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1 JANUARY 14, 2013 1 the United States?
2 (9:05am.) 2 MS. MCSHANE:
3 CHAIRMAN: 3 A. | have
4 Q. Good morning everybody. | think wegot a 4 KELLY, Q.C.
5 change in the lineup this morning. I’ m sorry, 5 Q. Inrelation to cost of capital matters?
6 | don’t even know - 6 MS. MCSHANE:
7 KELLY, Q.C: 7 A. That'scorrect.
8 Q. It's Newfoundland Power's witness, Mr. 8 KELLY, Q.C:
9 Chairman, Ms. Kathleen McShane. 9 Q. Andyou'vetestified beforethisBoard on a
10 CHAIRMAN: 10 number of previous occasions?
11 Q. Yes, of course, yeah. 11 MS. MCSHANE:
12 KELLY, Q.C.: 12 A. Yes, | have.
13 Q. Wehavethefirst cost of capital witness this 13 KELLY, Q.C.:
14 morning, and then Ms. Perry will be back on to 14 Q. Do youadopt your report, the Opinion on
15 complete her testimony tomorrow. 15 Capital Structure and Return on Equity for
16 CHAIRMAN: 16 Newfoundland Power contained in Volume 3 as
17 Q. Yes. Okay, well, we had quite abit of storm, 17 your evidence in this proceeding?
18 so tell Mr. Ludlow that | think the employees 18 MS. MCSHANE:
19 of Newfoundland Power provided better than 19 A ldo.
20 generally good service. 20 KELLY, Q.C:
21 KELLY, Q.C: 21 Q. Arethereany changeswhich you wish to make
22 Q. Thank you. 22 to the report or any of the appendices at this
23 CHAIRMAN: 23 time?
24 Q. Passthat on, will you? 24 MS. MCSHANE:
25 KELLY, Q.C.: 25 A. No, there are not.
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1 Q. Thank you, Mr. Chairman, | will indeed. Our 1 KELLY,Q.C.
2 employees worked very diligently to get power 2 Q. Ms McShane, I'd liketo discusswith you
3 back up asquickly as possible. Thank you 3 three basic areas. The first is capita
4 very much. The witnessis ready to be sworn, 4 structure, the second, return on equity, and
5 Mr. Chairman. 5 the third, the automatic adjustment formula.
6 MS. KATHLEEN MCSHANE (SWORN) EXAMINATION BY KELLY, Q.C.: 6 So if we start with capital structure, would
7 KELLY,QC: 7 you provide the Board with a brief explanation
8 Q. Good morning, Ms. McShane. 8 of your recommendations and conclusions with
9 MS. MCSHANE: 9 respect to Newfoundland Power’s capital
10  A. Good morning. 10 structure?
11 KELLY,Q.C: 11 MS. MCSHANE:
12 Q. You're thePresident of Foster Associates 12 A. Certainly. | have concluded that the 45
13 Inc.? 13 percent common equity ratio that Newfoundland
14 MS. MCSHANE: 14 Power has maintained and is proposing to
15 A lam. 15 maintain remains reasonable, based on
16 KELLY,QC. 16 considerations that’ s there been no material
17 Q. Andif we goto page oneof your report at 17 changein businessrisk since the Board last
18 lines5 through 12, your qualifications are 18 reviewed the capital structure, and there’'s
19 summarized there? 19 been no evidencefiled in this proceeding by
20 MS. MCSHANE: 20 any part to suggest otherwise. | note that
21 A. Theyare. 21 since August, 2009, when Moody’ s issued a new
22 KELLY,QC: 22 debt rating methodology and has tightened its
23 Q. Andaresetinmoredetail in Appendix G. We 23 capital structure guidelines, and Newfoundland
24 won't go there. | understand you' ve testified 24 Power’ s existing capital structure supports
25 in more than 200 proceedings across Canada and 25 its current ratings. Even at the existing 45
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1 percent common equity ratio, Moody’s hasnoted | 1 KELLY, Q.C.
