations to now be beaten by
3 through alot of things, shouldn’t look at the 3 the companies because asyou getinto the
4 past, should be looking at the future, and the 4 upswing in the economy, firms beat the
5 thing is that the us Government has taken all 5 earnings forecast because they downsized alot
6 of these measures, they have guaranteed the 6 of their fixed costs and onceyou get a
7 top 19 usbanks. The liquidity spreads or the 7 recovery, you get a quick uptake in earnings,
8 credit spreadsin the short term market have 8 and | would expect 2010 to be recovery year,
9 come down. So the usbanks are now ableto 9 2011 will be back to normal, but as| said in
10 raise capital like the Canadian banks. The 10 my direct, normal is not good. | mean, normal
11 economies are recovering with massive fiscal 11 is, given the stage inthe business cycle,
12 stimulusin the United States. The Canadian 12 what’s normal. People seem to think that
13 economy is recovering. Just about every 13 normal is 2005, 2006, 2007. Those were not
14 country in the world has had a recession. 14 normal. That was thetop of the business
15 We're no longer in this situation of 15 cycle, and that’s just as abnormal as the
16 uncertainty wherewe didn't know what was 16 bottom of the business cycle. Right now we're
17 going to happen. We're now back to anormal 17 early in the business cycle compared to 2002
18 businesscycle, and as| indicated to Mr. 18 and 2003 when the ROE was litigated because we
19 Kely, I think the A spreads are still high 19 had just come out of avery bad recession, but
20 from where | would expect at this stagein the 20 we're on the upswing, and things are pretty
21 business cycle, but they’re not dramatically 21 close to normal compared to wherewe arein
22 higher. So | would say at this stage -- would 22 the business cycle. Asl’'vesaid, spreads
23 | adjust the adjustment formula simply because 23 from probably 15 to 20 basis points higher,
24 "A" spreads are possibly 15/20 basis points 24 but it’s not -- most of the lingering problems
25 higher than | would have expected them at this 25 from the six month period from September to
Page 58 Page 60
1 stage; the answer to that isno, not really. 1 March, ' 09, have been dealt with. Unlesswe
2 | don’t seethat as being significant enough 2 discover that the Us banks have got alot more
3 to adjust the ROE formula because even if you 3 liabilities and alot more debts to write off,
4 assume al of that is due to arisk premium, 4 and they’ re written off, close to atrillion
5 you' re talking about 15/20 basis points, tops, 5 dollars worldwide, it's close to 1.3 trillion
6 and that isnot all duetoa risk premium, 6 dollarsin bad debts have been written off.
7 it's due to other factorsin the bond market. 7 That's a huge amount of money and there can’'t
8 (10:00 am.) 8 be that many bad debts left in the us
9 MR. SSIMMONS: 9 financial system. So assuming that they’ve
10 Q. Soin 2010, which isgoing to be contemplated 10 written off enough and that there'snot a
11 to bethe test year on this application, we 11 double dip, it’ s difficult to see how you can
12 can expect there are still goingto be some 12 have any morelingering effects from the
13 effectslingering from the economic crisis 13 financial crisis. So | would say we're back
14 that happened in '08, into early '09, and 14 to normal, giventhe stageinthe business
15 those effectswill have to be taken into 15 cycle, whichisthefact that we'restill in
16 account when the rate of return on equity and 16 an uptake.
17 therate of return on rate baseis set for 17 MR. SIMMONS:
18 2010, but if you are correct, after 2010, you 18 Q. Yesterday when you spoke about the Automatic
19 are expecting the financial marketsto return 19 Adjustment Formula and itsintroduction, |
20 to more of anormal situation? 20 understood you to say that you had recommended
21 DR.BOOTH: 21 or supported the 80 percent factor in the
22 A. | think they’re returning to normal now, so | 22 formula back when it was originaly
23 wouldn’t put it off to 2011. In my judgment, 23 introduced.
24 2010isgoing to beanormal recovery year, 24 DR.BOOTH:
25 and right now we're seeing forecasts -- for 25 A. That’scorrect.
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1 MR. SIMMONS: 1 around 4to 6 percent, somewhere in that
2 Q. DidI understand that correctly? 2 range. Sothe adjustment formula worked
3 DR.BOOTH: 3 because of astructural change primarily in
4 A. Yeah. 4 the finances of the Government of Canada, the
5 MR. SIMMONS: 5 tax structure in Canada, the rate of
6 Q. Weveheard from Ms. McShane, and | think 6 inflation, most of those changes have worked
7 we'll hear from Mr. Cicchetti as well, that 7 their way through. | don’t see there being
8 they have some other views on what the 8 huge potential for tax reductionsin Canada.
9 appropriate factor isto use other than the .8 9 | think we've stripped out most of the
10 or the 80 percent, and | wonder if you have 10 excesses in Government spending, and | don’t
11 any current views on whether your foresee any 11 seeany ground swell of public opinion for
12 needto look at adjusting that 80 percent 12 further tax reductions or further program
13 factor in the future, assuming the Automatic 13 cuts. | don't see the rate of inflation
14 Adjustment Formula continues to be used after 14 getting out of control. | think the
15 20107 15 Government has done avery good job in terms
16 DR. BOOTH: 16 of fiscal stimulus, of limiting the amount of
17 A. If theformulawereto be rebased, | would now 17 fiscal stimulus Canada, and stretching it out
18 use an adjustment for it probably closer to 1, 18 over multiple time periods. Infact, if the
19 and the reason for -- 19 truth be told, youlook at the Government
20 MR. SIMMONS: 20 budget deficit, very little of it is
21 Q. And why would you do that? 21 structural spending, unlike in the United
22 DR.BOOTH: 22 States. So | see the Government of Canada
23 A. Waéll, thereason for doing that is that when 23 returning to a surplus over athree to four
24 the formulawas introduced in’93, '94, the 24 year period because most of it iswhat we call
25 big problem was the long Canada bond yield, 25 automatic stabilizers that fluctuate with
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1 not the equity market, but thelong Canada 1 businesscycle. Sothat’'s along answer,
2 bond yield, because we had long Canadayields 2 saying that thejustification for .8, .75,
3 of 9.25 percent, and because we had 6 percent 3 that we used fifteen years ago was based upon
4 inflation, we had huge Government deficits. 4 capital market conditions where most of that
5 So we had aproblem that expected inflation 5 is now out of the system. We're now down to a
6 getsfactored into the long term Canada bond 6 system where the rate of inflation
7 yield, plus the uncertainty about exactly what 7 incorporated into bond yields is 1.5/ 2
8 the Government is going to do, whether it's 8 percent, and | don’t seethat changing very
9 just going to inflateits way out of the 9 much. There'snot alot of risk interms of
10 deficit, or whether it'sgoing to tackle the 10 Government financing, theway therewas 15
11 deficit issues. The Government took the right 11 years ago, because we've had structural
12 approach. We had tough medicine in Canadain 12 surpluses for the last ten years, and | expect
13 several years, so we missed out on a lot of 13 that to return. So if there is an adjustment,
14 the prosperity in the early and mid 90s that 14 itsmore likelyto bel tol now. It's
15 the rest of theworld experienced, but we're 15 difficult to see why it should continue to be
16 benefiting from that now because the inflation 16 .7510 .8. There'sno reason foritto be. 5
17 premium has gone out of long term Canadabond |17 at al. If youwork through the arithmetic of
18 yields, the Bank of Canada now has credibility 18 autility that on average, say, has a beta of
19 inthe capital markets to stick tol1to 3 19 5, if you use an adjustment of .5, and apply
20 percent inflation, and as aresult, we've 20 the market risk premium, it perfectly offsets
21 reaped the rewards, and one of those rewards 21 achange in the long Canada bond yield, and as
22 is low interest rates, low capital market 22 aresult, the overall expected return on the
23 opportunity cost in Canada, and as long asthe 23 market is constant, which means we can throw
24 Bank of Canada sticks to 1 to 3 percent, long 24 all therisk premium modelsout the window.
25 Canada bond yields are goingto fluctuate 25 That argument | put before the NEB, the BCucC,
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1 the Manitoba PuB, consistently for the last 1 into the ROE Adjustment Formula, came out with
2 fifteen years, and no Board has accepted an 2 an ROE and then fixed it for the next ten
3 adjustment of .5 becauseit doesn’t make any 3 years, I'd be perfectly happy with that. What
4 sense whatsoever. It flies inthe face of 4 it would mean is the ROE will be slightly over
5 financia theory, and it fliesin the face of 5 during bad yearsand dlightly under during
6 commonsense. The equity markets are totally 6 good years, but over the full business cycle,
7 unresponsive to Canada bond yields, and asa 7 itwill averageout. Asl indicated in my
8 result, it just doesn’t make any sense. Sol 8 direct testimony, I’vegot no problemswith
9 think when | put that evidence, myself and my 9 doing that. | think it's marginally generous
10 late colleague, Dr. Berkowitz, before the NEB, 10 tothe company both to have an adjustment
11 the Manitoba puB, and the Bcuc, we recommended 11 mechanism or to fix the yield, but over the --
12 .8, other witnesses recommended 1, the company 12 everything will average out over the business
13 witnesses generaly recommended .5, and | 13 cycle. Soif youwanted to put in place 8.5
14 guessthe NEB just split the difference and 14 percent, fix it for the next ten years,
15 came up with .75, and that's provento be 15 subject to dramatic changes in the capital
16 remarkably correct. 16 markets, I'll be happy withthat. If you
17 MR. SIMMONS: 17 wanted a1 to 1 adjustment, I'll be happy with
18 Q. Theeffect of using afactor of 1 instead of 18 that. If you wanted a .8 adjustment, I’ll be
19 .8 or some lower factor, if 1 understand 19 happy with that because it basically averages
20 correctly, that would mean that between 20 out over the business cycle. What | would not
21 general rate applications and between test 21 be happy with is cherry picking, saying, well,
22 years, the potential for customer rates to 22 we'll have this adjustment during these bad
23 change would actually be higher with that 23 years and then when the good years come along,
24 higher factor than it isif alower factor is 24 we'll throw it away and we'll just take the
25 used? 25 higher ROE. Y ou’ve got to be consistent over
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1 DR. BOOTH: 1 the business cycle.
2 A. That'scorrect. The--I've been asked in the 2 MR. SIMMONS:
3 past about this. My view isaslong -- and 3 Q. Sotherewould seem maybe to be two approaches
4 I’ve said this several times, aslong asthe 4 that can be taken in thelong run to how the
5 Bank of Canada commitsto 1 to 3 percent 5 Automatic Adjustment Formulawould be used.
6 inflation, and you believe that because the 6 Onewould betotry to structure the formula
7 capital markets believe that, then basically 7 to make it reflect actual rates in the market
8 the long Canada bond yield will average out 8 that the company is affected by as closely as
9 the same over the business cycle. So you will 9 possible, which would promote matching the
10 have lower rates as the rates when you have a 10 cost of producing power to the rates paid by
11 recession, the way we just had it, and you'll 11 consumersat the timethat they pay their
12 have high rates the way that we had in 2005 12 rates. The other approach would be not to
13 and 2006 when there's pressure for capital, 13 worry about that so much and rely on the long
14 and as aresult capital costs go up. So there 14 term fluctuations in the business cycle and
15 will be variations over the business cycle, 15 the symmetry to produce afair return for the
16 but it will average out at about 5 percent or 16 company and fair ratesfor the consumers of
17 S0, 5.25, 5.50 for the long Canada bond yield. 17 the power?
18 So I'm personally indifferent to whether you 18 DR. BOOTH:
19 fix the ROE for afive to ten year period at, 19 A. That'sright. Whenyou take out a mortgage,
20 say, 8.5 percent, consistent with, say, the 20 you can either take afive year mortgage at a
21 5.25 percent long term Canada bond yield. So 21 fixed rate or you can take a one year mortgage
22 if Ms. McShane saysthat 5.25 percent isthe 22 and then get al the uncertainty in one year
23 long term Canada bond yield, | have no 23 rates. They're both fair. Soit's perfectly
24 objection tothat. It might be5.5, but 24 fair to have arate that resets every year on
25 that’ s about right. Soif you just put that 25 capital market conditions. It's aso
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1 perfectly fair to take out afixed rate over 1 was there data available, but these were pure
2 the same time period. So | think both of 2 regulated utilities. So no problemsinvolved
3 those arefair. Personally, | think the best 3 inlooking at firms involved in a merchant
4 thing for rate payers, and also for the 4 power function and other things. | also at
5 company, isto fix it over aperiod of time, 5 that time tried to look at a sample of gas and
6 soyou don't takeall of the volatility in 6 electric companies, and at that time we had
7 capital markets threw into rates, which iswhy 7 Maritime Electric, which was a traded company
8 I'm perfectly happy to fix the adjustment 8 which was apure electric company. We had
9 mechanism and keep it where it isat the 9 Consumers Gas in Ontario with, | think, a
10 moment, or I’ m perfectly happy to haveafixed |10 15/20 percent public float that you could
11 rate based upon Ms. McShane' s estimate of the |11 actually useto valuate. You had Trans Alta
12 average or long term Canada bond yield of 5.25 |12 out in Albertawhich at that time was still an
13 percent, because that’swhereit’s been for 13 integrated electric utility in generation,
14 thelast eight or nine years. Long Canada 14 distribution, and transmission. So we had a
15 bond yields have been around 4 or 5 percent. 15 number of utilities in the gas and electric
16 So whether you adjust by .8 or 1, the change 16 field that were close to being pure utilities.
17 in the ROE has been relatively small. 17 Soyou could actually estimate what is the
18 MR. SIMMONS: 18 stop price for this stream of dividends, and
19 Q. | had acouple of questions for you about the 19 you could look at the growth rates, and one of
20 DCF method, which you didn’t use directly asa 20 the nice featuresat that time was that
21 means of returning ROE here, but it did form 21 inflation was a significant factor, and why |
22 part of your risk premium analysis, if | 22 say that was niceisbecause most growthis
23 understand correctly? 23 generated by inflation. If the economy is
24 DR.BOOTH: 24 inflating at 10 percent per year, you've got
25 A. It formed part of my reasonableness check 25 10 percent built in almost to the growth rate.
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1 after | came up with my estimates. 1 So at that time we could estimate the growth
2 MR. SIMMONS: 2 rateslooking at rates of inflation, and we
3 Q. Right, and you said in your evidence yesterday 3 could look at real growth, and to estimate a
4 that you did use the bcF method in the past, 4 DCFestimate. Wedid it that way, my late
5 but you stopped using it in the 1990s because 5 colleague and I, and other peopledid it the
6 there had increasingly been problems with it, 6 sameway. Sowe had the data, we had the
7 and | wonder canyou tell mea little more 7 companies, and we could correctly estimate
8 about what the problems were that you 8 these opportunity costs. The Ontario Energy
9 encountered with using that method here in 9 Board rejected DCFin part because Consumers
10 Canada and why you discontinued using it? 10 Gas, the public float was bought out by
11 DR. BOOTH: 11 Enbridge, and then Unicor that owns Union Gas
12 A. lused to usetwo samplesof firms. One 12 became part of the west coast system, so you
13 telephone sample, because at the timein the 13 didn’t have directly observable pricesfor the
14 80sand 90s, the local telephone companies 14 utilities that were being regulated in Canada.
15 were still subject to rate of return 15 That, plusalot of problemsin estimating the
16 regulation, and we were lucky in Canada, we 16 growth rates, caused their demisein Canada.
17 had Island Telephone in PEI, we had 17 Inthe United States, it'smore prevalent.
18 Newfoundland Telephone, we had Maritimes Tel, |18 The reason for that is they have growth
19 we had Quebec Tel, wehad BC Tdl, and for a 19 estimates from analysts, and the only problem
20 time we had AGT, which became Telus. 20 that I’'m sure Mr. Cicchetti will getintois
21 MR. SIMMONS: 21 the fact that we know those growth estimates
22 Q. Sotherewas data available to use the method? 22 are biased because analysts -- these analyst’s
23 (10:15am.) 23 growth estimates come from sell side analysts,
24 DR.BOOTH: 24 so they'rebasically selling the stock or
25 A. Therewasdata available, yeah, and not only 25 promoting the stock, and we know there’san
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1 optimism biasin these growth estimatesin the 1 percent. So welook at those DCF estimates
2 United States. Ms. McShane has accepted that 2 because that’ s intrinsicly what you get out of
3 in the past. So any estimates coming from DCF 3 investing in stock, you get dividends, you get
4 estimates based upon growth estimates from 4 capital gains, and they come from the
5 analysts, we haveto adjust them downwards 5 underlying profitability in the system. Soll
6 because we know that they’ re biased high. 6 useit as acheck, but alot of the estimates
7 MR. SSIMMONS: 7 from investment banks come totally from D/P +
8 Q. Soyour reasonsfor not using the bcrF method 8 G, dividend yield plus growth.
9 now, and not having used it since 1990, are 9 MR. SSIMMONS:
10 twofold. One isthat you lost the Canadian 10 Q. You'veaready answered quite afew questions
11 data that you would have used from comparable |11 on your capital asset method calculations, but
12 Canadian companies to input into the formula, 12 | read in your report that you used a couple
13 and you areunwilling to go to American 13 different methods there; two variations, atwo
14 comparable companies, in part, because you 14 stage method, in addition to the more direct
15 didn’'t trust the reliability of the forecast 15 calculation to determine the results of that,
16 data that was available for those companies? 16 and you've been questioned agood bit about
17 DR.BOOTH: 17 the determination of the beta factor, and the
18 A. Wdl, | wouldn't say me, | don't think anybody 18 element of judgment that goes into that. In
19 truststhe reliability of sell side analysts 19 your two stage approach, | see you refer to a
20 inthe United States. They’re under ahuge 20 factor that you call a"gamma.
21 conflict of interest, and all of the academic 21 DR.BOOTH:
22 evidence indicates that they’ re biased high. 22 A. Yes
23 MR. SIMMONS: 23 MR. SIMMONS:
24 Q. Sothosearethereasons, it wasn't anything 24 Q. And would the same considerations apply to the
25 about the methodology per se that you 25 determination of gamma, in that you do look to
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1 considered inappropriate, and if you had the 1 evidence, but you also bring an element of
2 data you needed, you would probably still use 2 judgment into the determination of that factor
3 the DCF method approach, would you? 3 in that test?
4 DR.BOOTH: 4 DR.BOOTH:
5 A. Absolutely. Infact, | still usethe DCF 5 A. That's correct. Ms. McShane, | think,
6 method in the way that people like TD and the 6 estimates the interest sensitivity to
7 Roya Bank and the big investment banks use 7 utilitiesof .52. | use.5. It obviously
8 it, which isto say they look at the forecast 8 varies with the amount of interest rate
9 growth and they look at top down analysis of 9 uncertainty in the economy. During periods
10 looking at where we are in the economy, what's |10 when interest rates were really violently
11 the economic growth, what are the reasonable 11 going up and down, the sensitivity differs
12 estimates for top level profit growth, and 12 because all of these coefficients are
13 then they reconcile that with bottom up 13 basically how sensitive is the stock price to
14 analyst forecast. They look at the dividends 14 achange in some underlying risk factor. If
15 yield and they say what’ s a reasonable equity 15 that underlying risk factor doesn't change
16 cost for the market as awhole, and that's 16 during the estimation period, then you can’t
17 DCF, plus the overall growth in profitsin the 17 estimate accurately a sensitivity coefficient
18 economy. So | do that because that’s -- it's 18 very well.
19 acheck. It'ssort of saying, well, if you've 19 MR. SIMMONS:
20 only got 2 percent inflation and the economy 20 Q. Andusing both of those methods, you came up
21 isgrowing at 3 or 4 percent tops, you’ ve got 21 with a7 percent number that you used?
22 5 or 6 percent growth in the economy overall. 22 DR.BOOTH:
23 So it's difficult then to say, well, in 23  A. Yeah.
24 aggregate, profitscan grow at 10 percent 24 MR. SIMMONS:
25 forever when the economy can only grow 5to6 |25 Q. Which you further adjusted to account for
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1 floatation costs and a margin of error, 1 fair return.
2 resulting in 7.75 percent? 2 MR. SIMMONS:
3 DR.BOOTH: 3 Q. Sothose arethe thingsyou would have to
4 A. That'scorrect. 4 consider when you use your smell test and see
5 MR. SMMONS: 5 if the final result looks reasonable, given
6 Q. Which was your recommendation, and if | 6 al these underlying factors and what you know
7 understand the last step in the processyou 7 about the markets and the economy, but when
8 useissmell test to see if that number looks 8 the number fails, what do you do? Do you go
9 right? 9 back and adjust factorsthat you've usedin
10 DR. BOOTH: 10 order to work through the processes of the
11 A. Sure 11 different methodol ogies again to come up with
12 MR. SIMMONS: 12 different numbers, or do you just say at the
13 Q. What do you do when it doesn’t? 13 end of your report "thisis an unreasonable
14 DR.BOOTH: 14 number and instead of 5, | think it should be
15 A. | goback and I look at why doesn’'t the 15 6"?
16 numberslook right, and if I wasjust to not 16 DR. BOOTH:
17 use my judgment and just be a statistician and 17 A. | dothesamething asif abuilder buildsa
18 just use the realized risk premium, say, since 18 house and the house fallsdown. He says,
19 1956 and come up with 2 percent, and | was 19 "Wow, why did the house fall down, I'll go and
20 plugging that into, say, the capital asset 20 investigate why the house fell down", and
21 pricing model, theway it'ssupposedto be 21 exactly the same when | come up with
22 used in non-regulated -- here using the 22 estimates, | will go through and say, well,
23 treasury bill yield, then we've got 25 basis 23 look, given thelong run experiencein the
24 points plus 2 percent, and then you come up 24 market, given thelevel of interest rates,
25 with nonsense numbers. So that’s a smell test 25 judgment constrained by the facts, you go back
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1 when you sort of look at it and you say, well, 1 and you look and say, well, why has the beta
2 look, I'm doing what they did on all these 2 been.1. Sol don't believein just reporting
3 empirical tests, I'm coming up with 2.5 3 numbers and saying these are the numbers. |
4 percent, if | add in 50 basis points, would | 4 believe in looking at the numbers and
5 recommend 3 percent for an allowed rate of 5 understanding what generated those numbers.
6 return; the answer is obviously nonsense, 6 MR. SSIMMONS:
7 that’s the smell test. You look at it and you 7 Q. Soyou can't go back and change the underlying
8 say that’s not reasonable. So you haveto 8 datathat you’ ve used, what you can changeis
9 look at itin the context of understanding 9 either the methodology that you’ ve used or the
10 wherewe arein the businesscycle, and I’'ve 10 judgment that you’ ve exercised? Those are the
11 said that repeatedly over the last day and a 11 two elements that are within your control when
12 half, butit distresses me sometimes when 12 it comes to using your methodologies and
13 people produce estimates and there's no 13 working out afinal number, right?
14 discussion of the economy or the financial 14 DR. BOOTH:
15 markets because all of thiscomesfrom the 15 A. Tosomeextent, that’strue. | think it's--
16 state of the economy. Thekey driving fair 16 | have some Boards say can’t we just throw out
17 rates return is the expected rate of 17 2008, let’sjust pretend it didn’t happen, and
18 inflation, and when we have expected rate of 18 asaresult we didn’t suffer a 38 percent drop
19 inflation down 2 percent, we're not going to 19 in the Canadian market, and asa result our
20 have the same allowed rates of return aswe 20 historic risk premium estimates are higher,
21 had 15/20 years ago when the rate of inflation 21 and my answer to that is, no, you can’'t do
22 was 5/6 percent. | mean, that would defy 22 that, you just can’'t throw out datathat you
23 logic. Soyou have to understand the state of 23 don't like, you have to go back and understand
24 the economy and then you have to understand 24 what drove that dataand understand whether
25 what’ s driven your estimates that go into the 25 the underlying economic situation is going to
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1 persist into the future. So| would regard 1 the capacity of the utility to borrow on its
2 2008 as an aberrant year, but we happen to 2 credit standing, its credit rating, its credit
3 have these aberrant years every certain period 3 metrics, and those factors?
4 of time. Hopefully, it'll be another 70 years 4 DR. BOOTH:
5 before the usdestroysits financial system 5 A. Yes Thecritical thing iswe can look at the
6 again, but | don’t think it’s going to happen 6 fair rate of return, and we haveto look at
7 in the foreseeable future. 7 whether those costs are fair and reasonable.
8 MR. SIMMONS: 8 Wethen haveto look at whether or not the
9 Q. |justwantto be clear that | understand what 9 firm, the utility, can actually raise capital
10 you're saying, is that if the end result 10 and provide service. Normally, any fair
11 number you get is in your judgment 11 return of return comesout, it'sgoing to
12 unreasonable, what would you then do? Would |12 imply that the utility’s financial integrity
13 you either review your choice of methodology 13 ispreserved and it can continueto raise
14 or the way you've used it, or would you review 14 capital. 1n some cases, that’s not the case,
15 the judgment you’ ve used for the inputsinto 15 and it’ s not the case usually because the firm
16 that methodol ogy? 16 has got a very high embedded cost of debt, and
17 DR. BOOTH: 17 usually it’s because it'sasmall firm, and as
18 A. Wadl, I don't review the judgment in the sense 18 aresult that embedded -- high embedded cost
19 that I'musing judgment all the way through 19 of debt is not going to berolled away very
20 the process. I’'mlooking at the datathat’s 20 quickly by refinancing at lower interest
21 coming out and I’'mtrying to understand it, 21 rates. So if there srestrictions in the bond
22 and do | place alot of weight on the betas 22 contract, for example, as there traditionally
23 from last year; no, because | know that 23 arefor alot of Canadian utilities, atwo
24 they’re driven by the stock market crash last 24 timesinterest rate restriction, hasto cover
25 year, and thefact that whenever the stock 25 the interest twice in EBIT, then sometimes it
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1 market crashes, betas go down because 1 means that the firm can’'t raise capital. In
2 utilities are defensive stocks. So the 2 fact, thishas been aperennial problem for
3 questionis, | then look forward and say where 3 Enbridge Gas distribution in Ontario, it's
4 are we in the business cycle and what’ s likely 4 currently a minor problem for Terasen Gas,
5 to happen. So I’'m constantly looking at the 5 both of which are very close to the two times
6 dtatistics. It'snot asif a number comes out 6 interest coverage ratio. Particularly for
7 and | say, well, that’s a nonsense number. | 7 Enbridge when it got volatile earnings, partly
8 sort of have a pretty good idea what the data 8 volatile earnings, as aresult of weather. It
9 isgoing to tell me, given thefact that I'm 9 doesn’'t have aweather normalization account.
10 constantly watching what’s happening in the 10 So sometimes Enbridge has been restricted from
11 economy and have been for the last ten or 11 issuing long term debt because it can’'t meet
12 fifteenyears. | mean, | can predict the 12 the new issue test. Sointhose cases, you
13 market risk premium results are going to go up 13 look at it and you say, well, if the equity
14 next year; why, because we've had a 50 percent |14 returnis fair, how canwe copewith this
15 recovery in the stock market since March, and 15 problem of maintaining financial integrity,
16 2009 will be a good year for the equity 16 access, raising capital to provide financing,
17 market, 2010 will be better possibly, and asa 17 and the answer to that isnot to reward the
18 result the historic estimates are going to go 18 equity holders because these concerns
19 up. Dol put alot of faith in those year to 19 generally got nothing to do with the equity
20 year fluctuations; no. 20 holders. So you don’t give the equity holders
21 MR. SIMMONS: 21 abonus return simply because of temporary
22 Q. Only oneother question. When you complete |22 financial access problems. What you do there
23 your ROE analysis and your recommendation, is |23 isyou look at the ability of thefirm to
24 any part of what you do then to consider the 24 raise short term debt, andin the case of
25 impact that that recommendation would haveon |25 Newfoundland, that’'s not problem because
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1 they’ve got extensive short term credit 1 quarter because of the cash for clunkers that
2 facilities, and, in fact, according to 2 was part of the Obama package, basically
3 Moody’s, they’ ve just had the material adverse 3 giving Americans money to buy new cars to
4 conditions clause removed from their credit 4 replace their old gas guzzlers. So that
5 line. So that meansthey can do what small 5 stimulated some demand during the summer. |
6 utilities or smaller utilities generally do, 6 think the problem --
7 which is borrow short term, and wait to refund 7 CHAIRMAN:
8 when the market conditions are appropriate. 8 Q. That's pretty phoney, though, isn't it?
9 Generally in those conditions, | 1ook to see 9 DR.BOOTH:
10 the availability of the short term capital, 10 A. It is pretty phoney. It's a temporary
11 and if there' s a persistent problem, and this 11 stimulus, but you’ ve got to remember the vast
12 is what | recommended before the Ontario 12 bulk of Obama stimulus package hasn't gone
13 Energy Board, the traditional solution is 13 into effect, just as half of the 20 billion of
14 preferred shares. Y ou use preferred shares on 14 our deficit stimulus package hasn’t gone into
15 atemporary basis because preferred shares 15 effect yet. It'sall infrastructure spending
16 boost the interest coverage ratio, allows the 16 that basically still has got to be spent, and
17 firm better accessto financial markets, and 17 thereisasignificant body of peopleinthe