2 that Newfoundland Power’s credit matrix are 2 Q. Okay. Let'sgo next to the return on equity.
3 somewhat weaker than its similarly rated BAA1 3 If wego topage 104 and look at Table 30,
4 peersin North America. | also note that a 4 let's start by having you explain your
5 review of the trend in allowed capital 5 recommendations with respect to return on
6 structures by other regulators in Canada over 6 equity for the Board?
7 the past several years shows that the capital 7 MS. MCSHANE:
8 structures have been either maintained at 8 A. My recommended return on equity for
9 current levels or increased. 9 Newfoundland Power is10.5 percent, and the
10 KELLY, Q.C.: 10 recommended ROE isfor both 2013 and 2014.
11 Q. Okay. Can| get you to comment briefly onthe |11 The 10.5 percent ROE is based on application
12 proposals of Mr. McDonald and Dr. Booth with |12 of multiple market-based tests, and these
13 respect to Newfoundland Power’s capital 13 include three different equity risk premium
14 structure? 14 tests, and several models of the discounted
15 MS. MCSHANE: 15 cashflow test that | have applied to both
16 A. Wdl, with respect to Mr. McDonald, his 16 Canadian and us utilities. Thetest results
17 evidence effectively issimilar to mine. He 17 themselves are summarized on page 104, as Mr.
18 supportsthe 45 percent common equity ratio 18 Kelly pointed usto in Table 30. These tests
19 and notes some of the same considerations that 19 before any adjustment for financing
20 | did. With respect to Dr. Booth, he's 20 flexibility together indicate a cost of equity
21 recommending that the Board reduce the common |21 of 9.5 percent. My final recommendation of
22 equity ratio of Newfoundland Power to 40 22 10.5 percent incorporates an allowance for
23 percent from 45 percent. With respect to that 23 financing flexibility of 1 percentage point.
24 recommendation, | would note the following; 24 This is .5 percent higher than what |
25 under the Moody’s rating methodology which |25 recommended in 2009, and .5 percent higher
Page 6 Page 8
1 assigns ratings to nine different factors, if 1 than what the Board adopted. The higher
2 the Board would reduce the common equity ratio 2 alowance for financing flexibility is
3 to 40 percent, the rating on the capital 3 intended to recognize that the Board hasin
4 structure factor itself whichis currently 4 previous decisions decided that it will not
5 BAA, would drop to non-investment grade. The 5 give weight to the comparable earnings test,
6 reduction in the common equity ratio would 6 but only to test derived from equity capital
7 also weaken other credit matrix, which as| 7 market data. In that case there needs, in my
8 noted just a minute ago, are aready somewhat 8 view, to be an explicit recognition that the
9 weaker than Newfoundland Power’s similarly 9 market data in which these market-based test,
10 rated peers. As regards the qualitative 10 the equity risk premium, and discounted
11 factors to which Moody’s gives weight in 11 cashflow test, are based, reflect market value
12 coming up withits debt ratings, there are 12 capital structures. In the market value
13 two, both related to the regulatory 13 common equity ratios of the companiesthat are
14 environment, and in my opinion, if the Board 14 selected to determine or estimate the cost of
15 would reduce the common equity ratio from 45 15 equity for Newfoundland Power are thicker or
16 to 40 percent, Moody’ swould in all likelihood 16 incorporate less financia risk than the
17 reevaluate its conclusion that Newfoundland 17 regulated capital structure to which the
18 Power operatesin a supportive regulatory 18 market derived cost of equity is applied under
19 environment, and if Moody’s wereto reduce 19 the original cost rate based rate of return
20 Newfoundland Power’srating on one of the 20 model that’s used in this provinceand in
21 regulatory environment or regulatory risk 21 North America. So | think that the allowance
22 factors, | think that there isa very high 22 for financing flexibility needs to recognize
23 likelihood that Newfoundland Power would be |23 this disparity aswell as allow for recovery
24 downgraded. 24 of flotation costs. If, however, the Board
25 (9:15am.) 25 were to decide that it was appropriate to use
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1 comparable earnings in conjunction with the 1 notein respect to the discounted cashflow
2 market based tests, then | think that it's 2 test that we have in the last couple of years,
3 reasonable to limit the financing flexibility 3 I think, seen other regulators in Canada tend
4 adjustment for the market based test 250 basis 4 to give moreweight to discounted cashflow
5 points, and in that context if we give weight 5 than they had in earlier proceedings.