18 doesn’'t reward the equity holders, and I’ve 18 United States that believe, given these lags,
19 constantly said for the last ten years you 19 al of this Government spending will come on
20 don’'t reward the equity holdersfor problems 20 stream just as the impact of interest rates
21 in the bond market in terms of coverage ratios 21 will start rebounding the us economy, and as a
22 and access in financial markets, because those 22 result, there's people inthe United States
23 are just technical restrictions and nothing to 23 actually afraid of inflation, which | regard
24 do with the fair rate of return standard. 24 asrather sort of hysterical. | just don’t
25 MR. SIMMONS: 25 see any economic basis for that, but there’s a
Page 86 Page 88
1 Q. Thank you, Dr. Booth, | don’t have any other 1 lot of commentatorsin the United States who
2 questions. 2 areworried about inflationary pressures in
3 (10:30am.) 3 the United States. These normally only come
4 CHAIRMAN: 4 about because of a strong economy, but they’re
5 Q. Doyou haveany? 5 worried about it because somehow the us
6 VICE-CHAIR WHALEN: 6 Government deficit, if the stimulus isn't
7 Q. | don't have any questions. Thank you. 7 taken away as the economy recovers, you get
8 CHAIRMAN: 8 inflation. Then if the economy recovers, it's
9 Q. Soit’syour position that the economy isin 9 going to have abig stimulusfor Canadaas
10 recovery, whether it'sa"V" shape recovery or 10 well.
11 a"U" shape, we're on our way back? 11 CHAIRMAN:
12 DR. BOOTH: 12 Q. So youdon't think it'spossible for the
13 A. We'redefinitely on theway back. Unless 13 United States to further debauch the dollar?
14 every private forecaster, and the Government 14 DR. BOOTH:
15 of Canada, and the Bank of Canada, have got it 15 A. Their dollar?
16 totally wrong, we're definitely on the way 16 CHAIRMAN:
17 back. Theresults will come out, third 17 Q. Yeah
18 quarter of this year we will economic growth, 18 DR. BOOTH:
19 and as | indicated, France and Germany had 19 A. Canadian dollar is going to be the premium to
20 economic growth in the second quarter. 20 the us dollar very, very soon, and if -- |
21 CHAIRMAN: 21 mean, you can make these forecasts, but
22 Q. What about in the Us? 22 forecasts are almost always wrong in the sense
23 DR. BOOTH: 23 that -- macro economic forecasts, not growth
24 A. The us has got more problems. The us 24 forecast and risk premium forecast, but macro
25 definitely had some stimulus in the third 25 economic forecast because policy makers
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1 respond to those economic conditions. So you 1 has everything going for it. A few years ago,
2 can't say, well, look, if the us continues to 2 | said | can't seewhat’s goingto happen
3 run fiscal deficits of 13 and a half percent 3 because every timewe looked at all the
4 for the next twenty years, the usis going to 4 criteriain Canada, it was a check box, tick,
5 bein a disaster situation because that cannot 5 tick, tick, everything was working out fine.
6 possibly happen. Sooner or later policy 6 Who would have believed the Americans could
7 makers inthe United Stateswill increase 7 cause so many problems intheir sub-prime
8 taxes and reduce spending. Exactly the same 8 mortgage market. So I’'mnot saying that
9 asin Canada inthe early '90s, we had huge 9 there’' s not things out there that could damage
10 problems, everyone recognized the problems, 10 us, but these are-- and people say, well,
11 inflation was areal problem up until the late 11 what are these problems, and my answer is, |
12 1970s, early 1980s, and eventualy the 12 don't know. All we know isthat every time at
13 political will was there to solve the problem 13 the top of the business cycle lenders made bad
14 because it got out of line, and the political 14 loans, and it doesn’t matter whether it’s sub-
15 will will betherein the United Statesto 15 prime thistime or whether it'ssub or risk
16 solve their problems, whether it'sin Obama’'s 16 (phonetic) lending in the 60sand 70s, or it's
17 period, I don’'t know, but they have really 17 telecom lending in the 90s, bankersend up
18 significant problemsin the us. 18 losing money and causing problems in the
19 CHAIRMAN: 19 financial system.
20 Q. Andyou don'tthink they’'regoingto spill 20 CHAIRMAN:
21 over into Canada? 21 Q. Andlooking for bailouts?
22 DR. BOOTH: 22 DR. BOOTH:
23 A. No,in fact, any spill overisgoing to be 23 A. Looking for bailouts. The Canadian banks
24 good in the sensethat if the us doesjust 24 haven’t looked for bailouts. The Canadian
25 carry on, and all of thisfiscal stimulus hits 25 banks arereally solid. The World Economic
Page 90 Page 92
1 the useconomy and they keep their interest 1 Forum rated the Canadian banking system as the
2 rates low, so the us economy recovers, but it 2 strongest in theworld, whichiswhy we've
3 endsup beinginflationary with Us deficit 3 being relatively immune from all of these
4 problems, Canadian dollar isgoingto go to 4 problemsthat have hit the rest of the world.
5 $1.15/$1.20. The recovery is going to 5 CHAIRMAN:
6 stimulate demand for Canadian exports. So 6 Q. | asoread that there's apossibility that in
7 right now if you put export demand back to 7 the United Statesthere’'sa commercial sub-
8 whereit normally is, the Canadian economy 8 prime problem aswell. Do you know anything
9 wouldn’t be in any trouble whatsoever. Nearly 9 about that?
10 al of our problemsare coming from the lack 10 DR. BOOTH:
11 of export demand to the United States. If the 11 A. Inthe stresstest of the us banking, they
12 uUs economy recovers and it doesn’t solve their 12 basically applied default rates for different
13 problems, our export demand will come back, so |13 loans, and the commercial loan market isin
14 the Canadian economy will behumming aong |14 bad shapein the United States. The credit
15 nicely, our dollar will go to a premium, we'll 15 card market isin bad shape. The stress test
16 have low interest rates, we may even havea 16 that the usbanks went through with the
17 marginal room for further tax cuts. Already 17 resultsat least tothe beginning of May,
18 the corporate income tax in Canada is 18 indicated default rates of 22 percent in the
19 significantly lower than it is in the United 19 uscredit cards. These are horrific numbers.
20 States, and they have huge tax increases that 20 In Canada, the worse we're looking at is 3/4
21 have to come, either tax increases or program 21 percent. They'relooking at default rates on
22 spending cuts. The usisessentially back 22 housing of about 10/15 percent, whereas the
23 where we were in the early 90s, and they’'ve 23 major Canadian banks predict about .2 percent.
24 got harsh policy decisions to make, but either 24 | mean, theloan losses intheus arejust
25 way, | think Canada-- | think Canada till 25 incredible. They've been addicted to debt
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1 because to a great extent it’'s tax deductible 1 A. Therestwo sidesto that. First of al, I've
2 in the United States, the interest costs, and 2 been sitting in hearings in Canada for along
3 they’re hugely are over indebted, and they’re 3 time now, and what | see across Canada is
4 in a post -- let's see, they're in a 4 Boards that are protective towards the
5 depression or a alcoholics recovery from being 5 utility. | seethisin the frequency of rate
6 addicted to debt, and how long it’s going to 6 reviews, | see this in the response to
7 take for those problems to work through isn’t 7 problems faced by the utility. So the utility
8 quite certain. Some people predict it's going 8 hasa problem, it comesto the Board, the
9 totake along time. Others have said, well, 9 Board sets up some deferral mechanism to help
10 they’'re alcoholics, they’ll get back to 10 the utility. That’s part of what | regard as
11 borrowing money in a relatively short period 11 the regulatory compact, that we lower the risk
12 of time because Americans are not going to 12 of the utility, we'll then allow the lower
13 abolish the interest deductibility of most of 13 rates of return, and they finance more debt,
14 the debt that they borrow. So Americans have 14 and debt is tax deductible, sooveral it
15 either got to get a grip with some serious 15 lowerstherates. So the regulatory compact
16 policy decisions in terms of their tax 16 in Canada isrelatively more debt, relatively
17 structure and their spending because they 17 lower ROES, but amost a compl ete absence of
18 can't keep spending, having deficitsof 13 18 risk. In fact, I've yetto seeany risk
19 percent of GDP, but regardless of those 19 affect a Canadian utility, and | know that
20 American problems, theimpact on Canada is 20 soundslike anincredibly strong statement,
21 relatively minimal. | mean, the Canadian 21 but I've sat in regulatory hearings and heard
22 dollar went up to 95/97 cents, not because of 22 witnesses say all of the risks that the
23 the us, but because of Chinaand India, and 23 utility faces. Sooner or later, some of these
24 the demand for commaodities. 24 risks has to affect a Canadian utility
25 CHAIRMAN: 25 somewhere, and Mr. Johnson put questions
Page 94 Page 96
1 Q. Uh-hm. Mr. Johnson, I think you -- 1 towards Ms. McShane and she said, well, just
2 VICE-CHAIR WHALEN: 2 because the risk hasn’t materialized doesn’t
3 Q ljust-- 3 mean to say it's not there. Well, my
4 CHAIRMAN: 4 perception is if therisk does materialize,
5 Q. Oh,I'msorry. 5 utility comes before the Board, and the rate
6 VICE-CHAIR WHALEN: 6 payers pay, and one good example of thisis
7 Q. | hesitated earlier because | wasn't sureiif | 7 this -- the late fees charged in Ontario where
8 could get my head around just framing the 8 it went to the Supreme Court, and the Supreme
9 question. I’m just going to put it to you. | 9 Court said thisisillegal, it contradicts the
10 was reading through your evidence last night 10 Interest Rate Act, and as aresult there was
11 and thelast threeor four linesof your 11 settlement. Did Union Gas and Consumers Gas
12 testimony where you highlighted the 12 pay the settlement; no, they just came before
13 inconsistency or incongruity between 13 the OEB and they said passit onto therate
14 Newfoundland Power’s seemingly approaching a |14 payers, and the Consumers Association, the
15 lower risk profile with more and more of these 15 rate payers agreed with that. So when | seea
16 accounts that they’ re requesting, coupled with 16 risk materialize, first of al,’d be a
17 a higher ROE request, and, you know, you just 17 little bit surprised, and secondly, if | see
18 said it seemsinconsistent, but to what extent 18 that the rate payer -- sorry, if | seethe
19 doestherisk profile of the company cometo 19 utility bearing those costs, I’ll be even more
20 play for you as an analyst sitting and looking 20 surprised because it's yet to happen in
21 at the numbers? Do you actually consider the 21 Canada. So thisis -- when | look at
22 actual risk profile of theutility that's 22 utilities, the utilities wanted to get usto
23 beforeyou, orisit done moreon aglobal 23 look at specific risks, and that’s sort of a
24 basis? 24 quagmire, because it's always alittle bit
25 DR. BOOTH: 25 specific to Newfoundland Power, things
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1 specific to Enbridge Gas, things specific to 1 typing and 26 became 25. If you scroll down a
2 TransCanada. | look at what the capital 2 little bit --
3 markets look at, whichis do they earn their 3 MR. JOHNSON:
4 alowed ROE. That's where the rubber hits the 4 Q. Yeah, there'sthetable.
5 road, that’ sthe sum effect of all of these 5 DR. BOOTH:
6 risks, and the evidence is that the utilities 6 A. Thesearethe underlying economic assumptions
7 across Canada earn their allowed ROES, and 7 that Mercer uses to estimate the rate of
8 they exceed them, and typically they exceed 8 return that the Newfoundland Power pension
9 them by 50to 100 basis points because of 9 fund’ s going to earn, and they’vegot down
10 incentive agreements and traditionally under 10 equities, Us and Canada, 8.5 percent, fixed
11 spending operations and maintenance expenses 11 income4.4. So thisisn't somebody -- an
12 and things. So there’sno short term risk. 12 expert coming inon behalf of Newfoundland
13 There may be some long term risk for some of 13 Power to tell you what the expected return on
14 the utilities. TransCanada Pipeline has got 14 Canadian equities is. Thisis independent
15 some risk because the main line from Alberta 15 experts. Mercer goes around and they do
16 is-- unless something happens significantly 16 exactly the same thing, right away across
17 through the western Canada sedimentary basin, 17 Canada, in evaluating pension funds, and
18 the supply coming out of Western Canada may 18 they’'re using long run expected rates of
19 not be there to have the main line run full. 19 return in the Canadian and Us equity markets
20 In fact, it’s not going to be there. So there 20 of 8.5 percent, which is 2.5 percent less than
21 arelong term risksfor some utilities that 21 the ROE that Newfoundland Power is asking for,
22 bear on thefair rate of return, and those 22 and | can’'t believe that Newfoundland Power is
23 long term risks the National Energy Board took 23 riskier than the usand the Canadian equity
24 into account in the TOM decision, but for a 24 market as awhole.
25 utility like Newfoundland Power, | don’t think 25 MR. JOHNSON:
Page 98 Page 100
1 there'sany long termrisk, 1 don't think 1 Q. That'stheonly question | had.
2 there’ s any problemsin the utility recovering 2 CHAIRMAN:
3 its rate base through its depreciation 3 Q. Sothey'reout theretenyearson this, are
4 charges, and | don’t see any evidence of any 4 they? Isthat what you --
5 inability to earn its allowed rate of return. 5 DR. BOOTH:
6 Soon a risk basis, 1 don't seeany risk 6 A. Sorry?
7 attached to this utility. Almost all of the 7 CHAIRMAN:
8 risk is capital market risk, whichis how 8 Q. This8and ahalf -- when they say "long run”,
9 investors react to the sharesof Canadian 9 | mean, someone said there’ s no such thing as
10 utilities, not the underlying business of 10 along run, we're al going to be dead, but --
11 financial risk, which is what you're 11 DR. BOOTH:
12 responsible for. 12 A. John Maynard Keynes, 1936.
13 VICE-CHAIR WHALEN: 13 CHAIRMAN:
14 Q. Thank you. 14 Q. Yeah, butisthis-- the 8.5, are they saying
15 CHAIRMAN: 15 fivelten years?
16 Q. Mr. Johnson. 16 DR. BOOTH:
17 MR. JOHNSON: 17 A. Generdly, they'retaking about along, long
18 Q. Mr. Chairman, just one question on re-direct. 18 run, indefinite long run, because most defined
19 DR.LAURENCE BOOTH - RE-EXAMINATION BY MR. TOM JOHNSON: 19 benefit plans that they look at, particularly
20 MR. JOHNSON: 20 the Public Service ones, they're indefinite
21 Q. Idon't think we ever got to see what you were 21 because you' re aways going to have the CPp,
22 referringtoin the Mercer Report. |sthat 22 you' re always going to have the RCMP Pension
23 CA-NP-26? 23 Plan, or Ontario Teachers, because you're
24 DR.BOOTH: 24 constantly replacing these people. So the
25  A. Yes that'sit. Unfortunately, | do al my 25 pension planis indefinite. Now | would
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1 caution that these equity returns, they’re are 1 Q. Thank you very much. Do youwant to takea
2 long run equity returns and they tend to be 2 break now or do you want to carry on?
3 what we call compound rates or return, not 3 KELLY, Q.C:
4 geometric rates of return. At least, that's 4 Q. Well, we'll start with Mr. Cicchetti next, so
5 my guess. So the arithmetic rate of return 5 it might be just as well sinceit’s past
6 consistent with the way that | estimate them 6 quarter to, to take the break down and start
7 isprobably 1 percent or 1.5 percent higher 7 fresh after the break.
8 than these, but then the fixed incomeisn’t 8 CHAIRMAN:
9 the long Canada fixed income, it'sablend of 9 Q. Okay.Isthat okay?
10 everything. So this isn't directly 100 10 MR. JOHNSON:
11 percent comparable with the work that I'm 11 Q. That'sfine.
12 doing. Thisl would just takeas another 12 CHAIRMAN:
13 reasonableness check. Getting up from 8. 5 13 Q. Allright.
14 percent isdifficult, and it's the same with 14 (RECESS)
15 the Royal Bank’sforecast, and the same with 15 (11:20am.)
16 the TD forecadt, it's-- you just don’t see 16 CHAIRMAN:
17 many people predicting long run equity returns 17 Q. Now beforewe go to our next witness, | was
18 much out of 8.5/9 percent. 18 told there are some -
19 CHAIRMAN: 19 MS. GLYNN:
20 Q. Andthat's been consistent with the history 20 Q. Wehaveacouple of filings.
21 going back 40 or 50 -- 21 CHAIRMAN:
22 DR. BOOTH: 22 Q. - procedural matters.
23 A. That’'sconsistent with history, and the fact 23 MS. GLYNN:
24 isthat it's along run reversion to trend. 24 Q. Yes, Mr. Chair. Thefirstisundertaking No.
25 You can't suddenly say, well, 80 years, all of 25 3. Ms. McShane, yesterday, agreed to provide
Page 102 Page 104
1 these professionals, whether they’re Mercer, 1 a recalculation based on a smaller bond
2 the Royal Bank, TD, surveysand investors, 2 spread. So that has been submitted by
3 they’veall gotit wrong, suddenly there's 3 Newfoundland Power. And we also have Exhibit
4 going to be a seismic shift, they’re wrong and 4 MAcC-1which would be Mr. Cicchetti’s resume.
5 we're now going to say 12/13 percent long run 5 CHAIRMAN:
6 equity return. It'sjust -- Mercer did this 6 Q. Allright. Sowe'reready to proceed now with
7 relatively recently, and they’'re paid to 7 Mr.--I'm sorry, sir.
8 determine the unfunded liability and the 8 MR. CICCHETTI:
9 funding statusof the pension. So their 9 A. Cicchetti.
10 reputation is on the line when they do this. 10 CHAIRMAN:
11 CHAIRMAN: 11 Q. Cicchetti, okay.
12 Q. lthink that’sit. One question. We were 12 MR.MARK CICCHETTI, SWORN, EXAMINATION-IN-CHIEF BY MR.
13 trying to figure out what your accent is. 13 DANIEL SIMMONS
14 Some say New Zealand, somesay Australia, | 14 CHAIRMAN:
15 say you're a Brit. 15 Q. Thank you. Mr. Simmons, over to you.
16 DR. BOOTH: 16 MR.SIMMONS:
17 A. Australians| just treat as being transplanted 17 Q. Mr. Cicchetti, you prepared areport dated
18 Brits or transplanted London, anyway. I'ma 18 August 2009 which comprisesyour pre-filed
19 Londoner by birth, but I’'ve beenin North 19 evidence. Do you adopt that report as your
20 Americafor longer than | would care to admit. 20 evidence at this hearing?
21 CHAIRMAN: 21 MR. CICCHETTI:
22 Q. Not east end London? 22 A. Yes.
23 DR. BOOTH: 23 MR. SIMMONS:
24 A. No, north London. 24 Q. Andarethere any updatesor correctionsto
25 CHAIRMAN: 25 your report?
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1 MR. CICCHETTI: 1 economic activity, particularly exports, to
2 A. | have onecorrection to Schedule 8 of my 2 occur in Canada, there’' sgoing to haveto be
3 testimony. 3 some meaningful recovery in the us.
4 MR. SIMMONS: 4 There was tremendous amounts of stimulus
5 Q. I'msorry, which scheduleisthat? 5 that was applied in thefirst and second
6 MR. CICCHETTI: 6 quarters and | think everyone expected that we
7 A. MAC-8. In the column onthefar right, the 7 would see some economic growth in the third
8 word "revenues' should be market 8 and fourth quarter of thisyear, and it looks
9 capitalization. 9 like we're going to have--the usis going to
10 MR. SIMMONS: 10 have about three percent growth in the third
11 Q. Thank you. We' ve entered your Cv in evidence, |11 quarter and it's expected to decline somewhat
12 but can you giveus abrief description of 12 to twoand a half percentin the fourth
13 your background and qualifications, including 13 quarter and the forecasts are for around two
14 your involvement in giving testimony in any 14 percent for the first half of next year, and |
15 other regulatory proceedings? 15 think alot of economists feel is that about
16 MR. CICCHETTI: 16 it, all wegot for the bang for the buck,
17 A. Certainly. | am aproject manager with C.H. 17 keepingin mind that this second round of
18 Guernsey & Company. I've beeninvolved with |18 stimulus occurred after a first round of
19 the regulation of public utilities for 19 stimulus that gave usthe couple of quarters
20 approximately 27 years and have beeninvolved |20 of minor economic growth.
21 in one form or another in hundreds of cases 21 Inthe us, approximately 70 percent of
22 and have testifiedinat least 50 of those 22 the economy is consumer spending, based on
23 cases. This ismy first time testifyingin 23 consumer spending, and | tend to agree with
24 Canada. | am aformer chief of finance for 24 the comments of Ms. Perry and Ms. McShane that
25 the Florida Public Service Commission and a 25 we'regoing to haveto wait and see if the
Page 106 Page 108
1 former president of the Society of Utility and 1 consumer is going to be able to lead us out of
2 Regulatory Financia Analysts, whichis an 2 this economy, and with that in mind, inthe
3 organization whose sole and specific interest 3 Us, unemployment is approaching ten percent,
4 isin public utility cost of capital issues. 4 which isvery high, and there doesn’t seem to
5 MR. SIMMONS: 5 be, on the horizon, reasons for that to come
6 Q. Thank you. Mr. Cicchetti, can you comment on 6 down. The housing market isstill troubled.
7 the assumptions that you've made regarding 7 Housing starts unexpectedly declined in
8 current or prospective financial market 8 September. Foreclosures are rising and so
9 conditions for the purpose of preparing your 9 it's hard to see how the consumer is going to
10 testimony for today? 10 have the income to pull us out of the
11 MR. CICCHETTI: 11 significant downturn.
12 A. Yes. |think Dr. Booth did agoodjob of 12 Ontop of that, the banking system is
13 explaining the conditions that ledto the 13 till fragile. Although we don't hear alot
14 financial crisis and the history of interest 14 of the headline-grabbing too big to fail banks
15 rates and inflation and projections for 15 being rescued, a lot of the smaller and mid
16 interest rates and inflation and one area that 16 size banks are failing and the FDIC isin the
17 | do have a disagreement with him iswhere we 17 process of having to supplement their reserves
18 are currently economically. | believe Dr. 18 in order to be able to deal with that and that
19 Booth indicated hefelt that we werein a 19 has kept lending, in theus, low. So Dr.
20 normal recovery coming out of arecession and 20 Booth mentioned the concerns about inflation
21 | don’t think it’sthat simple, and | preface 21 and that also hasto do with the amount of
22 my comments with the understanding that theus |22 stimulus that’ s been providing the significant
23 economy and the Canadian economy are 23 amounts of excessreserves in the banks,
24 intricately intertwined and | think it's 24 although they’re not lendingit. But the
25 generally accepted that for significant 25 balancing act that they have to haveisthey
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1 haveto beableto drainthose reservesas 1 istheformula, the equation that you would
2 interest rates pick up in order to keep from 2 use to calculate the cost of debt, and in that
3 inflation becoming a problem, because 3 case, you know what your interest payments are
4 inflation is a monetary phenomena and if you 4 going to be semi-annually asyou go through
5 have more dollars chasing a set amount of 5 time and that’s contractual, aswell asthe
6 goods, that’ s the definition of inflation. So 6 repayment of principle. So you know what an
7 they have afine balancing act to be able to 7 underwriter or whoever bought the bonds pays
8 drain those out as economic activity picks up 8 for them and soyou simply, through math,
9 and so there is some concern about 9 solve the equation to find out what discount
10 stagflation, which is a stagnant economy with 10 rate equates those cash flowsto the price
11 inflation, which was experienced in the ' 70s, 11 that you receive for the debt, and so there's
12 so my point being that | think there’s alot 12 no doubt about that. That same model is used
13 of thingsthat are different from a standard 13 to discount the dividends for price of stock.
14 recovery coming out of arecession. There'sa 14 The question then becomesisyou don't have
15 lot of things that could potentially go wrong 15 those contractual interest rate payments. Y ou
16 and layered on top of al of that is the fact 16 have dividendsthat are going to occur over
17 that long-term government rates are low. If 17 timeand sodo you have avalid proxy for
18 there' s not a pick up in activity, maybe they 18 those dividend payments.
19 will stay low and | think that relates to the 19 Now what | usein my model isaservice
20 issue that we have with regard to the 20 that's called Vaue Line. They provide
21 automatic adjustment formula, and I’'ll talk 21 information for utilities and all other
22 about that whenwe get to the automatic 22 companies in other industries and it's
23 adjustment formula. 23 particularly relevant for the utility industry
24 MR. SIMMONS: 24 because utilities are so dividend oriented,
25 Q. Mr. Cicchetti, canyou describefor us the 25 considered orphans, widows and orphan stocks,
Page 110 Page 112
1 methodol ogies that you' ve used in your cost of 1 and utilities tend not to change their
2 equity analysis and maybetell us something 2 dividends very much. They're very
3 about what you regard as being the strengths 3 predictable, at least over the next few years,
4 and weaknesses of those methodol ogies and the 4 and Vaue Lineis not asell-side analyst.
5 weights you'’ ve given to them and the results 5 They do not underwrite securities. They don't
6 of your use of those? 6 have the conflicts of interest that Dr. Booth
7 MR. CICCHETTI: 7 wastalking about. So inmy anaysis, I'm
8 A. What I'd like to do, Mr. Chairman and 8 using thoseas a valid proxy of investor
9 Commissioners, is explain the methodologies | 9 expectations. Value Lineisin pretty much
10 used and why | used them and comparethemto |10 every library in the us. They sdll
11 some of the other methodol ogies and then talk 11 subscriptions to individuals, as well as
12 about the companiesthat I've selected and why |12 businesses. It's used extensively in
13 | selected those companies and the 13 universities andit’s in every university
14 recommendation that | reached. 14 library that 1've ever seen and could imagine.
15 The discounted cash flow formula, | 15 Soit'srelatively widespread. They're well
16 think, isthe most accurate theoretically 16 respected and they don’t have those conflicts
17 correct direct method of measuring the 17 of interest. Sol believethat it's avery
18 required return on equity and | consider the 18 good valid proxy and agood use and it makes
19 DCF method to be similar to using the scal pel 19 the DCF method a very valid method for
20 to perform surgery, whereas the other 20 calculating the required return on equity,
21 methodologies aresimilar to using butter 21 particularly for utilities.
22 knife, and thereason why | think that is 22 Now we compare that to, let’s say, the
23 there's not any controversy regarding the 23 capital asset pricing model. The capital
24 equation, the actual bcrformula. In fact, 24 asset pricing model was derived from aformula
25 the formula, the discounted cash flow formula 25 that a Professor Markowitz came up with in the
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1 mid’50s on his portfolio theory, and what 1 made. Dr. Booth hasn’'t made that adjustment,
2 portfolio theory saysisthat you can minimize 2 but Ms. McShane has. The betas | use come out
3 the risk of your portfolio through 3 of Value Line. Vaue Line makes that
4 diversification, and theway you can judge 4 adjustment and most of the major companies
5 that diversification ishow does a stock 5 that report that information make that
6 affect the relevant risk of the portfolio and 6 adjustment. But, the betasare unstable.
7 so that is how does that stock move with 7 There are four predictors and many empirical
8 regard to the market versus how the other 8 studies have shown that.
9 stocks move with regard to the market and when 9 | was asked to, when | mentioned in my
10 you put them altogether, how can you minimize 10 testimony that betaisfinein theory, but it
11 your risk that can be diversified away? And 11 tendsto break down in practice, to cite some
12 that formulais betaor the relevant factor 12 articles, and | just want to read one
13 thereisbeta, and so it was then taken from 13 paragraph. One of the articles| cited was
14 that portfolio theory and a couple of 14 "The Capital Asset Pricing Model: Theory and
15 professors, Sharpe, Lintner and Mark devel oped 15 Evidence." It's written by Eugene Famaand
16 acapital asset pricing model which sayswe'll 16 Kenneth French. Professor Fama is the
17 take beta and we'll use a number of 17 McCormick distinguished service professor to
18 assumptions and we'll then be able to compare 18 finance at the Graduate School of Business at
19 the market return minustherisk freerate, 19 the University of Chicago, and Professor
20 multiply that times the beta, add that to the 20 French is the high professor of finance at the
21 risk free rate and given these assumptions 21 Tuck School of Business at Dartmouth, and it’'s
22 that we' ve made, we can determine the required 22 just a couple of sentences, but thiswasthe
23 return. 23 concluding paragraph. "The capwm, like
24 Now the problem isthat model has been 24 Markowitz' s portfolio model on whichit is
25 tested over time. It hasn't performed as 25 built, is nevertheless a theoretical tour de
Page 114 Page 116
1 expected, still hasn’t. One of the reasons 1 force. We continue to teach the CAPM as an
2 being, some say, are the assumptions too 2 introduction to the fundamental concepts of
3 limiting or alternatively, could it be that 3 portfolio theory and asset pricing to be built
4 when you're looking at the market, you need to 4 on by more complicated models like Merton's
5 look at the returns on all human capital, real 5 ICAPM. But we also warn students that despite
6 estate, stocks and generally the betas are 6 its seductive simplicity, the capm’s empirical
7 calculated relative to the stock market, and | 7 problems probably invalidate its use in
8 think in Dr. Booth’s case, the Canadian stock 8 applications.”
9 market. 9 And so when you look at what you actually
10 So there were anumber of problems that 10 doina capital asset pricing model, you're
11 were identified with beta. For one thing, 11 going to estimate, first of al, the beta and
12 what we're really looking for is the future 12 wesaw in Dr. Booth'stestimony, the betas
13 beta that should be applied and it's 13 recently are aslow as zero and there's
14 calculated on historical information. So you 14 probably evidence in this hearing that they
15 cannot know the true beta. It can’t be 15 range all the way from a negative amount up to
16 observed. There’'s been some other tests that 16 the .6 or .7 that Ms. McShane and | have used
17 show you can increase systematic risk and the 17 in our testimony, and I've addressed some of
18 betawill lower. That’s counter to rational 18 the theoretical problems with the beta. We
19 thought and so they say, well, there'salot 19 then need a market return, a market risk
20 of question that hasto do with beta. They 20 premium, which is the expected market return,
21 tend to regresstowards unity. That means 21 minusthe risk free rate. Now the market
22 they tend to regress towards one. So 22 return that’sbeen used in alot of Ms.
23 adjustments have to be made, and | think most 23 McShane and Dr. Booth’ s testimony is based on
24 of the witnesses and most of the academic 24 earned returns in the market over some
25 studies agree that that adjustment has to be 25 historical period of time. Now those aren’t
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1 measuring required returns, which is the cost 1 similar to, indeed generally somewhat lower,

2 of equity. Those are averages of the earned 2 than that of electric T & Ds," and I've used a

3 returns. A company might earn two percent or 3 group of low risk LDCcsin my analysis, both in

4 25 percent, but that doesn’t mean that their 4 adiscounted cash flow analysisand a risk

5 required return was either two percent or 25 5 premium analysis. So | believe I've got

6 percent. That just happens to be what they’ve 6 companies that are as comparable as| can get

7 earned. So now we'retaking that market 7 in order to giveyouinsight asto what the

8 return that was earned over some period of 8 required rate of return isfor the company.

9 time and multiplying it by abeta which has 9 And finally, with regard to the automatic
10 some problems and then adding itto arisk 10 adjustment formula, the required return on
11 freerate, which at thistime has acertain 11 equity isnot solely a function of the long-

12 amount of flight to quality implications that 12 term government rate. There are other things
13 isholding down that risk free rate. So my 13 that areinvolved in that. So | was surprised
14 point is, you can see where | would say that 14 to hear this morning when Dr. Booth said he
15 the DCF model is looking exactly at companies 15 would like to see a one-to-one comparison for
16 what investors are paying for their price of 16 every basis point drop in along term rate or
17 stock and expected cash flows versus a model 17 increase, he'd liketo see a one-and-one
18 that’ s taking a more macro look at the entire 18 relationship with the return on equity for the
19 situation, and that's why | think the 19 company.
20 discounted cash flow is the most appropriate 20 In the risk premium anaysis | performed
21 model to use. 21 and | think what’ s generally accepted is risk
22 Dr. Booth mentioned that the comparable 22 premiumsvary asinterest ratesvary. For
23 earningsisn’'t even in an academic textbook as 23 example, when interest rates decrease ROES
24 ameans of calculating the required return, 24 tend to decrease lessand so interest--risk
25 and | agree with him, so | won't address that 25 premiumstend to increase as interest rates
Page 118 Page 120

1 any further. 1 decrease, and viceversa. Asinterest rates

2 Finally, | would like to just address the 2 increase, the risk premium tends to narrow.

3 automatic adjustment formulafor a second. | 3 One of the problems| see with the automatic

4 need to talk about the comparable companies. 4 adjustment formula is as you keep that

5 The companiesthat | used, | tried to get as 5 constant 80 percent, the ROE's going down in

6 accurate a representation of Newfoundland 6 the same proportion. It’snot reducing less,

7 Power as | could. If youwant a publicly 7 but going down in the same proportion, so you

8 traded stock that’s small, T & D related, 8 get to apoint, if you have a continued low,

9 doesn't have any non-regulated activities, 9 long-term Canadian rate, it's going to put
10 there' s none out there. | went through great 10 pressure on the financial metrics, for
11 painsto try and get stocks that | considered 11 example, of the utility becauseit’s allowed
12 similar to the company in order to usein my 12 return isbeing tied at least 80 percent to
13 analysisand in looking at them, there just 13 that long-term rate, and so although you may
14 weren't Canadian companies that were as 14 alow the company to beviableand not have
15 accuratea sample asl| believethe highly 15 its debt ratings reduced, | guess the question
16 rated low-risk utilities that | used, 16 becomes do you want to allow them some
17 electricsand gas, inmy testimony, and | 17 financial flexibility.

18 would refer back to the memo or the e-mail 18 Thereis risk, for example, you could

19 that Moody’s sent yesterday and of the six 19 have an event that occurs and if the company
20 companies they cited, athough none are 20 has had its alowed return kept very tight,

21 publicly traded, five are us companies and in 21 such that its metrics are tight, it may have a
22 the last paragraph or in the last sentence of 22 little more trouble if it needed to raise

23 the first paragraph, it says "however, | 23 capital if some catastrophe occurred, God
24 include O & R because Moody’s views the 24 forbid, than if it would have had alittle bit

25 business risk profileof gas LDCs to be 25 more financial flexibility that would have
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1 been associated with, let’s say, an ROE that 1 current formula. If you held a hearing and
2 was determined ina proceeding that more 2 reviewed similar relevant testimony, | would
3 accurately reflected the true ROE versusthe 3 imagine you' d find something similar to that.
4 formula. So I’'m saying the formula can work, 4 So my point being, if you didn’t want to do
5 but we have afinancial crisis, for example, 5 away with theformula, there may be things
6 aswe have, | think it just highlightsthe 6 that you could do to adjust it that would make
7 shortcomings of it, and you can have the same 7 it work maybe alittle better over thelong
8 thing on the upper end, | think, and you can 8 term.
9 think of thingsin terms of both ways. 9 Thefinal part of my testimony was some
10 Wetalked about--or political pressure 10 rebuttal of Ms. McShane and | would think the
11 was discussed and | would imagineif, for some 11 only main part of that was--and it would apply
12 reason, we had some kind of--the crisis came 12 acertain extent to Dr. Booth--is when you're
13 about again or something occurred, the Federal 13 using historical information in your analysis,
14 Reserve in the usdidn’t get the stimulus out 14 you're not using what’ s known as X antiforward
15 of thesystem enough such that there was 15 looking information. So | would be careful
16 inflation that somehow bled over in order for 16 when | was evaluating peopl€’s testimony to
17 Canadato competefor funds, the long-term 17 take that into consideration. Thisis not
18 rate had to go up. If for some reason the 18 rocket science. You can look and use common
19 long-term Canada rate went up and the formula 19 sense to see what' s going on. How well do the
20 also went up, you might have some political 20 modelsreflect reality and how rational are
21 pressure that you didn’t foresee at thistime 21 the inputs that the witnesses have used? And
22 that may--you know, your hands have been 22 with that, that concludes my summary.
23 bound. You don’t have the discretion that you 23 MR. SIMMONS:
24 might have had had you not had the formula, 24 Q. Thank you, Mr. Cicchetti. | don't have any
25 and political winds can change quickly. 25 other questions for you.
Page 122 Page 124
1 It was mentioned that Floridawas having 1 CHAIRMAN:
2 some problems in that regard and for, you 2 Q. Sowho goesfirst now?
3 know, the last 25-27 years that I've been 3 (11:45am.)
4 involved, Florida was considered one of the 4 KELLY,QC.
5 best regulatory agencies inthe us. We now 5 Q. Iguessldo, Mr. Chairman.
6 have a governor who prior to being governor 6 CHAIRMAN:
7 was an attorney general that represented the 7 Q. Okay.
8 citizens actively before the Florida 8 MR.MARK CICCHETTI, CROSS-EXAMINATION BY IAN KELLY, Q.C.
9 Commission. He has announced he's going to 9 KELLY,QC.
10 step down as governor and run for the Us 10 Q. I'mhappy to proceed. Mr. Cicchetti, you've
11 Senate. So heis, for lack of abetter term, 11 given us agood explanation of the bcr model.
12 effectively campaigning while two of the 12 Can | get you to expand alittle bit on the
13 largest utilities in Florida are in for 13 use of the American data? Like you're basing
14 significant rateincreases. So sometimes 14 yours off of agroup of utilitiesin the
15 political change can come inwaysthat you 15 United States. Can you explain why--| take it
16 don’'t expect, and have implications that you 16 you obviously view that transferable to
17 didn’t expect. So there’s always that kind of 17 Canada. Can | get you to explain why?
18 risk that’s hanging out there, and so those 18 MR. CICCHETTI:
19 areacouple of thethingsthat | wanted to 19  A. Wél, right now, if you look a inflation
20 highlight with regard to the automatic 20 forecasts for Canada, they're similar to the
21 adjustment formula. 21 us. Forecasts for the long-term bond rates
22 The analysisthat | did for the natural 22 aresimilar. Thesingle A utility rates have
23 gas companies over the last ten years 23 trended together for aslong as| think we're
24 indicated less sensitivity to achange in 24 looking at in this case. The same with the
25 interest rates than 80 percent that’ s in this 25 long-term government rates and the two
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1 economies are intricately related. The 1 Q. Soaslongaswe' vegot that comparability in
2 capita markets are intricately related. 2 investment risk, we can use the Us companies
3 They're similar operating environments and 3 without having to make further adjustment?
4 when | say similar regulatory environments, 4 MR. CICCHETTI:
5 what | mean isthey both operate under cost of 5 A. | believeso, and if there were Canadian
6 service regulation, for the most part, 6 companies that | could rely on, I would
7 original cost regulation and so | think the 7 certainly do that. One of the problemsisit
8 main criteriais are the companies comparable 8 doesn’'t appear that there is an industry here
9 to the company that you' re trying to determine 9 in Canada that looks at those type of
10 the required rate of return for. Just because 10 forecasts and then the thought crossed my
11 they’ re us companies, | don't think makes them 11 mind, it might not be a bad ideafor someone
12 evil or requires any way the--al the things 12 to open a business that visited these
13 that you would consider for arequired rate or 13 companies, analyzed their prospects and made
14 anominal rateto be applicable intheus, 1 14 those kind of forecasts available.
15 believe are applicable in this case for 15 KELLY, Q.C.
16 Newfoundland Power. 16 Q. Okay. Now I spent afair bit of time with Dr.
17 KELLY, Q.C. 17 Booth talking about some of the difficulties
18 Q. Andwhen you talk about a comparable company, 18 with the capital asset pricing model and
19 | take it you're not talking about all of the 19 you've touched on those aswell. So | don’t
20 same operating characteristics and precise 20 want togo back there. Butl think in
21 same regulatory mechanisms, but a an 21 fairnessto the Board, I'd likeyou to give
22 investment--at an investors expectation level 22 the Board some sense of what the difficulties
23 are they reasonably comparable? Is that--have 23 arewith the bcrF model, becausewould you
24 | got the point correct? 24 agree that there are difficulties with al the
25 MR. CICCHETTI: 25 models?
Page 126 Page 128
1 A. Yesand | heard a lot of discussion about 1 MR. CICCHETTI:
2 that yesterday and the point that | would make 2 A. Yes, andwith the DCF, as Dr. Booth pointed
3 in regardto thatis you havetotal risk 3 out, you have to have an accurate for--avalid
4 includes business risk and financial risk, and 4 proxy for investor expectations. In my case,
5 part of businessrisk is regulatory risk, and 5 I’'musing Vaue Line, which isthe best. Now
6 asignificant part of regulatory risk involves 6 you can argueis Vaue Line an effective valid
7 the allowed rate of return that the company’s 7 proxy for investor expectation. | say yes,
8 going to earn. So Newfoundland Power, their 8 and that’swhy | useit. | think, again, if
9 operationswise, the business risk is very 9 you go back looking at how stable utility
10 low. They have very supportive regulation. 10 deadman’s (phonetic) tend to be, they don’t
11 But when you look at their capital structure, 11 want to increase them until they know that
12 having alittle more leverage than would be on 12 they have earnings that can support an
13 average inthe us, athoughits high for 13 increase and they would rather cut off an arm
14 Canada, and the allowed return, the net result 14 than to decrease them. They'refairly stable
15 istheir financial metrics are somewhat lower, 15 and so in that regard, that is what | see as
16 which in and of itself isn't necessarily bad, 16 the biggest shortcoming.
17 but it’ s that combination that makes up total 17 Now those inputs can be manipulated by
18 risk that causes the company to have abond 18 witnesses as well, and | think that goes back-
19 rating similar, for example, to the ratings of 19 -1 mean, I’ve used Value Line. Y ou have other
20 the companiesthat I’mlooking at. Had the 20 witnesses, | think you ought to average book
21 company had similar equity ratios and similar 21 valueand earningsand dividendsfrom this
22 alowed returns, I'm sure their bond rating or 22 time period or thistime period and another
23 | believe their bond rating would be much 23 witness says, well, | think we ought to use
24 higher. Soit’ satrade off. 24 the growth in the economy as the valid
25 KELLY, Q.C. 25 measure, and so it can become abigissuein
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1 the caseand it can beconfusing to the 1 thirds of that amount.

2 commissioners that are listening to that, and 2 KELLY, Q.C.

3 that’swhy | say you have to cut to the chase 3 Q. Sothey would be comparable to the betas that

4 and say how rational are these inputs? What's 4 Ms. McShane' s used in her testimony of .65 to

5 the best way to do it? 5 .70?

6 KELLY, Q.C. 6 MR. CICCHETTI:

7 Q. Sothereareelementsof judgment inthe use 7 A Yes

8 of DCF models as well? 8 KELLY, Q.C.

9 MR. CICCHETTI: 9 Q. Okay. Canl follow up another point, whichis
10 A. Absolutely. 10 | believe at page--the bottom of page 21, a
11 KELLY, Q.C. 1 little more technical here, in the bCF modd!,

12 Q. Right, and what Ms. McShane, for example, has |12 you look at dividends. Do you aso factor in

13 doneis she's used a bcF model and she's used 13 any growth amount in your model?

14 capital asset or equity risk premium model and 14 MR. CICCHETTI:

15 looked at both methodologiesand exercised 15 A. Yes

16 judgment. Do you, in principle, have 16 KELLY, Q.C.

17 difficulty with that combined approach? 17 Q. Okay, just explainfor the Board--you don't

18 MR. CICCHETTI: 18 haveto go very far with this-dividends and

19 A. Notjust asacombined approach. My problem |19 the growth and how that goes together in your

20 has to do with looking at averaging beta 20 DCF model.

21 that’s historical and that’s based on earned 21 MR. CICCHETTI:

22 returnsand not on required returns. What 22 A. As lindicated earlier, therelevant cash

23 we'retrying to get to is required returns. 23 flows are the dividends that occur over time.

24 KELLY, Q.C. 24 We know what the dividend is today. With

25 Q. Absolutely, okay. Now | just want to follow a 25 Vaue Line, they make explicit forecasts going
Page 130 Page 132

1 couple of pointsup, if | could. Can | get 1 out for four years. I've plugged those

2 you to go over to page 20 of your testimony? 2 amountsinto the model. For the years after

3 MR. CICCHETTI: 3 that, I’ ve used the same methodology that Dr.

4 A. I'mthere. 4 Booth referred to known asthe sustainable

5 KELLY, Q.C. 5 growth method and that is you' re going to use

6 Q. And at the top of the page there, thefirst 6 the retention rate of the company and the

7 two paragraphs. Wait for Miketo get it up 7 expected return on equity of the company to

8 there. Thereyou go. Atline 421, you're 8 calculate, and that’ s basically the earnings

9 talking about the comparison group with a 9 minusthe dividends divided by the earnings
10 VaueLinebetaof .69 and alittle bit down 10 times the expected return on equity. So
11 further, at 426, the comparison group of 11 that’ s going to bethe ratethat you would
12 natural gas distribution companies, because 12 expect the dividends to grow forward and it's
13 you got two electric utilitiesand natural 13 basically an organic concept tied to the
14 gas, of .66. Would you just explain for the 14 earnings of the company.

15 Board what that is, what that means, where it 15 KELLY, Q.C.

16 comes from? 16 Q. There'san element of judgment in the growth,
17 MR. CICCHETTI: 17 but you've used it based upon the investor
18 A. Those are betas taken from Value Line and the 18 expectations from Value Line? Have | got that
19 definition of beta is the risk that it 19 correct?

20 contributesto awell-diversified portfolio 20 MR. CICCHETTI:

21 and that has to do with market returns. For 21 A. Yes

22 example, the market overall would be 22 KELLY, Q.C.

23 considered one. These betas that are 23 Q. Okay. Now beginning at the bottom of 21 and
24 approximately .67 for agiven change inthe 24 through page 22,1 don’t need to take you
25 market, you would expect them to changetwo- |25 through the explanation, you explain, and |
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1 think we all agree why there needsto be an 1 KELLY, Q.C.
2 adjustment for market issuance costs, and | 2 Q. Okay, that's good, and doesthat also flow
3 don't think there's any dispute over that 3 through to your equity risk premium analysis?
4 factor. One of thethings I’'m just trying to 4 If | take you over to page 24.
5 understand is you' ve used five percent kind of 5 MR. CICCHETTI:
6 going in and we'retrying to understand what 6 A. Yes | madethe same typeof adjustmentin
7 that means coming out the other end, because | 7 that analysis.
8 take it to an answer that you’ ve given, we can 8 KELLY, Q.C.
9 seethisif we put up CA-PUB-16C. Just get 9 Q. Sothatisinyour--what you vegot builtin
10 thisup for one second, ca-puB-16. No, it 10 that five percent flows into at the front end
11 should be ca-puB. No. I'll just read you the 11 in that too?
12 question and answer, Mr. Cicchetti. You were 12 MR. CICCHETTI:
13 asked--this was by the Consumer Advocate, 13  A. Yes.
14 "please confirm that the issue cost adjustment 14 KELLY, Q.C.
15 isbased on us capital market experience” et 15 Q. Because we weren't sure whether you had
16 cetera, and | won't read the whole question 16 anythinginthat or whether you had what we
17 because the question isnot that important. 17 now know to be say .2 or .25.
18 You said "confirmed. Itisaso noted that 18 MR. CICCHETTI:
19 the issue cost adjustment recommended by Mr. 19 A. Yes, that's correct.
20 Cicchetti isless than that recommended by Dr. 20 KELLY, Q.C.
21 Booth." Now Dr. Booth and Ms. McShane have 21 Q. Soif wewanted to adjust that, we'd need to
22 each used 50 basis points, .50, and one of the 22 add roughly quarter of a percentage point to
23 things we're trying to understand isyou've 23 that one aswell?
24 applied five percent to what and what would 24 MR. CICCHETTI:
25 that equate at theend of the day to the 25 A. If youwanted to do that.
Page 134 Page 136
1 market risk premium? 1 KELLY, Q.C.
2 MR. CICCHETTI: 2 Q. Okay, and can | just ask you one last
3 A It'sapplied totheprice of the stock and 3 question? Youend upwith autility risk
4 it's approximately somewhere between 20 and 25 | 4 premium of 4.35, if | take you to page 24, at
5 basis points and it seems, my understanding of 5 line 518.
6 what I’'ve picked upisit’'s fairly standard 6 MR. CICCHETTI:
7 here in Canada to use 50 basis points. 7 A Yes
8 KELLY, Q.C. 8 KELLY, Q.C.
9 Q. Right, and that’swhat | wastrying to get at. 9 Q. Seethat?
10 So you've got about .2to .25in that, so 10 MR. CICCHETTI:
11 about quarter of a percentage point less than 11 A. Yes
12 - 12 KELLY, Q.C.
13 MR. CICCHETTI: 13 Q. Okay, and we looked at the beta of .66. So if
14 A. Yeah, I'’veused five percent and it would be 14 | take the betaand divide it into 4.35, I'd
15 about a ten percent adjustment to make it 15 get an inferred market risk premium of about
16 similar to what Dr. Booth and Ms. McShane 16 6.6. Soif I tried to equate where you are
17 used. 17 with kind of where Ms. McShaneiis, | then have
18 (12:00 p.m.) 18 to take off that 25 basis points roughly that
19 KELLY, Q.C. 19 you'vegot infor floatation costs because
20 Q. Okay. Sowe'd beshort onyour analyss, 20 they add that on after, so I’d get roughly 6.6
21 tryingto put it into the more traditional 21 minus the 2.--sorry, about quarter of a point.
22 Canadian model of about quarter of a 22 So I'd be down in about 6.4 as your inferred
23 percentage point, give or take? 23 market risk premium?
24 MR. CICCHETTI: 24 MR. CICCHETTI:
25 A. Yes 25 A. That sounds reasonable, soI'd accept that,
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1 subject to check. 1 Q. Youreferred toten percent unemployment in
2 KELLY, QC. 2 the United States.
3 Q. Yeah, okay. I'mjust trying to get arange of 3 MR. CICCHETTI:
4 if wetook your data and tried to put it into 4 A. Yes.
5 acapM model where your market risk premium 5 MR. JOHNSON:
6 would be. So it would be about, roughly about 6 Q. That’'snot the unemployment figurein Canada,
7 6.4, give or take. Okay. Thank you, Mr. 7 correct?
8 Cicchetti, those are my questions. 8 MR. CICCHETTI:
9 MR. MARK CICCHETTI, CROSS-EXAMINATION BY MR. THOMAS 9 A. Correct.
10 JOHNSON 10 MR. JOHNSON:
11 MR. JOHNSON: 11 Q. You referred to the fragility of banks.
12 Q. Mr. Cicchetti, you can affirm for the record 12 Y ou're talking about American banks, correct?
13 in this proceeding that not one of your 13 MR. CICCHETTI:
14 recommendations flows out of an analysis of 14 A. Yes
15 Canadian utilities, correct? 15 MR. JOHNSON:
16 MR. CICCHETTI: 16 Q. You heard theevidence of Dr. Booth who
17  A. Yes 17 indicated that Canadian banks are worldwide
18 MR. JOHNSON: 18 regarded as being the strongest in the world.
19 Q. Now you mentioned in your opening about your 19 Do you have any reason to disagree with that?
20 concerns about "we" getting out of the 20 MR. CICCHETTI:
21 recession. Y ou were talking about the United 21 A. Notatall.
22 States, correct? 22 MR. JOHNSON:
23 MR. CICCHETTI: 23 Q. Doyou havelikewise, sir, any reason to take
24  A. | wastalking about United States and Canada. 24 issue with what the Bank of Canada s forecast
25 MR. JOHNSON: 25 inflation is, asset out inpage 21 of Dr.
Page 138 Page 140
1 Q. Now you talked about the housing market till 1 Booth’ sreport?
2 being troubled. That'sa"we" for the United 2 MR. CICCHETTI:
3 States, correct? 3 A. No, | don't.
4 MR. CICCHETTI: 4 MR. JOHNSON:
5 A. Withthe understanding that the two economies 5 Q. Infact, youwould agree with it?
6 areintricately intertwined. 6 MR. CICCHETTI:
7 MR. JOHNSON: 7 A. Yes
8 Q. Do youhave any knowledge of the housing 8 MR. JOHNSON:
9 market situation here in Canada? 9 Q. Youareaso aware, from having sat through
10 MR. CICCHETTI: 10 the testimony, that it has been years since a
11  A. Yes, and | don't mean to say that the housing 11 regulatory board in this country has accepted
12 market isas troubled in Canadaasit isin 12 and given weight to adiscounted cash flow
13 the us. I'monly saying in order for the us 13 analysis, correct?
14 economy to pull out of the situation that it’'s 14 MR. CICCHETTI:
15 in, that's going to have to change and that 15 A. Yes
16 has consequences for the Canadian economy. 16 MR. JOHNSON:
17 MR. JOHNSON: 17 Q. You've aso sat through this hearing and
18 Q. You're saying you'renot saying that the 18 you've heard Ms. McShane acknowledge that
19 housing market in Canada isastroubled as 19 Canadian boards, to her extensive memory of
20 what'sin the United States, but what I'm 20 their decisions in this country, have never
21 asking you is do you have any information that 21 accepted adjusted betas, correct?
22 the Canadian housing market is troubled? 22 MR. CICCHETTI:
23 MR. CICCHETTI: 23 A Yes
24 A. No. 24 MR. JOHNSON:
25 MR. JOHNSON: 25 Q. And ]I takeit you will confirm that the Value
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1 Line number, which we've called an adjusted 1 from a non-regulated business which they’'re
2 beta, is no different, in essence, than what 2 trying to go from low risk to a medium risk
3 these Canadian regulatory boards have refused 3 platform, how in heaven’s name can that be
4 to acknowledge and accept, correct? 4 compared to Newfoundland Power without
5 MR. CICCHETTI: 5 stretching credulity?
6 A. Yes 6 MR. CICCHETTI:
7 MR. JOHNSON: 7 A. They have smilar overal risk
8 Q. That'sright. Now you haveindicated that DCF 8 characteristics, total risk. | think if we
9 isascalpd, right? 9 went through this same process with the
10 MR. CICCHETTI: 10 Canadian utilitiesthat Dr. Booth used, |
11 . | made that analogy, yes. 11 think you would find similar non-regulated
12 MR. JOHNSON: 12 operations.
13 Q. Okay. How precise can thisscalpel bewhen 13 MR. JOHNSON:
14 there are companies, Mr. Cicchetti, who arein 14 Q. Tothat extent?
15 your gas sample, and thisis supposed to be a 15 MR. CICCHETTI:
16 low risk comparator group, like South Jersey 16 A. Wdl, we're taking about one company, and
17 Industries? And we won't go there right away, 17 there' s going to be, | think it’s been brought
18 but they say, at page two, "our growth comes 18 up many times, differences. Y ou're not going
19 from the robust growth and profitability of 19 to find companies that are exactly like
20 non-utility activities, alongwith reliable 20 Newfoundland Power that you can create a
21 steady growth of our utility. Toillustrate 21 group. Soyou haveto useyour judgment and
22 this point, our non-utility businessesin 2004 |22 look at what you believe is a relevant
23 contributed 27 percent to South Jersey 23 comparable group.
24 Industries’ earningsin 2004, compared with 42 |24 MR. JOHNSON:
25 percent contribution to economic earningsin 25 Q. Didyou useyour judgment and actually analyze
Page 142 Page 144
1 2008," and their corporate documentation, 1 the 10K returns of South Jersey Industries and
2 again for the record at Tab 3, says at page 2 say "yes, | think that’sa good proxy for
3 four that one of their corporate goalsisto 3 Newfoundland Power"?
4 execute from alow to moderate risk platform. 4 MR. CICCHETTI:
5 Isthat the scalpel you' re talking about? 5 A. Yes. I'vebeen throughthe 10Ksof these
6 MR. CICCHETTI: 6 companies many times over theyears and I'm
7 A. Yes. | think there’ sacouple of important 7 aware--1 get other investment reportsthat are
8 points that need to be made. One isyou're 8 associated with these companiesand | think
9 looking at the overal investment risk 9 they are valid proxiesif you look overall at
10 characteristics of the business, which 10 equity ratio, ValueLine safety rank, bond
11 includes both financial risk and business 11 ratings, and the bond ratings are going to
12 risk, and the ratingsthat fall from that 12 take al those things into consideration.
13 process and the groups of companiesthat | 13 It's not like the bond rating companies aren’t
14 used have an overall profile of total risk 14 aware of al of that, and they have similar
15 similar to that of Newfoundland Power. 15 bond ratings to Newfoundland Power and on top,
16 Additionally, a lot of the non-regulated 16 and also you have to recognize that the
17 businessesthat theLDcsare andin theus 17 financial metrics of the company are somewhat
18 formerly were regulated business, for example, 18 less than these companies, but taken overall
19 gastransportation and storage, and so they 19 as a whole, | believe they’re very good
20 are in the same relevant line of business and 20 proxies.
21 | think they arevery good proxies for the 21 MR. JOHNSON:
22 company. 22 Q. Now, Mr. Cicchetti, you' ve also acknowledged,
23 MR. JOHNSON: 23 do you not, that the bond rating is not
24 Q. But Mr. Cicchetti, how can acompany that 24 intended to be an indicator of investor--
25 derives, what wasit, 40 percent of earnings 25 equity investor expectations, isit?
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1 MR. CICCHETTI: 1 Q. How about Emera? Did you look at Emera?
2 A. No, but it's arelevant measure of risk. 2 MR. CICCHETTI:
3 MR. JOHNSON: 3 A. Yes
4 Q. Okay, butit'snot, in your--in your analysis, 4 MR. JOHNSON:
5 how do you--how does one makeits way into 5 Q. Okay. They'republicly traded?
6 your comparable proxy group? 6 MR. CICCHETTI:
7 MR. CICCHETTI: 7 A. Yes
8 A. I'm going to analyze various aspects of 8 MR. JOHNSON:
9 business and financial risk for companies that 9 Q. They own Nova Scotia Power?
10 arein thesame or similar industries that 10 MR. CICCHETTI:
11 have similar business and financial risks. 1  A. Yes
12 For example, regulated natural gas companies, 12 MR. JOHNSON:
13 regulated electric companies of similar size 13 Q. Okay, and did you look at their 10K filing?
14 to the company being studied and general 14 MR. CICCHETTI:
15 overall knowledge of the industry in general. 15 A. Yes
16 MR. JOHNSON: 16 MR. JOHNSON:
17 Q. Wdl how did you consider then what regulatory {17 Q. Okay, but they -
18 support these different companies had? 18 MR. CICCHETTI:
19 MR. CICCHETTI: 19 A. No, | looked at their annual report.
20 A. Well, regulatory support is one factor in the 20 MR. JOHNSON:
21 analysis and | think Moody’ s pointed out, and 21 Q. Okay, but how comethey didn't make it into
22 did it well, that the regulatory support here 22 the group?
23 isphenomenal and | agree withthat. It's 23 MR. CICCHETTI:
24 just that you have to look at everything asa 24  A. They'revery large. They were larger than--1
25 whole. 25 was looking a small cap and mid cap
Page 146 Page 148
1 MR. JOHNSON: 1 companies.
2 Q. Intermsof the Canadian companies that you 2 MR. JOHNSON:
3 looked at, but at the end of the day redly 3 Q. Mr. Cicchetti, if wecould, justto go back
4 didn’t do anything with, what--did you look at 4 and we'll join up with thisagain. You
5 their filings to see if they could be 5 referred to the idea that betas go to one as
6 comparable? 6 being conventional wisdom, accepted theory.
7 MR. CICCHETTI: 7 Isthat right?
8 A. | looked at various investment research 8 MR. CICCHETTI:
9 reports. 9 A. Generally speaking, yes.
10 MR. JOHNSON: 10 MR. JOHNSON:
11 Q. Didyoulook at Gas Metro? 11 Q. Okay. Areyou familiar with the report or the
12 MR. CICCHETTI: 12 study that Dr. Booth cites at Footnote 10,
13 A, Ifitwasn't publicly traded, | didn’'t look at 13 page 38 of his evidence?
14 it. 1 can't remember thenamesof al the 14 MR. SIMMONS:
15 companiesthat | looked at, but | did look at 15 Q. I'msorry, did you say footnote 10 on page 38?
16 everyonethat | could find, looked at their 16 MR. JOHNSON:
17 annual reports and looked at investment rating 17 Q. Yes.
18 reports. 18 MR. SIMMONS:
19 MR. JOHNSON: 19 Q. Weseefootnotes 11, 12 and 13 on page 38.
20 Q. Soyou can't--do you know if--youdon’'t know {20 MR. JOHNSON:
21 if Gas Metrois publicly traded, do you? 21 Q. Oh, page1l.
22 MR. CICCHETTI: 22 MR. SIMMONS:
23 A. | can't remember the names of al the 23 Q. Footnote 11?
24 companies off the top of my head. 24 MR. JOHNSON:
25 MR. JOHNSON: 25 Q. Footnote 11. He cites Gombolaand Kahl, "Time
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1 Series Properties of Utility Betas' who comes 1 A Yes
2 to the exact same conclusions as he does. Are 2 MR. JOHNSON:
3 you familiar with that study? 3 Q. Okay,and yourefer, at pagethree of your
4 MR. CICCHETTI: 4 evidence, on line 66, that you reviewed the
5 A. I'mfamiliar with the conclusions. 5 status of the power marketsin Canada and the
6 MR. JOHNSON: 6 United States, the characteristics of
7 Q. Yeah, and this FamaFrench model that you 7 Newfoundland Power and examined the related
8 spoke of, has that been applied in Canada, to 8 business and financial risks that are
9 your knowledge? 9 important to investors. What are the business
10 MR. CICCHETTI: 10 and financial risks that areimportant to
11 A. I don't know if it has or if it hasn't. 11 investors?
12 MR. JOHNSON: 12 MR. CICCHETTI:
13 Q. | guess we agree on onething for sure and 13 A. Thoseare on my schedules that lay out the
14 that’ s comparable earnings has no place before 14 investment risk characteristics.
15 thisBoard. Isthat your advice to the Board? 15 MR. JOHNSON:
16 MR. CICCHETTI: 16 Q. Would thingslike fuel protection be important
17 A. Yes 17 to investors?
18 MR. JOHNSON: 18 MR. CICCHETTI:
19 Q. Yeah. Doyou haveany experiencewith an 19 A. Yes, asl discussed inmy description of
20 automatic adjustment formula? 20 businessrisk, those would bethekinds of
21 MR. CICCHETTI: 21 things that would affect the company.
22 A. | don't know exactly how to answer that. In 22 MR. JOHNSON:
23 Florida, we developed what's known as a 23 Q. Yeah. There might be investors out there who
24 leverage formula. We have many small water 24 really are not al that familiar with a
25 and waste water utilitiesthat can’t afford 25 company’ s bond rating, for instance, correct?
Page 150 Page 152
1 utility cost of capital expert witnessesto 1 MR. CICCHETTI:
2 comeinfor rate proceedings. Many of them 2 A. Correct.
3 are just subdivisions, water and waste water 3 MR. JOHNSON:
4 utilities for subdivisions. Soin order to 4 Q. Andthey would look to see does this company
5 deal with that situation, we developed a 5 earn its alowed return? Would that be fair
6 formula that based on the theories of 6 for an investor to take that on board?
7 Madiglioni and Miller that the overall cost of 7 MR. CICCHETTI:
8 capital would remain the same as you varied 8 A. |l understand your point generally. | just
9 the leveragein the capita structure and 9 wonder if someone couldn’t understand the bond
10 correspondingly varied the alowed return 10 rating, could they understand the difference
11 associated with that leverage. How it works 11 between allowed returns and earned returns for
12 is each year the staff of the Florida 12 apublic utility, but generaly speaking, |
13 Commission will update the cost of equity 13 could see maybe one would understand one and
14 analysis that would get pluggedinto that 14 not the other. That’s possible.
15 formula and then companies can choose whether |15 MR. JOHNSON:
16 or not they want to rely onthe results of 16 Q. Butwould an equity investor feel saferina
17 that formula based on their capital structure 17 supportive regulatory environment than in one
18 or they can hirea witness and | can't 18 that is not as supportive?
19 remember the last time that asmall water or 19 MR. CICCHETTI:
20 waste water utility decided that they didn’t 20 A. | would assume so, yes.
21 want to rely on the formula 21 MR. JOHNSON:
22 MR. JOHNSON: 22 Q. Yeah. Would they feel more comfortablein an
23 Q. Sothat's your experience with formulas of 23 environment where a utility has the ability to
24 thistype? 24 make applications to establish accounts
25 MR. CICCHETTI: 25 outside of ageneral rate application?

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

Page 149 - Page 152




October 22, 2009 Multi-Page™ NP’s 2010 General Rate Application

Page 153 Page 155
1 MR. CICCHETTI: 1 risk. The answer to your question iswould
2 A Yes 2 the non-regulated operations tend to increase
3 MR. JOHNSON: 3 the required return? Y es, they would.
4 Q. Yeah, and would they feel more comfort, less 4 MR. JOHNSON:
5 risk if they had their energy supply cost 5 Q. Yeah
6 variances covered off in an account? 6 MR. CICCHETTI:
7 MR. CICCHETTI: 7 A. Would it be a meaningful amount? That's
8 A. | would assume so. 8 disputable.
9 MR. JOHNSON: 9 MR. JOHNSON:
10 Q. Yeah, and similarly, if they had pension 10 Q. Wdl, what judgment should be--what’'s the
11 expense variances covered off in an account, 11 cutoff percentage of non-regulated incomein
12 they would relatively that thisislessrisky 12 order to make you comfortable that the proxy
13 than a utility that did not have those 13 group is not overstating what the fair return
14 protections, correct? 14 would be?
15 MR. CICCHETTI: 15 MR. CICCHETTI:
16 A. |think that'safair assumption. 16 A. It would depend. It would depend on the
17 MR. JOHNSON: 17 utility, but if you were to exclude all
18 Q. Yeah, that would be the equity investor. His 18 publicly traded utility companiesthat had
19 or her mind would work like that, wouldn't it? 19 non-regulated operations, | don’'t know that
20 MR. CICCHETTI: 20 you would be left with any to compare to.
21 A. Thosewould be some of the things that they 21 MR. JOHNSON:
22 would take into consideration, yes. 22 Q. | could grant you that, but what I'm
23 MR. JOHNSON: 23 interested in knowing is--because you’ve got
24 Q. Yeah. You'veindicated that it'sa stand- 24 tolook atitfrom wherel’msitting. I'm
25 alone approach that aregulatory board must 25 representing customers, because we've talked
Page 154 Page 156
1 keep itseye onwhen looking at what the 1 about investor expectationsand 1'm thinking
2 return should be for aregulated utility? 2 about the customer who’ s on the other side of
3 MR. CICCHETTI: 3 thisequation, and if they wereto betold
4 A Yes 4 that we are going to look to a proxy group to
5 MR. JOHNSON: 5 determine what the fair return for
6 Q. Okay, and you mentioned at page nine of your 6 Newfoundland Power is, they may not have a
7 report that many operating utilities--thisis 7 problem with that. But if you were then to
8 at line201. "Many operating utilities are 8 say to them "yeah, the proxy group now is
9 subsidiaries of larger conglomerate 9 going to contain companies that get a fair
10 corporations that have both regulated and 10 chunk of their earningsfrom non-regulated
11 higher non-risk regulations. The stand-alone 11 higher risk activity," what do you think
12 approach to utility regulation recognizes that 12 they'd say?
13 the reasonable and prudent cost associated 13 MR. CICCHETTI:
14 with the provision of utility service should 14 A. | can understand your point. | guess my point
15 be based on the cost that would be incurred if 15 would be some non-regulated operations are
16 the utility was anindependent stand-alone 16 more risky than others. For example, with the
17 entity.” What implication isthereif the 17 case of regulated natural gas companies whose
18 holding company has higher non-risk -- higher 18 operations previousy were regulated and then
19 risk of non-regulated operations and that 19 in the United States they became non-regulated
20 utility becomes part of aproxy sample when 20 transportation and storage of gas, for
21 we'retrying to establish thefair rate of 21 example, that might not be much riskier than
22 return for awholly regulated company? 22 the regulated operations overall.
23 MR. CICCHETTI: 23 MR. JOHNSON:
24  A. Agan, youwould havetolook at theentire 24 Q. But Mr. Cicchetti, if you have a holding
25 businessrisk and financial risk and total 25 company that has, as part of its corporate
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1 structure, a company that’s out competing and 1 A lItcanbe
2 hustling and getting -- generating great 2 MR. JOHNSON:
3 returns, doesn’t that represent a problem from 3 Q. Andhow does that risk arise?
4 the point of view of the customer whose rates 4 MR. CICCHETTI:
5 are going to be including areturn on equity 5 A. Through investment and non-regulated
6 for the utility company when the utility 6 operations affecting the overall cost of
7 company istotally regulated and doesn’t have 7 capital to ameaningful amount.
8 that competitive influence? 8 MR. JOHNSON:
9 MR. CICCHETTI: 9 Q. Now you recommend that the Board not apply any
10 A. Wdl, I guess, I'd get back to the point is it 10 adjustments to the numbersthat flow out of
11 ameaningful amount? Inthe casesof the 11 your DCF tests, right?
12 companies| chose, | don't think it has that 12 MR. CICCHETTI:
13 much of an impact. If the Board wasconcerned |13 A. Correct.
14 about that to a significant extent, | say the 14 MR. JOHNSON:
15 required return is calculated within arange. 15 Q. Takethem at face value and say, Board, that's
16 They could take that into consideration when 16 fair for Newfoundland Power. Havel got you
17 they’ re making their determination. 17 correct?
18 MR. JOHNSON: 18 MR. CICCHETTI:
19 Q. Sowhat would be the--what would be arule of 19 A. Yes
20 thumb that you would use to say, look, if that 20 MR. JOHNSON:
21 has more than X percent of non-regulated 21 Q. We've had some discussion, as you know, about
22 income, | think you' re going to have to think 22 the introduction of the pension expense
23 about an adjustment of some sort? 23 variant deferral account, and you were here
24 MR. CICCHETTI: 24 for that testimony?
25 A. I don'tthink thereisarule of thumb. 25 MR. CICCHETTI:
Page 158 Page 160
1 MR. JOHNSON: 1 A. | believel was here for agood portion of it.
2 Q. No? How much unregulated income would you-- 2 MR. JOHNSON:
3 would one of these subsidiaries or one of 3 Q. Andyou canrecall thetestimony about how
4 these holding companies have to have for Mark 4 much money would have gone into that variance
5 Cicchetti to say "oops, | think that that 5 account in past years had it been in
6 company no longer should be in that sample"? 6 operation?
7 MR. CICCHETTI: 7 MR. CICCHETTI:
8 A. Well, it would depend on what the non- 8 A. | don’'t remember the details. | wasn't
9 regulated income was coming from. If it'san 9 involved particularly with that issue, so |
10 industry that’s not much risk andit’s not 10 wasn't paying close attention to it.
11 substantial and | don’t know exactly--1 would 11 MR. JOHNSON:
12 haveto look at it to say isthis substantial 12 Q. In your judgment, Mr. Cicchetti, would an
13 for thisround of business, | would haveto 13 introduction of a new deferral account, like a
14 make that determination, but generally 14 PEVDA, lessen therisk of a utility?
15 speaking, these are considered regulated 15 MR. CICCHETTI:
16 utilities. If they become somewhat more non- 16 A. It'shardtosay. | mean, | guessthereisa
17 regulated, they’ d become a company that’sin a 17 point of diminishing returns. Once you say,
18 different industry. These are generaly 18 you know, this--we're goingto givecertain
19 regulated electric and gas utilities. 19 amount of credit for supportive regulation,
20 MR. JOHNSON: 20 you know, does it incrementally keep
21 Q. Wadll,if--l guessthe upshot isthat thereis 21 increasing every time something happens or is
22 arisk, depending upon the choice of the proxy 22 it just in genera considered supportive?
23 group, of overestimating the fair return on 23 MR. JOHNSON:
24 equity, isn't there? 24 Q. Well,let'sput itthisway. Let's turn it
25 MR. CICCHETTI: 25 around. Let's say the Board says, "look,
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1 guys, you got the energy supply cost variance. 1 MR. JOHNSON:
2 You got rate stabilization. You got the 2 Q. And you aso goon to say "because the
3 municipal tax adjustment. We're going to take 3 customer base is stable, capital expenditures
4 off one of these now." Would that influence 4 and a need to raise capital are expected to be
5 the risk of the utility? 5 relatively modest into the future." I’ve gone
6 MR. CICCHETTI: 6 through the 10Ks on these companiesand I've
7 A, Wdll, I think you'd have to see how much it 7 seen examples of fairly robust capital
8 increases the variability of their earnings 8 expenditure plans. Have you seen any where
9 and try to measure the risk impact and | don’t 9 the rate base was so stable and the need to
10 know that without having taken a closer at it 10 raise capital was expected to be so relatively
11 exactly how that would impact investors 11 modest going into the foreseeable future?
12 overall perception of the quality of 12 MR. CICCHETTI:
13 regulation. 13 A. No. | just would again emphasize you need to
14 (12:30 p.m.) 14 look at the entire picture.
15 MR. JOHNSON: 15 MR. JOHNSON:
16 Q. A deferred account usualy helps cut down on 16 Q. Yeah. Now you have said, and we' ve already
17 volatility in earnings, doesn't it? 17 talked around this a bit, on page 17 of your
18 MR. CICCHETTI: 18 report, at line 364, you've indicated that--
19 A. Yes 19 well, it starts up a line 362.
20 MR. JOHNSON: 20 "Consequently, determining avalid proxy for
21 Q. And cutting down on volatility in earningsis 21 investor expectations regarding the expected
22 arisk reducer, isn't it? 22 cash flows of a stock, the expected dividends,
23 MR. CICCHETTI: 23 is the most important and often most
24 A. Yes. I'm just getting back to the point of 24 contentiousissue in determining the cost of
25 what is the extent of it and how does that 25 equity using the bcrformula” And | think
Page 162 Page 164
1 relative to the total amount. 1 that's really what these binders are al
2 MR. JOHNSON: 2 about. | mean, that's-why isit the most
3 Q. So if the Board feels that theamount is 3 contentious?
4 material enough not to be diminimus, they 4 MR. CICCHETTI:
5 could be safein concluding that the company 5 A. Becausethereisno--you cannot know what all
6 has been made less risky? 6 investors think at any point in time. So you
7 MR. CICCHETTI: 7 have to find the proxy for investor
8 A. If they had reason to believe that it hasin 8 expectations, and so with regard to the growth
9 fact reduced the risk in the eyesof the 9 in the dividends of a stock, you need to come
10 investor, then | wouldn't disagree with that. 10 up with avalid proxy.
11 MR. JOHNSON: 11 MR. JOHNSON:
12 Q. Right. Now you'veindicated that Newfoundland 12 Q. And soyou've seen battlegrounds, battles
13 Power, at page 14, faces very little 13 fought in hearings, have you, about the
14 competition, asit is an isolated geographic 14 appropriate proxy groups?
15 location. You'vealso pointed tothe fact 15 MR. CICCHETTI:
16 that it serves 85 percent of the customers on 16 A. About the appropriate growth rate for
17 the island of Newfoundland and that the 17 dividends of a stock, yes.
18 customers mix is primarily residential and 18 MR. JOHNSON:
19 commercial, sothere is virtually no risk 19 Q. No, but | thought your line said
20 associated with customer concentration asit 20 "consequently, determining avalid proxy for
21 doesn’t have any industrial customers, and in 21 investor expectations.” So you're not saying
22 your sample, Mr. Cicchetti, have you seen any 22 the battleground isthe selection of the
23 utility that protected from competition? 23 companies, are you?
24 MR. CICCHETTI: 24 MR. CICCHETTI:
25 A. No. 25 A. No.
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1 MR. JOHNSON: 1 MR. CICCHETTI:
2 Q. Okay. Intermsof your proxy groups that you 2 A. Nowlooking at justthegas companies, it's
3 use, have you used these proxy groups alot? 3 possiblethat I’ve used those, depending on
4 MR. CICCHETTI: 4 the company that we'relooking at, it may
5 A. I'veused local gas distribution companies and 5 include some or some may drop inand out.
6 tried to put together a group that’s similar 6 Just the gas companies, it'spossible that
7 to whatever group I’'m looking at, the same 7 I've used just that group in past testimony.
8 with electrics, and | don't think |'ve used 8 MR. JOHNSON:
9 the exact same groups prior. 9 Q. And sowould--this has--you would have used a
10 MR. JOHNSON: 10 list much likethisin, let’s say the last two
11 Q. Ithink you gave aresponse to an RFI that in 11 years, three years?
12 the last two years you' ve used it. 12 MR. CICCHETTI:
13 MR. CICCHETTI: 13  A. Yes
14 A. | used the same methodology. 14 MR. JOHNSON:
15 MR. JOHNSON: 15 Q. Okay, testifying, giving evidence?
16 Q. No, youindicated that you used the same 16 MR. CICCHETTI:
17 groups. So the question that was posed was 17  A. Yes
18 CA-PUB-14. | think this is where the 18 MR. JOHNSON:
19 miscommunication is. The question was "can 19 Q. Okay, and what companies would you have relied
20 Mr. Cicchetti provide copies of all testimony 20 on that sample to give evidence in respect of ?
21 presented by him over the last"--thisis PUB- 21 MR. CICCHETTI:
22 14 -- cA-PUB-14F. "can Mr. Cicchetti provide 22 A. Ithink at onetime or another, maybe all of
23 copies of all testimony presented by him over 23 them, maybe one or two that would have dropped
24 the last two years and indicate the tests that 24 out. I’d have to double check.
25 he performed and the sample of firmsthat he 25 MR. JOHNSON:
Page 166 Page 168
1 used? It would be sufficient to indicate that 1 Q. No, but what company’srate hearing wereyou
2 al hisevidence over thelast two yearsis 2 involved in where you used this sample?
3 based on the same techniques and samples 3 MR. CICCHETTI:
4 presented in this hearing if that’s the case.” 4 A. I'd haveto double check.
5 And what you've indicated is that, and you're 5 MR. JOHNSON:
6 right, you've used similar analysis in your 6 Q. Couldyou provide an undertaking to provide
7 testimony over the last two years, but thisis 7 that information?
8 the first time using this proxy group. 8 MR. CICCHETTI:
9 MR. CICCHETTI: 9 A. Certainly.
10 A. Of al the companies, yes. 10 MR. JOHNSON:
11 MR. JOHNSON: 11 Q. Saythelast threeyears.
12 Q. Okay, and when did you construct this proxy 12 MR. CICCHETTI:
13 group? 13 A. Okay.
14 MR. CICCHETTI: 14 MR. JOHNSON:
15 A. | believeit wassometimein July or August. 15 Q. Andsimilarly -
16 MR. JOHNSON: 16 MR. CICCHETTI:
17 Q. Okay. So infairness, Mr. Cicchetti, you 17 A. Andyou want those same--it would be have
18 don’'t have along working knowledge of these 18 testified in another case using those same
19 companies? 19 companiesin an LDC index?
20 MR. CICCHETTI: 20 MR. JOHNSON:
21 A. Oh, I do. 21 Q. Sameor substantially the same. And would you
22 MR. JOHNSON: 22 be able to do the same in respect of your
23 Q. Haveyou used, inthe last two years, your 23 comparative--comparable electric companiesin
24 sample, let’s say at Schedule MAC-7, whichiis 24 Schedule MAC-8?
25 your comparable gas companies? 25 MR. CICCHETTI:
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1 A. Certainly. 1 earnings, return on equity and dividends, and
2 MR. JOHNSON: 2 wereyou ableto get value--on how many of
3 Q. Thankyou. Sothe assumption then, tothe 3 these were you able to Vaue Line ratings?
4 extent that these have been used in same or 4 MR. CICCHETTI:
5 substantially the same content, is that these 5 A. | think about three.
6 companies are of similar risk to Newfoundland 6 MR. JOHNSON:
7 Power? 7 Q. About three. Which ones?
8 MR. CICCHETTI: 8 MR. CICCHETTI:
9 A. Yes | believe so. Thesearevery low risk 9 A. | believe it was TransCanada, TransAltaand
10 and | would refer again to the e-mail from 10 Enbridge.
11 Moody’s, theline | cited, "however | include 11 MR. JOHNSON:
12 O & R because Moody’sviewsthe businessrisk |12 Q. And what were their Value Line ratings?
13 profile of gas LDCsto be similar to, indeed, 13 MR. CICCHETTI:
14 generally somewhat lower than that of electric 14  A. | believethe safety ratings were three, the
15 T & Ds" 15 betas four. | believe -
16 MR. JOHNSON: 16 MR. JOHNSON:
17 Q. No, butjust to be clear, so there's no 17 Q. Thesafety rating being Newfoundland Power
18 misunderstanding, you're saying that the 18 would be what safety rating?
19 evidence that you've been involvedin for 19 MR. CICCHETTI:
20 other utilities, those other utilities where 20 A. One
21 you used these samples would be similar in 21 MR. JOHNSON:
22 risk to Newfoundland Power? 22 Q. One, being the safest?
23 MR. CICCHETTI: 23 MR. CICCHETTI:
24 A. Oh, those other utilities? 24 A, Yes.
25 MR. JOHNSON: 25 MR. JOHNSON:
Page 170 Page 172
1 Q. Yeah, the casesyou wereinvolved ininvolving 1 Q. And TransCanadawould be?
2 these other utilities where you relied on 2 MR. CICCHETTI:
3 these samples. 3 A. I'dhave tocheck, but| think oneof the
4 MR. CICCHETTI: 4 three would have qualified just onthebasis
5 A. I'mnotsure. | would have to double check. 5 of the safety rank and the others were riskier
6 MR. JOHNSON: 6 on the basis of the safety rank.
7 Q. Becausethat’sthe critical piece, right, that 7 MR. JOHNSON:
8 you know, to confirm the actual company that 8 Q. Andriskier, not lessthan three?
9 you used these samplesfor. 9 MR. CICCHETTI:
10 MR. CICCHETTI: 10 A. Yes
11 A Wdl, I might have used them interms of 11 MR. JOHNSON:
12 determining arisk premium for asampleof low (12 Q. Okay. Would you undertake to provide the
13 risk natural gas companies. 13 definition of three under the Value Line
14 MR. JOHNSON: 14 methodol ogy?
15 Q. Wdl, let's-we'll get aconfirmation of what 15 MR. CICCHETTI:
16 they were used for. Now you indicated in your 16 A. It'sa relative ranking from oneto five,
17 comparable companies analysis, starting at 17 based on their financial strength rating and
18 page 18, that you examined the companies 18 their price stability rating, andin their
19 listed by Value Line asthe Canadian energy 19 materials, they recommend that conservative
20 industry--1"m looking at line 389-390 of your 20 investors stay with an investment or safety
21 testimony, and | takeit, then you go onto 21 rank of one or two.
22 say that you also examined Enbridge, however 22 MR. JOHNSON:
23 none of the Canadian companies that you 23 Q. Butisn't therea descriptor for what rank
24 examined were similar to Newfoundland Power |24 three means?
25 and had long-term analyst forecast for growth 25 MR. CICCHETTI:
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1 A Ifthereis, | can't recal it. 1 MR. CICCHETTI:
2 MR. JOHNSON: 2 A Yes they'relisted.
3 Q. Just would rank one be highest safety? 3 MR. JOHNSON:
4 MR. CICCHETTI: 4 Q. Okay, and that'slisted in your report, okay,
5 A. Yes 5 and then of course, that will be there as well
6 MR. JOHNSON: 6 for your natural gas distribution comparables?
7 Q. And would you agree with me that the 7 MR. CICCHETTI:
8 definition for that, "these stocks as a group, 8 A. Yes
9 the safest, most stable and least risky 9 (12:45 p.m.)
10 investments relative to the Vaue Line 10 MR. JOHNSON:
11 universe'? 11 Q. Now you indicatein your report that, at page
12 MR. CICCHETTI: 12 19, that "regarding the use of natural gas
13 A. Yes, that sounds familiar. 13 distribution companies,” and I’'m looking at
14 MR. JOHNSON: 14 line 407, "regarding the use of natura gas
15 Q. Sound familiar? 15 distribution companies as proxies for
16 MR. CICCHETTI: 16 Newfoundland Power, it should be noted it is
17  A. Yes 17 helpful to have resultsfrom a different by
18 MR. JOHNSON: 18 similar industry to verify the reasonableness
19 Q. And rank two would be above average and would 19 of cost of equity results.”
20 you agree that the descriptor is "these 20 MR. CICCHETTI:
21 stocks, asagroup, are safer and less risky 21  A. Yes, that’swhat it says.
22 than most"? 22 MR. JOHNSON:
23 MR. CICCHETTI: 23 Q. But Mr. Cicchetti, you'll confirmthat you
24 A. Yes. 24 didn't use these companies to verify the
25 MR. JOHNSON: 25 reasonable cost of equity results. Y ou used
Page 174 Page 176
1 Q. Andfor three, the descriptor is "average. 1 it to ground your entire risk premium
2 These stocks, as agroup, are of average risk 2 analysis, didn’t you?
3 and safety." 3 MR. CICCHETTI:
4 MR. CICCHETTI: 4 A Yes that's, | guess, a matter of semantics.
5 A. That soundsright. 5 MR. JOHNSON:
6 MR. JOHNSON: 6 Q. Okay.
7 Q. And TransAlta, are you aware of the fact they 7 MR. CICCHETTI:
8 don’t have non-regul ated businesses? 8 A. | wasspeakingin general, not specifically,
9 MR. CICCHETTI: 9 to the analysisin this report.
10 A. Yes, they're apipeline company. 10 MR. JOHNSON:
11 MR. JOHNSON: 11 Q. Now youindicated aswell, at the bottom of
12 Q. Yeah. Now in respect of the Value Line 12 page 19, that in your screening process, you
13 rankings, you had to be one or two to make it 13 used small or mid cap companies, and what was
14 into your proxy group? 14 the thinking there?
15 MR. CICCHETTI: 15 MR. CICCHETTI:
16 A. Yes 16 A. That that approximates the size of the company
17 MR. JOHNSON: 17 and | wanted to exclude large cap companies.
18 Q. And | understand that, going over to page 20, 18 | try to get as accurate a proxy group asl
19 that the Value Line safety ranking average was 19 can and so | tried to stay close, in terms of
20 1.67 for your electric utility companies. 20 size.
21 MR. CICCHETTI: 21 MR. JOHNSON:
22 A. Correct. 22 Q. Andwhat would bethe problem with having
23 MR. JOHNSON: 23 medium to large cap companies?
24 Q. Okay, and do you know who were the onesand 24 MR. CICCHETTI:
25 who were the twos? 25 A. Well, asl said, Newfoundland Power isnot a
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1 large cap company. They’ re approximately 890 1 ranking, right?

2 million dollars of regulated assets. | would 2 MR. CICCHETTI:

3 assume if they were market traded, they'd be 3 A. Correct.

4 somewherein themid cap range, small. | 4 MR. JOHNSON:

5 mean, they’rekind of onthe border line 5 Q. And sothat tells methat thereis a different

6 there. 6 equity investor expectation for a company that

7 MR. JOHNSON: 7 might be in a merger situation.

8 Q. Butl mean, weknow--you know, we know that 8 MR. CICCHETTI:

9 they’re not large cap, but for that matter, we 9 A. What | have found in calculating required
10 know as well that they’re not a us natural gas 10 rates of return for companies, when you see
11 utility. So what I'm getting at is why would 11 onethat’sin amerger, my experience has been
12 you exclude medium-large cap from the point of 12 because of the changesin stock prices, you
13 view of the accuracy of your analysis? 13 get anomalous results and so | prefer to
14 MR. CICCHETTI: 14 remove companies that are involved in amerger
15  A. | did not exclude mid cap. I relied on small 15 when I’'m doing a comparison analysis.

16 and mid cap. | excluded large cap to try and 16 MR. JOHNSON:

17 get away from the types of things that affect 17 Q. Now your risk premium analysis isreally--I

18 large companies that wouldn't affect a company 18 mean, we just had DCFDCF inyour report,

19 the size of Newfoundland Power. 19 right? 1 mean, we'reseeing DCF applied

20 MR. JOHNSON: 20 basically twice?

21 Q. What type of things would they be? 21 MR. CICCHETTI:

22 MR. CICCHETTI: 22 A. No, | consider it arisk premium analysis.

23 A. Wdl, smaler companies have unique 23 MR. JOHNSON:

24 characteristics. | mean, they don’t have the 24 Q. Buttotally driven by--the only thing that’s

25 same service territory size, the same access 25 different is now we're going to talk about the
Page 178 Page 180

1 to the capital markets that the large capital 1 risk free rate?

2 companies have. There' sjust some inherent 2 MR. CICCHETTI:

3 differences, so - 3 A Wadll, notonly that, you'relooking over an

4 MR. JOHNSON: 4 extended period of time and you're using

5 Q. Butyou'retelling me about the differences, 5 required rates of return to do that.

6 but | want to know--who cares if there's 6 MR. JOHNSON:

7 differences inthose? Youknow what I'm 7 Q. Andyou indicatedto Mr. Kelly’s questions

8 saying? What'sthe point of the differences? 8 what your risk premium would end up being if

9 MR. CICCHETTI: 9 you--your 435 iswhat the utility equity risk
10 A. Thepoint isto get acomparison group that is 10 premiumis, right?

11 similar to Newfoundland Power and Newfoundland 11 MR. CICCHETTI:

12 Power, in my opinion, in termsof size, is 12 A. Yes.

13 small to mid cap size. They're aregulated 13 MR. JOHNSON:

14 utility, electric utility. We look at their 14 Q. Butthe equity risk premium for the market
15 equity ratio, their safety rank, and just the 15 that you would take out of that is

16 importance of it isto try and get a group of 16 significantly higher?

17 comparable companies similar to the company 17 MR. CICCHETTI:

18 that you' re looking at. 18 A. If youwork through the math under those
19 MR. JOHNSON: 19 assumptions, | believe, subject to check,
20 Q. I'd also note that you screened or looked for 20 that’ s the answer that you would get.

21 companies at |east, at page--line 416 on the 21 MR. JOHNSON:

22 same page, that were not currently involved in 22 Q. Uparound Ms. McShane?

23 amerger, and now a company being involved in 23 MR. CICCHETTI:

24 a merger, they’d dtill have theirS & P 24  A. That appearsto be the case, yes.

25 ranking, wouldn’t they, and their Value Line 25 MR. JOHNSON:
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1 Q. Mr. Cicchetti, regarding your gas and electric 1 Newfoundland Power moving from a low to
2 samples, which have asafety ranking of one 2 moderate risk platform.
3 and two, according to Value Line, these then 3 MR. JOHNSON:
4 result in your DCF estimatesin MAC-11 and 4 Q. They'dbevery low risk, Newfoundland Power,
5 MAC-10, right? 5 wouldn’t they?
6 MR. CICCHETTI: 6 MR. CICCHETTI:
7 A. Thoseare the companies| usedto makethe 7 A. Wdll, they're equivalent to, for example, the
8 calculations, yes. 8 group of companiesthat I've used in my
9 MR. JOHNSON: 9 analysis when you look at total risk
10 Q. Yeah, and could you provide, as an 10 perspective.
11 undertaking, an equivalent table for only 11 MR. JOHNSON:
12 those utilities with a safety ranking of one? 12 Q. Ifyou couldjust go back to the bottom of
13 MR. CICCHETTI: 13 page two in this letter to shareholders? On
14 A. Certainly. 14 the left-hand column wherethey say "growth
15 MR. JOHNSON: 15 and income. Yesterday, today and tomorrow"
16 Q. Thank you. Mr. Cicchetti, if | could, in 16 and under "yesterday"” in the second paragraph,
17 fact, turn you now to South Jersey Industries? 17 you see that?
18 MS. GLYNN: 18 MR. CICCHETTI:
19 Q. South Jersey will be Consent No. 20. 19 A. Yes
20 MR. JOHNSON: 20 MR. JOHNSON:
21 Q. AtTab1again, wesee adescription of what 21 Q. "Our success comes from the robust growth and
22 South Jersey Industriesis. 22 profitability of our non-utility activities,
23 MR. CICCHETTI: 23 along with thereliable steady growth of our
24 A. Yes. 24 utility. Toillustrate this point, our non-
25 MR. JOHNSON: 25 utility businesses contributed 27 percent to
Page 182 Page 184
1 Q. "Anenergy services holding company, provides 1 SJI'searnings in 2004, compared with a 42
2 a variety of energy-related products and 2 percent contribution to economic earningsin
3 services through its five wholly owned 3 2008. Thischange occurred despite utility
4 subsidiaries," et cetera. | would like just 4 net income increasing from 31.5 million to
5 to confirm for the record what | put to you 5 39.4 million during that time." See that?
6 earlier, that at Tab 3, which isthe 2008 6 MR. CICCHETTI:
7 annual report to shareholders, at page four, 7 A Yes
8 in the left-hand column. 8 MR. JOHNSON:
9 MR. CICCHETTI: 9 Q. But, and you look up under performance
10 A. Okay. 10 highlights, again on the left-hand side, you
11 MR. JOHNSON: 11 see what they say about their performance
12 Q. That this particular company hasindicated, as 12 highlights? "Dividend growth over the past
13 part of its financia overview, that one of 13 three yearswas 28.4 percent. Equity of
14 its goalsisto--the third bullet down, isto 14 capitalization improved 7.9 percentage points
15 execute from alow to moderate risk platform? 15 to47.4." Do you think their dividend growth
16 MR. CICCHETTI: 16 had anything to do with the significant
17 A. That'swhat it says. 17 earnings fromthe non-utility side of the
18 MR. JOHNSON: 18 business?
19 Q. No indication that Newfoundland Power is 19 MR. CICCHETTI:
20 seeking to execute from alow to moderate risk 20 A. It'spossible.
21 platform, isthere? 21 MR. JOHNSON:
22 MR. CICCHETTI: 22 Q. | put to you, sir, that it's more than
23 A. I’'mnot exactly sure what that means, what 23 possible. It's obvious.
24 context they’ re saying that, but I’m not aware 24 MR. CICCHETTI:
25 of the company in any shape or form, 25 A. Well, I don't know that they specifically
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1 raised their dividend because they had two 1 MR. JOHNSON:

2 good years with regard to non-utility, non- 2 Q. Right. So electric, 608 million, wasiit; yeah.

3 regulated investment. | don’t know that for 3 Natural gas, 189 million. Competitive business

4 certain. 4 subsidiaries, $535,144,000.00.

5 MR. JOHNSON: 5 MR. CICCHETTI:

6 Q. Couldweturnto cH Energy Group Inc.? 6 A. Yes andthat would relateto the amount of

7 MS. GLYNN: 7 gas that they have to purchase.

8 Q. CH Energy will be Consent No. 20--21, sorry. 8 MR. JOHNSON:

9 MR. JOHNSON: 9 Q. Yeah. Sothe person who islooking to invest
10 Q. Tab1, underthe businessdescription, Mr. 10 in cH Energy Group, they have an eye not just
11 Cicchetti, cH Energy Group isthe holding 11 on the utility operations, they have abig eye
12 company of Central Hudson Gas and Electric, 12 on the competitive business subsidiaries,
13 Central Hudson, it'sknown as, and Central 13 don’'t they?

14 Hudson Enterprises Corporation.  Central 14 MR. CICCHETTI:
15 Hudson, the regulated electric and natural gas 15 A. Right, except | would point out that when
16 subsidiary has one wholly owned subsidiary, 16 you're looking at sales, and you' re purchasing
17 Phoenix Development Inc. CHEC, the parent 17 gasto flow through your pipelineor your
18 company of cH Energy Group's unregulated 18 transportation or storage, that’ s going to be
19 business segments has two wholly owned 19 arather significant number, but it’s pretty
20 subsidiaries, Griffith Energy. Would non- 20 much just a pass through.
21 regulated be a significant part of cH Energy 21 MR. JOHNSON:
22 Group? 22 Q. Aren't weagreed, though, that in terms of the
23 MR. CICCHETTI: 23 overall earnings of this company, that non-
24 A. Well, | thinkif you look at the following 24 regulated is very significant?
25 page, 1 of 3,it hasin the middleon the 25 MR. CICCHETTI:

Page 186 Page 188

1 right hand side a little chart called 1 A. Againgoing back, if youlook at just sales

2 "Business Segment”, and | think right there 2 and you' re talking about gas pass through, if

3 will tell you exactly how it relates. 3 you'll look ontheleft hand side -- well,

4 MR. JOHNSON: 4 it'sagood portion.

5 Q. Andwhat doesthat chart say to you? 5 (1:00 Pm)

6 MR. CICCHETTI: 6 MR. JOHNSON:

7 A. Itlookslike afairly significant portion. 7 Q. Turn to page 650f Tab 4. You see a

8 MR. JOHNSON: 8 description of a proceeding in front of the

9 Q. Justturn, Mr. Cicchetti,to Tab4, andin 9 regulator for the petition of Central Hudson
10 particular now, for the record, we're at the 10 Gas and Electric, they petitioned apparently
11 secfiling, the 10K, page 41 of 367. 11 for authority to defer certain gas expenses
12 MR. CICCHETTI: 12 for the year, and the background apparently is
13 A. Canyou repeat that, please? 13 that in 2007, Central Hudson filed a petition
14 MR. JOHNSON: 14 with the regulator seeking approval to defer
15 Q. Tab4, page4l of 367. Doyou seethefive 15 certain incremental and material non-labour
16 year summary of consolidated operations and 16 gas expenses that wereincurred during rate
17 selected financia data? 17 year one, but were not included in rates under
18 MR. CICCHETTI: 18 the 2006 rate plan, and thisindicates under
19 A. Yes 19 notable activity that the Psc denied Central
20 MR. JOHNSON: 20 Hudson’ srequest, noting that while Central
21 Q. Andyousee in 2008 -- | takeit that both 21 Hudson satisfied the standards for
22 electricand natural gas, they’re regulated 22 demonstrating the expense items were
23 here? 23 incremental, and Central Hudson hadn’t earned
24 MR. CICCHETTI: 24 its allowed rate of return, the psC did not
25 A. | believe so, yes. 25 view the expense items as material and
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1 extraordinary in nature. So the shareholders 1 A. I’'msorry, Mr. Johnson, | don’t appear to have
2 in Central Hudson were told by the regulator 2 that same --
3 to pick that up, right? 3 MR. JOHNSON:
4 MR. CICCHETTI: 4 Q. Oh,I'msorry. I’'mlooking at page 21.
5 A. That'swhat it says. 5 KELLY, Q.C.
6 MR. JOHNSON: 6 Q. There sanother page 21 before the one you're
7 Q. Haveyou got any experience or any knowledge | 7 looking at. You're looking for the one that's
8 that something likethat has happened with 8 got the map on it probably.
9 Newfoundland Power in this jurisdiction? 9 MR.HAYES:
10 MR. CICCHETTI: 10 Q. It'sinthe10K. It'sanother document.
11 A. Notto my knowledge. 11 MR. JOHNSON:
12 MR. JOHNSON: 12 Q. It'sin the 10K? Yeah, for somereason |
13 Q. Could it happen in thisjurisdiction, to your 13 don't have atabin mine. Page2lon the
14 knowledge? 14 bottom right.
15 MR. CICCHETTI: 15 MR. CICCHETTI:
16 A. I don'tthink it’'simpossiblethat it could 16 A. | believel haveit.
17 happen. | don’t think it’slikely. | have no 17 MR. JOHNSON:
18 reason to believe it would be likely, but it's 18 Q. Sowe'vecovered MGE and its divisions, and
19 not out of the realm of possibility. 19 they also own assets. MG Power owns assetsin
20 MR. JOHNSON: 20 the West Campus Cogen facility in Madison,
21 Q. Would an equity investor have a consideration 21 Wisconsin, and the ElIm Road Coal Plant under
22 like that in mind? 22 construction at Oak Creek. MGE Transco
23 MR. CICCHETTI: 23 Investment owns interest in the American
24 A. Certainly. 24 Transmission Company through its members, MGE
25 MR. JOHNSON: 25 and MGE Energy. MGE Construct provides
Page 190 Page 192
1 Q. Let'slook to MGE Inc. 1 construction services for building new
2 MS.GLYNN: 2 generation facilities. Central Wisconsin
3 Q. MGEisConsent #22. 3 Development Corp. promotes business growth in
4 MR. JOHNSON: 4 MGE's service area, and MAGAEL holdstitle to
5 Q. Therésa fairly convenient description at 5 properties acquired. Now you seeup at the
6 page 21 of these materialsat the corporate 6 top right there's a description of MGE
7 profile. 7 Electric Services have generation and
8 MR. CICCHETTI: 8 distribution, 137,000 customers, population of
9 A Tab3? 9 292,000. Now if you look at page 8 -- so
10 MR. JOHNSON: 10 you'd have to go back alittle bit. No,
11 Q. | don't have atab, for whatever reason. |'ve 11 that’ swrong, you've got to go further into
12 just got -- the first cover of mine just deals 12 the 10K, I'm sorry. At the bottom of page 7,
13 with celebrating 100 years of delivering 13 they talk about electric utility operations.
14 dividendsto you. 14 They say at thevery last line, "Electric
15 MR. SIMMONS: 15 revenues for 2008, 2007, and 2006, were
16 Q. That'sTab 3. 16 comprised of the following", and then you go
17 KELLY, Q.C.. 17 over tothe next page, andyou see, Mr.
18 Q. Which page? 18 Cicchetti, residential, 33.9 percent,
19 MR. JOHNSON: 19 commercial, 54 percent, industrial 6 percent,
20 Q. Page?2l. Onthe left hand column, corporate 20 public authorities, including the uw, 9.2
21 profile, MG Energy Inc. is the parent company 21 percent, with 100 percent. Now if you were an
22 of Madison Gas and Electric, and its divisions 22 equity investor, Mr. Cicchetti, would you
23 which serve natural gas and electric customers 23 prefer this profile or Newfoundland Power’ s?
24 in south central and western Wisconsin. 24 MR. CICCHETTI:
25 MR. CICCHETTI: 25 A. | would have tolook at the entire picture,
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1 and | don’t know that just because they have 1 2007, and 2006, MGE's electric energy delivery
2 54 commercial, it would make one better or 2 requirements were satisfied by the following
3 worse than the other. 3 sources’. You seethat their purchase power
4 MR. JOHNSON: 4 is 39.2 percent. They generate coal, with coal
5 Q. Okay, well, let’ s be specific about this. If 5 nearly 52 percent. Natural gas, 6 percent.
6 we were talking about comparing Newfoundland | 6 Therest isfairly negligible. Now if you
7 Power’ s situation as to where it derivesits 7 were an equity investor, | takeit, it follows
8 electric revenues versus MG - this particular 8 from our discussion a moment ago that
9 utility, where it gets its revenues, which one 9 Newfoundland Power’s profile is considerably
10 would be safer? 10 less risky than this one?
11 MR. CICCHETTI: 11 MR. CICCHETTI:
12 A. If youlooked at that sole one item, then the 12 A. Totheextent that they’rea wires company,
13 commercial concentration would make this 13 transmission and distribution, versus a
14 company more risky relativeto Newfoundland |14 company that is generation, generaly
15 Power, on that one particular item. 15 speaking, yes, but again, you know, each
16 MR. JOHNSON: 16 company is going to have its differences and
17 Q. Yeah, | grant you, and why would that be? 17 you need to look at the entire picture.
18 MR. CICCHETTI: 18 MR. JOHNSON:
19 A. Commercia would be more volatile, more 19 Q. Yes, but the devil isinthe details, isn't
20 susceptible to downturns in the economy, 20 it, because after awhile these differences
21 depending on how concentrated they were. 21 start mounting up and they start affecting the
22 Residential is considered the least risky to 22 overall picture?
23 serve. 23 MR. CICCHETTI:
24 MR. JOHNSON: 24 A. Well, that’swhy you have to look at the
25 Q. Andthat's -- residential being lessrisky, 25 overal picture.

Page 194 Page 196
1 that’ s accepted conventional wisdom, isn't it? 1 MR. JOHNSON:
2 MR. CICCHETTI: 2 Q. That'sright. Let'slook at page 18. Now at
3 A. | would think so, yes. 3 the very top, they put out in their 10K in
4 MR. JOHNSON: 4 bold letters, "We facerisk for the recovery
5 Q. Justlike it'saccepted conventional wisdom 5 of fuel and purchase power cost when they
6 that T & D isless risky than companies that 6 exceed the base rate established in MGE's
7 have generation? 7 current rate structure". Now, Mr. Cicchetti,
8 MR. CICCHETTI: 8 | won't leave it at that because that would
9 A. Generaly speaking, yes. 9 leave a falseimpression, but | do want to
10 MR. JOHNSON: 10 take you to page 56 where thisis explained a
11 Q. Why would that be? 11 bit more. You see regulatory recovery risk,
12 MR. CICCHETTI: 12 and I'll just read it, "MGE'S electric
13 A. Itjust has todo -- if you run generation, 13 operations burn natural gasin severa of its
14 you are subject to a much greater capital 14 peak power plants or as supplemental fuel as
15 investment, more susceptible to something 15 several coa-fired plants, and in many cases
16 going wrong, higher operating costs than if 16 the cost to purchase power istied to the cost
17 you were just awires company and it’'sjust 17 of natural gas. MGE bears significant
18 passing through cost of transmission and 18 regulatory risk for the recovery of such fuel
19 distribution. 19 and purchase power cost when costs are higher
20 MR. JOHNSON: 20 than the base rate established in its current
21 Q. Justlookto thetop of page nineregarding 21 rate structure”. The next paragraph says, "As
22 fuel supply and generation, and you will see 22 noted above in commodity price risk, the
23 "MGE satisfiesits customers e ectric demand 23 electric operations of MGE operate under a
24 with internal generation and purchase power. 24 "Fuel Rules" adjustment clausefor fuel and
25 During the years ending December 31st, 2008, 25 purchase power costs associated with the
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1 generation and delivery of electricity. This 1 MR. CICCHETTI:
2 clause establishes a base rate for fuel 2 A. Obviously, reasonable risk, investors are risk
3 purchase power. MGEis subject to a"Fuel 3 adverse, and would choose for a given return,
4 Rules' bandwidth of -2 percent to +2 percent. 4 lessrisk, rather than more risk, but you keep
5 MGE may be required to refund the customers if 5 looking a specifics associated with business
6 the "Fuel Rule" cost fal outside the lower 6 risk, andin order to evaluate a company as
7 end of therange, i.e.-2 percent, and it 7 comparable, you have to include business risk
8 would be allowed to request a surcharge if the 8 and financial risk, and with regard to
9 "Fuel Rule" cost exceed the upper end of the 9 regulatory risk, you have tolook at the
10 range, +2 percent. MGE assumes the risks and 10 allowed returns, the capital structure, the
11 benefits of variances that are within the 2 11 financial metricsthat fall out there, and all
12 percent bandwidth. For 2009, fuel and 12 of that gets wrapped up to agreat extentin
13 purchase power costsincludedin MGE's base 13 the bond rating, and so on that basis, these
14 fuel rates are 123.2 million". Now that means 14 are comparable. | mean, you can beat thisto
15 that this company is at risk within that band, 15 death, but it’snot going to change the fact
16 correct? 16 that you have to look at the overal
17 MR. CICCHETTI: 17 investment risk characteristics, and, yes,
18 A. But!’msure-- I've assumed they would hedge 18 there are specific business risk items
19 that risk. 19 associated with Newfoundland Power that are
20 MR. JOHNSON: 20 lessrisky than alot of these companies, but
21 Q. Yeah. Does Newfoundland Power have asimilar 21 al inall, they're similar.
22 risk? 22 MR. JOHNSON:
23 MR. CICCHETTI: 23 Q. That'swhy a lot of these companies, | take
24 A. No, but again there's going to beindividual 24 it, would be getting a higher ROE? Could be,
25 differences between these companies, and you 25 right?
Page 198 Page 200
1 haveto look at the entire picture, and with 1 MR. CICCHETTI:
2 regards tolooking at theentire picture, 2 A. Analowed return is one thing, but what we're
3 looking at bond ratings, and the other things 3 calculating using the bcr formulaand the
4 that we've talked about, these group of 4 comparable companies, is the required return.
5 companies are similar in risk to Newfoundland 5 They may have an higher allowed return, but
6 Power. 6 that stop priceand the expected return is
7 MR. JOHNSON: 7 being factored in to the equation and
8 Q. Well, Mr. Cicchetti, let me ask you asimple 8 producing arequired return, such that if you
9 question. It appearsto me that MGE, if 9 then apply that required return to that
10 they'reat risk for 2 percent of the fuel 10 company, you would expect that company to earn
11 rate, that's 2 and some million dollars based 11 that return and their marketable ratio to come
12 on 123.2 million, correct? 12 down accordingly. So just because these
13 MR. CICCHETTI: 13 companies might have higher allowed returns
14  A. Soundsright. 14 doesn’t change the nature of how you calculate
15 MR. JOHNSON: 15 the required return.
16 Q. Right. Do you think an equity investor would 16 MR. JOHNSON:
17 prefer the risky profile or theless risky 17 Q. Soundsrather mechanical to me, Mr. Cicchetti.
18 profile? What would be the less risky, that’s 18 MR. CICCHETTI:
19 a better way to put it, Newfoundland Power’s 19 A, It'samatter of math.
20 or this one? 20 MR. JOHNSON:
21 MR. CICCHETTI: 21 Q. Wouldn’t you think -- wouldn’t you think that
22 A. Well,if you wanttolook at one particular 22 amanagement team, okay -- just think about
23 item -- 23 MGE, the management team at MGE. They're at
24 MR. JOHNSON: 24 risk for a couple of million bucks, right? So
25 Q. Yeah, | wanttolook at one particular item? 25 what do you --
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1 MR. CICCHETTI: 1 includes businessrisk, and financial risk in
2 A. Wdll, depending -- 2 determining whether or not they’ re comparable
3 MR. JOHNSON: 3 to Newfoundland Power.
4 Q. What do you think that they would do? Would 4 MR. JOHNSON:
5 you expect that they’d putin strategiesto 5 Q. Justgodown the page of page 18, operating
6 minimize that risk? 6 risk, "We are affected by weather, which
7 MR. CICCHETTI: 7 affects customer demand, and can affect the
8 A. Certainly. 8 operation of our facilities. The demand for
9 MR. JOHNSON: 9 electric and gasis affected by weather. Very
10 Q. Yeah, and so they’'d try to manage therisk, 10 warm and very cold temperatures, especially
11 and would you agree with me that they oughtto |11 for prolonged periods, can dramatically
12 be compensated for having to manage that risk? |12 increase the demand for electricity for
13 MR. CICCHETTI: 13 cooling and heating respectively.  Our
14 A, It'spart of their job. 14 electric revenues are sensitive to the summer
15 MR. JOHNSON: 15 cooling season, and to alesser extent, the
16 Q. No, no, but, in fairness, if aleadership team 16 winter heating season”. If, as it appears,
17 in acompany is atrisk for acouple of 17 this company is affected by weather and it
18 million bucks and they’re managing that risk 18 doesn’'t have it normalized, soit’searnings
19 for the benefit of the shareholder, they 19 are not protected from it, and we add that,
20 should get compensated for that in the ROE, 20 should -- other things being equal, should
21 shouldn’t they? 21 they expect that they should be rewarded for
22 MR. CICCHETTI: 22 that in their ROE as opposed to a company that
23 A. I’'mnot surel follow you. | don't think 23 doesn’'t have such protection, or are we back
24 that’ s the case. | mean, they’re there to run 24 to you've got to look at the credit rating?
25 the company and they get a salary for running 25 MR. CICCHETTI:
Page 202 Page 204
1 the company, and if hedging fuel cost is part 1 A. Youhavetolook at the overall picture.
2 of their job, | don’t understand how -- 2 MR. JOHNSON:
3 MR. JOHNSON: 3 Q. Andtheoveral pictureisencapsulated in the
4 Q. Let'sputitthisway, would it befair -- you 4 credit rating, isit?
5 take company "A" and company "B", and they are 5 MR. CICCHETTI:
6 identical, okay, except company "A" isat risk 6 A. That'sone aspect of it, and certainly in
7 for fuel costs, okay. Should company "B", who 7 evaluating their credit rating, Moody’s and
8 isnot at risk for fuel cost, expect the same 8 Standard and Poor’s, and DBRS, or whoever, is
9 return on equity, other things being equal ? 9 going to consider those type of items.
10 MR. CICCHETTI: 10 MR. JOHNSON:
11 A. Againnow you'relooking at one particular 11 Q. Waél, why do we waste all thistime of talking
12 item and trying to draw a conclusion from it. 12 about company’ s business risks, and regul atory
13 We've dready accepted the fact that 13 risks? Why don’'t wejust say, look, you've
14 Newfoundland Power has certain clauses that on 14 got this credit rating, thisiswhat you get?
15 that basis alow them to be lessrisky in 15 MR. CICCHETTI:
16 those particular areas, and experience 16  A. Mr. Johnson, | have people wondering why we're
17 supportive regulation. That isbeing taken 17 going through this particular exercise. |
18 into account in coming up with their bond 18 could just say that thereare differences
19 rating, coming up with their financia 19 between the companies, and if you go through
20 profile, but to try and specifically look at 20 these 10Ks, you will find these types of
21 one particular thing with this company versus 21 disclosures and disclaimers for various issues
22 another thing with another company, they’'re 22 for al the different companies. It'sapart
23 going to have ajob, which iswhy you look at 23 of the nature of theregulated electric and
24 agroup, and you have to look at the overall 24 natural gas business.
25 picture, which includes total risk, which 25 MR. JOHNSON:
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1 Q. You see theproblem | have, and you've 1 A. They'recompensated for the risk that they

2 aready agreed earlier, isthat you were not 2 incur.

3 able to identify one as less risky than 3 MR. JOHNSON:

4 Newfoundland Power, and I’'m wondering if that | 4 Q. With areturn on equity, correct?

5 be the case, how it would be fair to customers 5 MR. CICCHETTI:

6 to letsjust forget about that, it iswhat it 6 A. Correct.

7 is, al of them don't have the same 7 MR. JOHNSON:

8 protections as Newfoundland Power, but let’s 8 Q. Wisconsin Energy.

9 get on with it and apply this model. 9 MS.GLYNN:
10 MR. CICCHETTI: 10 Q. Wisconsin Energy is Consent 23.
11  A. Wadll, againyou haveto look at Newfoundland |11 (1:30 p.m.)
12 Power’salowed return, their equity ratio, 12 MR. JOHNSON:
13 how that translates into their financial 13 Q. Againthere sabusiness description at Tab 1,
14 metrics, and | think that’s about the clearest 14 "Wisconsin Energy Corporation is adiversified
15 way that | can say. Surethere are things on 15 holding company. The company conducts its
16 the regulatory side and the businessrisk side 16 operations primarily in two operating
17 that are very favourable for them, but you 17 segments; a utility energy segment and a non-
18 haveto look at the entire picture and see how 18 utility energy segment. The company’s primary
19 do these compare, and when we look at the 19 subsidiaries include Wisconsin Electric Power
20 investment risk characteristics that I’'ve 20 Company, known as Wisconsin Electric,
21 presented, | think -- it’s my opinion they are 21 Wisconsin Gas LLC, known asWisconsin Gas,
22 comparable overall. 22 Edison Sault Electric Company, and WE Power
23 MR. JOHNSON: 23 LLC, WE Power. The company’s utility energy
24 Q. |take it we'd have no disagreement at all 24 segment consists of Wisconsin Electric,
25 that the median -- the median utility in the 25 Wisconsin Gas, and Edison Sault. Its non-

Page 206 Page 208

1 United States versusthe median utility in 1 utility segment consists primarily of WE

2 Canada, Canadawould have ahigher credit 2 Power". Now if | could turnyouto Tab 2,

3 rating on the whole than the United States, 3 page5 of 15, you see under utility, this

4 right? 4 company’s utility operations are clearly

5 MR. CICCHETTI: 5 electricity generation, distribution, and

6 A. |think that’'sfact, yes. 6 sales. So they are obviously a generator. If

7 MR. JOHNSON: 7 you turn to Tab 3, and now we'reinto the 10K,

8 Q. Andjust the bottom of page 32, the very last 8 there’'s adescription of autility energy

9 paragraph refersto MGE'S GCIM. 1 think this 9 segment and their non-utility energy segment.
10 gets explained in the context of the 10 That'sjust for the record, it just confirms
11 paragraph. "Under MGE'S GCIM, if actual gas 11 the previous descriptions from the initial
12 commodities saving and capacity release 12 business profile, and if you could just look
13 revenues are above or below abenchmark asset |13 to page 12, Mr. Cicchetti, the installed
14 by the pscw, then MGE's gas sales service 14 capacity by fuel types, thiswould be afairly
15 customers and shareholders share in any 15 sizeable generator of electricity, | take it,
16 increased cost or savings per percentages set 16 atotal of 5,593 megawatts?
17 by the pscw". Soit’s not all put over on the 17 MR. CICCHETTI:
18 customer, it'sashared issue, isn't it? 18 A. Yes, that’swhat it says.
19 MR. CICCHETTI: 19 MR. JOHNSON:
20  A. | think that's an incentive mechanism. 20 Q. And page 13 at the bottom, they refer to their
21 MR. JOHNSON: 21 coal-filed generation. They say under coal
22 Q. That's right, and what's the saying in 22 supply, "We diversify the coal supply for our
23 capitalism, "No risk, no reward", right, and 23 power plants by purchasing coal from minesin
24 how do equity investors get rewarded? 24 Wyoming and Colorado, as well as from various
25 MR. CICCHETTI: 25 other western mines. During 2009, 100 percent
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1 of our projected coa requirementsof 11.6 1 MR. JOHNSON:
2 million tons are under contracts, which are 2 Q. Doyouknow that for afact, oristhat just
3 not tied to 2009 market pricing fluctuations'. 3 what you think?
4 So then does that look to you like they’re at 4 MR. CICCHETTI:
5 risk for the price of coal? 5 A. I'mjust making a statement in general.
6 MR. CICCHETTI: 6 MR. JOHNSON:
7 A. I'mnot sure. It could be that they’ re under 7 Q. Yes, sothat’sjust what you think, that’s not
8 contractsthat areat aset priceand not 8 tied to afact, that’s your impression?
9 based on the market price. 9 MR. CICCHETTI:
10 MR. JOHNSON: 10 A. Correct.
11 Q. Let's look over tothe next pageon coa 11 MR. JOHNSON:
12 deliveries becausethis is certainly more 12 Q. Andunder natural gas-fired generation, third
13 clear. They'vegot to get the coal to their 13 paragraph down, "The Pscw has approved a
14 generating units, and the second paragraph 14 program that allows usto hedge upto 75
15 states, "Certain of our coal transportation 15 percent of our estimated gas usage for
16 contracts contain fuel cost adjustments that 16 electric generation in order to help manage
17 aretied to the cost of fuel utilized by the 17 our natural gas price risk. The costs of this
18 locomotives. The Pscw has approved aprogram |18 program are included in our fuel and purchase
19 that allows us to hedge up to 75 percent of 19 power costs'. Similar again, right?
20 our potential fuel for electric generation in 20 MR. CICCHETTI:
21 order to help manage our risk of higher 21 A. Yes
22 delivered cost of coal. The costs of this 22 MR. JOHNSON:
23 program are included in our fuel and purchase 23 Q. Justgotopage 17. Just for therecord, it's
24 power costs'. Now as | read that, they're 24 afurther description at the bottom of their
25 allowed to hedge up to 75 percent, they don’'t 25 electric hedging programs.
Page 210 Page 212
1 have a guaranteed recovery of the coal 1 CHAIRMAN:
2 transportation costs, do they? 2 Q. Mr. Johnson, could you tell us how much longer
3 MR. CICCHETTI: 3 areyou going tobe? Do you haveany -- |
4 A. That appearsto bewhat it says. 4 mean, I’'m not trying to --
5 MR. JOHNSON: 5 MR. JOHNSON:
6 Q. Yeah. So they'reat risk and management is 6 Q. No, I know. I would think probably half hour.
7 paid and the investor in that company is paid 7 CHAIRMAN:
8 to manage it, right? 8 Q. Okay.So will wekeep going and hopefully
9 MR. CICCHETTI: 9 finish up today?
10 A. Wdll, I’'mnot surewhat the details of that 10 MR. JOHNSON:
11 particular contract are, but | don’t know that 11 Q. That would be perfect with me.
12 that, in and of itself, is something that has 12 CHAIRMAN:
13 increased therisk that aninvestor might 13 Q. Everybody agreeto that?
14 consider on average, in general. That’s one - 14 KELLY, Q.C.
15 these are pretty standard, for the most part, 15 Q. Mr. Chair, | don’'t know if there’ s anyone who
16 parts of being in the electric generation 16 would benefit from afive minute break 1'm
17 business. 17 fineto carry on.
18 MR. JOHNSON: 18 CHAIRMAN:
19 Q. In theUnited States. That’'swhere you're 19 Q. Doesanybody want to take a short break?
20 going with that, right? 20 MR. CICCHETTI:
21 MR. CICCHETTI: 21 A. Mr.Chairman, | would. | don't thinkit'll
22 A. No, | mean, | --there are electricities 22 take me five minutes.
23 generated in Canada aso, and these arethe 23 CHAIRMAN:
24 kind of thingsthat haveto be dealt with if 24 Q. We'll resume when Mr. Cicchetti returns.
25 you' re going to generate electricity. 25 (RECESS)
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1 CHAIRMAN: 1 around halfway down, they start by saying "Our
2 Q. Allright, asthey saidin World War I, once 2 non-utility energy segment primarily consists
3 more into breach. 3 of we Power. WE Power is principally engaged
4 MR. JOHNSON: 4 in the engineering, construction and
5 Q. Thank you. Mr. Cicchetti, when we left off, 5 development of electric power generating
6 wewere at the bottom of page 16 discussing 6 facilitiesfor long-term lease.” And then,
7 Wisconsin Energy at Tab 3 and | was just 7 Mr. Cicchetti, they go over on page 43 to say,
8 identifying for the purposes of the record 8 to state what the results of operations are
9 some details about electric hedging programs 9 regards consolidated earnings. And you will
10 which | think we' ve aready covered. | would 10 see that this outfit has utility energy
11 then turn to page 17 which gives this 11 earnings of 581.9 million, but significant
12 particular utility’s breakdown of operating 12 non-utility energy earnings of 89.3 million
13 revenues by class. And at the top, you'll see 13 dollarsand there’sa corporateand other,
14 "Residentia - 977,000,000; small commercid 14 which | take from that took a loss. So that
15 industrial - 890,000,000; and large commercial 15 would be a fairly material amount of non-
16 industrial - 659,000,000. So again, in 16 regulated earnings for this company?
17 keeping with our previous discussions, this 17 MR. CICCHETTI:
18 would not be on a stand-alone basis asidedl 18 A. Yes
19 as Newfoundland Power’ s situation? 19 MR. JOHNSON:
20 MR. CICCHETTI: 20 Q. Andagain, that would be ariskier profile to
21 A. Withall the previous disclaimers, yes. 21 Newfoundland Power, | guessit goes without
22 (1:145am.) 22 saying.
23 MR. JOHNSON: 23 MR. CICCHETTI:
24 Q. Andthe previousdisclaimers meaningyou can't |24 A. The question would be how much riskier.
25 take one thing and, yeah, okay. And then at 25 MR. JOHNSON:
Page 214 Page 216
1 page 18, under "Competition”, they indicate, | 1 Q. Butriskier, nevertheless.
2 don’t know to what extent competition isan 2 MR. CICCHETTI:
3 issue there, Mr. Cicchetti, but there's a 3 A. Yes.
4 paragraph that says"Competitionin varying 4 MR. JOHNSON:
5 degrees exists between natural gas and other 5 Q. Andthen at the bottom of page 43, utility
6 forms of energy available to customers. A 6 energy segment contribution to operating
7 number of large commercia industrial 7 income, they note 2008 verses 2007 that the
8 customersare duel fuel customersthat are 8 utility energy segment contributed 581 million
9 equipped to switch between natural gas and 9 aswe've seen, but thenthey goonto say
10 aternative fuels, but they areallowed to 10 "during ’ 08, we experienced less favourable
11 offer lower priced gas sdes and 11 weather in the summer months which decreased
12 transportation services to these customers. 12 electric sales. In addition, our fuel and
13 So would that be something that would be 13 purchase power cost increased primarily asa
14 typical in the U.S. environment? 14 result of the Power Purchase Agreement entered
15 MR. CICCHETTI: 15 into." So again at risk for purchase power
16 A. Fairly typical, yes. 16 and weather.
17 MR. JOHNSON: 17 MR. CICCHETTI:
18 Q. Andwould that be arisk to earnings for such 18 A. Again, the standard disclaimers apply.
19 autility? 19 MR. JOHNSON:
20 MR. CICCHETTI: 20 Q. Response. Again, an areawhere Newfoundland
21 A. Certainly. 21 Power is considerably less risky.
22 MR. JOHNSON: 22 MR. CICCHETTI:
23 Q. Yes. Page 41 deds with corporate 23  A. With the standard disclaimer, yes.
24 developments and this iswhereyou get into 24 MR. JOHNSON:
25 the non-utility. At the second paragraph, 25 Q. If wecouldturnto Allette.
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1 MS.GLYNN: 1 investments. But then we go on to see earlier
2 Q. And that would be Consent No. 24. 2 in 2007 in’ 06 that non-regulated operations
3 MR. JOHNSON: 3 were 14 percent and 17 percent, so even a bit
4 Q. Tab2--no actually--yeah, Tab 2 isfine, page 4 more.
5 3of 14. Thisagainisthe Dow Jones Company 5 MR. CICCHETTI:
6 report description. Allette provides energy 6 A. I'mnotsurel follow that.
7 servicesin the upper mid west and hasreal 7 MR. JOHNSON:
8 estate holdings in Floridathat operatesin 8 Q. Oh, 'msorry, if you just go across the
9 two segments, regulated operations and 9 table, | wasreferring to 2007 and 2006.
10 investments and other. Under regulated, 10 MR. CICCHETTI:
11 that's Minnesota Power and Superior Water, 11 A. Oh, okay.
12 light and power company, as well as an 12 MR. JOHNSON:
13 investment in American Transmission Company, a 13 Q. Doyou seethat?
14 Wisconsin based regulated utility, and it goes 14 MR. CICCHETTI:
15 onand talksabout Floridareal estate, et 15 A. Yes.
16 cetera. If youturnto Tab 1 at page 1 of 2, 16 MR. JOHNSON:
17 it gives—-it talks about large industrial 17 Q. Now at page 8, this comes back to the Taconite
18 customers. "Minnesota Power sellsa high 18 and industrial facilities, you'll see they
19 percentage of its electric power to large 19 have a table there showing industrial customer
20 industrial facilities.  Eleven of our 20 electric sales in 2008 and out of the
21 customers require ten megawatts or more of 21 industrial, 64 percent is Taconite; 22 percent
22 generating capacity. Among these are four 22 paper, pulp and wood products and pipelines.
23 Taconite products, four papermillsand two 23 Now, in the paragraph just below that, Mr.
24 petroleum pipeline companies. Taconiteisan 24 Cicchetti, it talks about how beginning in the
25 iron bearing rock important as araw material 25 fall of 2008 world-wide steel producers began
Page 218 Page 220
1 source for steel.” Now some of these 1 to dramatically cut steel production in
2 industries have been hit in your country, Mr. 2 response to reduced demand driven by the world
3 Cicchetti, | takeit? 3 credit situation. And so, that’s not good, is
4 MR. CICCHETTI: 4 it?
5 A. Yes 5 MR. CICCHETTI:
6 MR. JOHNSON: 6 A. No, but againyou haveto look at that in
7 Q. And hit hard. 7 relation to all the other aspects of the
8 MR. CICCHETTI: 8 company and if it's still considered overall a
9 A Yes 9 low risk company.
10 MR. JOHNSON: 10 MR. JOHNSON:
11 Q. Andif you gotopage 7 of Tab 3, againit 11 Q. Now at page 32 of thistab under "outlook",
12 gives a breakdown of electric saes and 12 they say "Allete has committed to earning a
13 customers, and you can seeresidential, 9 13 financial return that rewards our
14 percent; commercial, 12 percent; industrial, 14 shareholders, alows for re-investment in our
15 57 percent. If you'rea shareholder, would 15 businesses and sustains growth. Minnesota
16 you be more nervous there than Newfoundland? |16 Power’ sindustrial customers are facing weak
17 MR. CICCHETTI: 17 conditionsin the market for their products
18 A. That'sone aspect of the businessrisk that’s 18 and have and may continue to reduce the amount
19 different than Newfoundland, yes. 19 of energy they use. We will work to see this
20 MR. JOHNSON: 20 released energy in the wholesale market and
21 Q. Andjust abovethat tablewe havea split 21 believe that our ability to produce energy at
22 between regulated operations and non. And | 22 low cost will be a competitive advantage.” So
23 seeinterms of operating revenue, at least, 23 they’ ve got no guarantees here if the Taconite
24 89--what’s that, 89 million, is it, for 24 people can’t use the power, right?
25 regulated operations; 11 million for 25 MR. CICCHETTI:
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1 A. Yeah, but there are no guarantees for anyone, 1 utility. Areyou there?
2 including Newfoundland Power. 2 MR. CICCHETTI:
3 MR. JOHNSON: 3 A. Yes
4 Q. Newfoundland Power doesn’'t have a single 4 MR. JOHNSON:
5 industrial customer, though, does it? 5 Q. Okay. "Regulated éectric utility, 773, 000
6 MR. CICCHETTI: 6 customers, generating capacity, 6800
7 A. Butit'snot aguaranteed return. 7 megawatts, nine power plants, two wind farms,
8 MR. JOHNSON: 8 fuel 68 percent coal, 30 percent natural gas,
9 Q. Page 34--oh, I'm sorry, page 32 under 9 two percent wind." And you see adescription
10 "Regulated Operations'. "Minnesota Power 10 of Enogex, LLC, the non-regulated. And then
11 expects significant rate base growth over the 11 in terms of this contribution of non-
12 next several years asit continuesits program 12 regulated, just refer you to page 10 under
13 to comply with renewable energy requirements |13 "Financial Performance”.
14 and environmental mandates.” Again, a 14 MS. GLYNN:
15 distinction from Newfoundland Power that's 15 Q. Under Tab 4?
16 much more moderate in rate base growth, 16 (2:00 p.m.)
17 correct? 17 MR. JOHNSON:
18 MR. CICCHETTI: 18 Q. Under Tab 4, I'm sorry, yes. Mr. Cicchetti,
19 A. Yes, again one of many distinctions. 19 what do thesefigures tell us about the
20 MR. JOHNSON: 20 importance of Enogex to this OGE Energy Corp?
21 Q. Couldweturn to OGE. 21 MR. CICCHETTI:
22 MS. GLYNN: 22 A. It's areatively large portion, but it's
23 Q. OGE Energy will be Consent No. 25. 23 natural gas transportation and distribution,
24 MR. JOHNSON: 24 which isthe businessthat OGEis in, other
25 Q. Tab2gives adescription of OGE, an energy 25 than that this happensto be an unregulated
Page 222 Page 224
1 services provider offering physical delivery 1 portion. | wouldn’t consider therisk to be
2 and related services for both electricity and 2 substantially greater than the regulated
3 natural gas, primarily in the south, central 3 operations, other than from regulation,
4 United States. Company conducts its 4 regulation in and of itself makes the company
5 activities through four business segments, 5 less risky overall.
6 electric utility, natural gas transportation 6 MR. JOHNSON:
7 and storage, natural gas gathering and 7 Q. What was the Enogex’sreturn on equity in
8 processing, et cetera. And they aso 8 2008?
9 reference Enogex whichis engaged in the 9 MR. CICCHETTI:
10 business of gathering process and transporting 10 A. 24.9percent.
11 and storing of natural gas. Areyou familiar 11 MR. JOHNSON:
12 with Enogex? 12 Q. 2007?
13 MR. CICCHETTI: 13 MR. CICCHETTI:
14 A. Yes. 14 A. 21.9 percent.
15 MR. JOHNSON: 15 MR. JOHNSON:
16 Q. Arethey abig outfit? 16 Q. 2006?
17 MR. CICCHETTI: 17 MR. CICCHETTI:
18 A. Reativeto OGE, if you look at sales, al the 18 A. 26.2 percent.
19 gas that they transport through their system 19 MR. JOHNSON:
20 and that’ s going to make it look like alarger 20 Q. Okay, how about Oklahoma Gas & Electric, what
21 portion, but that’s just a pass through. 21 was its return on equity averagein’08,’07
22 MR. JOHNSON: 22 and’06?
23 Q. Okay, wdll just--we'll cometo it in asecond, 23 MR. CICCHETTI:
24 if wegoto Tab 3, we'll get acloser look at 24 A. 93percent. Weare representing them in
25 Oklahoma Gas and Electric Company, the 25 their rate case.
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1 MR. JOHNSON: 1 MR. JOHNSON:
2 Q. Youarerepresenting - 2 Q. Itwould get your attention, wouldn’t it?
3 MR. CICCHETT!I: 3 MR. CICCHETTI:
4 A. Our company is, yes. 4 A, Certainly.
5 MR. JOHNSON: 5 MR. JOHNSON:
6 Q. Andhow about’07? 6 Q. Yeah. Page 16, just for the record is another
7 MR. CICCHETTI: 7 breakdown on the bottom left-hand column of
8 A. 12.0 percent. 8 operating income or loss by business segment
9 MR. JOHNSON: 9 and it’s set out again there for ' 08, '07 and
10 Q. Sotheshareholdersin oGk, I think it' s fair 10 "06. Andif I look at--your company is doing
11 to say, with Enogex 393 million in gross 11 arate case for this regulated utility?
12 margin on revenues in 2008, compared to 12 MR. CICCHETTI:
13 Oklahoma Gas & Electric Company’ s gross margin 13  A. Yes.
14 on revenue--or | should say the operating 14 MR. JOHNSON:
15 income of Enogex of 185 million in '08, 15 Q. Page 16 onthebottom, it looksto melike
16 compared to 143 million--I"'m sorry, | should 16 OGE, OG&Eisat risk for weather, would that
17 be looking at the net income line. Net income 17 be right?
18 91 million for Enogex in ' 08 and net income of 18 MR. CICCHETTI:
19 143 million for Oklahoma Gas & Electric 19 A. Yes.
20 Company. So, | mean, let's faceit, the 20 MR. JOHNSON:
21 investorsin oGE Energ Corp are getting quite 21 Q. Just compare OGE' s--what you know about their
22 alift from the non-regulated side? 22 regulatory mechanisms compared towhat you
23 MR. CICCHETTI: 23 found out about Newfoundland Power?
24 A. Yes, and those operations are transportation 24 MR. CICCHETTI:
25 and storage of natura gas. It's not that 25 A. lwouldsay it's, 0OG&E has good regulation,
Page 226 Page 228
1 much difference, in the past, recent past, how 1 but thisis exceptional regulation.
2 it was regulated. 2 MR. JOHNSON:
3 MR. JOHNSON: 3 Q. Yeah, exceptional regulation. And how about
4 Q. Butwhat does that--how should that make me 4 the deferral accounts that OGE has and the
5 feel better? 5 protectionsit has compared to Newfoundland
6 MR. CICCHETTI: 6 Power?
7 A. You'dhavetolook at the entire operations of 7 MR. CICCHETTI:
8 the company, how much riskier isthis non- 8 A. They have some, but not to, as a percentage
9 regulated line of business? It's not 9 extent, so| don’t havetogoon, I'll just
10 materially that much riskier, it’s part of the 10 say al my previously stated disclaimers
11 natural gas energy business. 11 apply.
12 MR. JOHNSON: 12 MR. JOHNSON:
13 Q. Butwouldn'tit affect the equity investors 13 Q. Findly I'll just go over the Alliant Energy
14 expectation as to what the return is going to 14 and then I'll call it aday.
15 be from OGE Energy Corp verseswhat thereturn |15 MS. GLYNN:
16 should be to a shareholder of Newfoundland 16 Q. Alliant will be Consent No. 26.
17 Power? 17 MR. JOHNSON:
18 MR. CICCHETTI: 18 Q. Tab1, again givesadescription of Alliant
19 A. I’'msureit comesinto consideration, yes. 19 Energy operating as aregulated investor owned
20 MR. JOHNSON: 20 public utility holding company. "The
21 Q. How? 21 company’s primary focus is to provide
22 MR. CICCHETTI: 22 regulated electricity and natural gas service
23 A. Wéll they’rere-evaluating the entire company. 23 to approximately one million electric, and
24 I'm sure that 24.9 percent has gotten 24 approximately 400,000 natural gas customersin
25 someone’ s attention. 25 the mid west through its two public utilities
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1 subsidiaries." It goes on to give further 1 MR. JOHNSON:
2 descriptions there, but | just would like to 2 Q. You accept Dr. Booth's evidence as regards the
3 turnto Tab 4 and page 2, which again gives 3 inflation forecast for Canada, don’t you?
4 the salesmix of theregulated entity. Are 4 MR. CICCHETTI:
5 you there, Mr. Cicchetti? 5 A. Yes
6 MR. CICCHETTI: 6 MR. JOHNSON:
7 A. Didyou say page 4? 7 Q. Yes. But thelong-Canada bondyields are
8 MR. JOHNSON: 8 lower than the risk freeratein the United
9 Q. I'msorry, Tab 4, page 2. 9 States?
10 MR. CICCHETTI: 10 MR. CICCHETTI:
11 A. I'mthere 11  A. They'refairly close. Right now, I think as
12 MR. JOHNSON: 12 of yesterday, the U.S. long rate was about 4. 2
13 Q. Andthey’'regiving the company at aglance, 13 and the long-term Canada rate was between 3. 95
14 whowe are, andyou'll seetheir electric 14 and 4 or might have been--yes, at about 3.95.
15 sales mix, 40 percent industrial; 24 percent 15 MR. JOHNSON:
16 residential; 20 percent commercial and 15 16 Q. Didl seeinyour evidence or wasit inyour
17 percent for resale. They only have 25 percent 17 evidence or wasit in reply to an RFI that you
18 purchase power, the rest they generate, well 18 took issue with the fact that there has been a
19 actually no, they purchase nuclear at 17 19 recognized difference between the risk premium
20 percent. | seeat page, the same tab, F5, 20 in Canada verses the United States?
21 there' sareferenceto aspecial arrangement 21 MR. CICCHETTI:
22 that companies have in the United States under 22 A. I'mnot sure what you' re referring to.
23 atax--under the Economic Stimulus Act, page 23 MR. JOHNSON:
24 F5 under Regulatory Developments. February, |24 Q. If you could refresh my thinking, | think you
25 2008, the Economic Stimulus Act of 2008 was |25 said that there was no empirical evidence that
Page 230 Page 232
1 enacted which allows a 50 percent bonus tax 1 that was the case, isthat ringing a bell now?
2 depreciation deduction for certain property 2 MR. CICCHETTI:
3 that is acquired or constructed in’08, that 3 A. That doesn’t ring a bell.
4 would be a part of the stimulus. 4 MR. JOHNSON:
5 MR. CICCHETTI: 5 Q. No?
6 A. Itappearsto be so, yes. 6 MR. CICCHETTI:
7 MR. JOHNSON: 7 A. There may have been some technical issue why |
8 Q. Mr. Cicchetti, you will confirm for the record 8 might not have agreed with the question, if
9 that not withstanding that market--that 9 that’ swhat it was, it just doesn't ring a
10 there’'s market integration, aswe've heard 10 bell.
11 between Canada and the United States, that 11 MR. JOHNSON:
12 that, that you have confirmed in response to 12 Q. Thosearemy questions, Mr. Cicchetti, thank
13 CA-PUB-15, that that does not mean--and I'm 13 you.
14 referring to 15(c), where we asked you the 14 MR. CICCHETTI:
15 question, can Mr. Cicchetti confirm that 15 A. Thank you.
16 market integration smply means that capital 16 CHAIRMAN:
17 can flow freely between two markets, but that 17 Q. Okay, | guess--do you haveto ask?
18 dose not mean that the rate of inflation or 18 VICE-CHAIR WHALEN:
19 risk isthe same. If not, please provide, et 19 Q. No, | don’t have any questions.
20 cetera.  And your answer to that was 20 CHAIRMAN:
21 confirmed, right? 21 Q. Backtoyou then.
22 MR. CICCHETTI: 22 MR. SIMMONS:
23  A. Yes, andas | pointed out, reviewing the 23 Q Thank you, Mr. Chairman. Mr. Cicchetti,
24 inflation projections for the two countries, 24 you’ ve been asked to give an undertaking to do
25 they are very similar. 25 arecalculation of schedules MAC 10and 11
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Page 233 Page 235
1 using only the companies you have identified 1 did the calculations, they hadn’t had their
2 that have a safety rank of 1. And can | just 2 upgrade yet, and so at the time that was aBBB
3 ask you to look first at schedule MAC 8, which 3 1 for the company and an A from DBRS.
4 shows a group of those companiesand I'm going | 4 MR. SIMMONS:
5 to 8 because 8 is the one where the safety 5 Q. Isit possible to approximate what the genera
6 ranking is shown. 6 range of S&P bond rating that would be
7 MR. CICCHETTI: 7 equivalent to?
8 A. I'mthere. 8 MR. CICCHETTI:
9 MR. SSIMMONS: 9 A. For thecompaniesthat I'm going to pull out
10 Q. Andonthis particular one, if you just use 10 that are just 1?
11 the companiesthat have asafety ranking of 11 MR. SIMMONS:
12 one, you're going to reduce your selection 12 Q. Yes, for the Newfoundland Power bond rating,
13 from, | think it'snine companiesdown to 13 which isthe closer to among these ratings on
14 three. And I’'m must curiousas to whether 14 the S& P bond rating here?
15 reducing your sample of companies that much |15 MR. CICCHETTI:
16 would have any impact, positive, negative, 16 A. It's goingto beabove, it's goingto be
17 neutral, on the usefulness of the information 17 approximately A+.
18 that’s obtained in the table? 18 MR. SIMMONS:
19 MR. CICCHETTI: 19 Q. Andone of thecompanies that you've just
20 A. It'spossible, | don’'t--I'm not anticipating 20 answered question on was MGE Energy Inc., and
21 any problem, but | can just make that 21 it was pointed out to you a number specific
22 calculation for those three and provide it. 22 features of that company which, when compared
23 MR. SIMMONS: 23 to the corresponding feature of Newfoundland
24 Q. Okay, andif youlook at MAC No. 9, it would 24 Power, you agreed suggested that for that
25 be the same question, the number of companies |25 feature, Newfoundland Power appeared to bea
Page 234 Page 236
1 and the sample of comparable gas companies 1 risker company than MGE Energy Inc.
2 would go from six to three. 2 MR. JOHNSON:
3 MR. CICCHETTI: 3 Q. No, the other way.
4 A. Yeah, | certainly feel more comfortable having 4 MR. SIMMONS:
5 more because if there' s any particular anomaly 5 Q. Correct, Newfoundland Power isalessriskier
6 between that happens to get washed out when 6 company than MGE Energy Inc., thank you. The
7 you use a group of companies, that’s a benefit 7 safety rank for MG Energy Inc. is 1. Isthere
8 of using a group, but I'm not anticipating any 8 asafety rank available from the samerating
9 particular problem. 9 agency for Newfoundland Power?
10 MR. SIMMONS: 10 MR. CICCHETTI:
11 Q. Okay, if | could bring you back to MAC 8 then 11 A. No.
12 please, there are S& P bond ratings here that 12 MR. SIMMONS:
13 you've used in thistable. Do you know or can 13 Q. Thebond rating for MGE Energy is AA-, how
14 you tell me how these bond ratings compare to 14 does that compare to the equivalent, Moody’ s
15 the Moody’s bond rating for Newfoundland 15 bond rating for Newfoundland Power?
16 Power? 16 MR. CICCHETTI:
17 MR. CICCHETTI: 17 A. That'shigher and | would just point out |
18 A. They'resimilar. 18 hoped that what | said to Mr. Johnson was on
19 MR. SIMMONS: 19 those specific items that he pointed out, they
20 Q. Okay, there'sa range of readings used here 20 might have been relatively risky, but overall,
21 ranging from BBB+ up to AA-and a thetime 21 | mean whenyou look at MGEthis way, they
22 you prepared your report, the Moody’s bond 22 have a higher bond rating.
23 rating for Newfoundland Power was what? 23 MR. SIMMONS:
24 MR. CICCHETTI: 24 Q. And do you know whether Standard and Poorsin
25  A. It had actually changed, by the time--when | 25 their methodology would have looked at the
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Labrador and was transcribed by me to the best of
my ability by means of a sound apparatus.
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Judy Moss

4 MR. CICCHETTI:
5 A. Thank you, Mr. Chairman.

6 CHAIRMAN:
7 Q. Sowith that, we will adjourn until Monday
8 morning at 9:00.

9 Upon concluding at 2:15 p.m.

Page 238

Page 237
1 type of factorsthat were pointed out to you
2 for MGE Energy when determining that bond
3 rating?
4 MR. CICCHETTI:
5 A. Yes I'mfairly certain that they have.
6 MR. SIMMONS:
7 Q. Thank you, | haveno other questions, Mr.
8 Chairman.
9 CHAIRMAN:
10 Q. Wdl, I guess that concludestoday andit’'s
11 not necessary, therefore, to sit tomorrow, |
12 believe we've agreed. So we're back next
13 Tuesday, isit?
14 MS. GLYNN:
15 Q. No, Monday, Mr. Chairman.
16 CHAIRMAN:
17 Q. Monday, isit?
18 MS. GLYNN:
19 Q. Company witnesses are Monday.
20 CHAIRMAN:
21 Q. Okay, | want to thank our two cost of capital
22 witnesses and the third one -
23 MR. JOHNSON:
24 Q. Hehadto leave, Mr. Chairman.
25 CHAIRMAN:
1 Q. He'sgone, butl think the quality of your
2 presentation is exceptional and has given the
3 Board much food for thought.
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