6 to comparable earnings, whichin isolation 6 KELLY,Q.C.
7 supports a return of 11 to 12 percent, 7 Q. Okay. Now in order touse the discounted
8 incorporate that with the marked based test 8 cashflow model, you have to have a sample of
9 and aminimum financing flexibility adjustment 9 utilitiesto use it. Can | get you to explain
10 of 50 basispoints, the fair return for 10 the difficulties with Canadian sample and then
11 Newfoundland Power would still  be 11 what changes you've made in response to the
12 approximately 10.5 percent. 12 Board'scommentsinitslast rate order with
13 KELLY, Q.C: 13 respect to the selection of asample of us
14 Q. Okay.Now you indicated in your comments afew 14 utilities?
15 moments ago, and demonstrated in your report 15 MS. MCSHANE:
16 that you used multiple tests to come up with 16 A. With respect to some general comments, | would
17 your cost of capital. Can | getyou to 17 say that in order - thefair return standard
18 elaborate on that and explain to the Board why 18 requiresthat we consider returnsthat are
19 you use multiple tests? 19 available to comparable risk enterprises. In
20 MS. MCSHANE: 20 that respect, |1 don’t think you can avoid
21 A. In myview, no single testis strong or 21 selecting samples of similar risk to the
22 sufficient enough to ensure that the fair 22 utility whose return is being set. In Canada,
23 return standard is met. Different tests have 23 we have a particularly difficult problem
24 different perspectives, different tests have 24 because thereare only six companies that
25 different strengths and weaknesses, different 25 effectively have regulated operations and are
Page 10 Page 12
1 tests have more or lessreliability under 1 publicly traded, and this is a very
2 different capital market and economic 2 heterogenous group, both in terms of the size
3 conditions. Thislast consideration, in my 3 of the companies and in terms of the makeup of
4 view, is particularly germane at thispoint in 4 their operations, regulated and unregulated.
5 time, given therelatively or abnormally low 5 The us public utility equity market isamuch
6 level of long term Canada Bond yields. Under 6 broader and deeper universe of companies from
7 current market conditions the application of 7 which one can select asample of comparable
8 the capital asset pricing model becomes 8 risk companies. | think it’'s also important
9 particularly problematic. The model itself 9 to recognize that when one selects companies
10 provides no guidance asto how to reconcile 10 that areto be of similar risk, you're never
11 the abnormally low level of long term Canada 11 going to find companies that are equivalent in
12 Bond yields, which isthe proxy for the risk 12 risk on every element, every factor. What
13 freerate with estimates of the market risk 13 you're looking for are companies that overall
14 premium, which have typically been expressed 14 can be determined to be of similar total risk,
15 in the nature of along term average level. 15 business risk, regulatory risk, and financial
16 Asaresult, much more judgment isrequired 16 risk, and in regard to that last point, itis
17 under current market conditions in the 17 not sufficient to say that the utilities are
18 application of that model, and | think less 18 not of the same businessrisk or regulatory
19 confidence can be placed in the accuracy of 19 risk to determine that they are not of similar
20 the results. In those conditions, it is 20 overall risk. Lower or higher business risk
21 particularly important to look to multiple 21 can be offset by alower or higher equity
22 testsand particularly important to look to 22 ratio. That proposition is widely accepted and
23 tests such asthe discounted cashflow test, 23 it,in fact, isat the heart of what the
24 which are not benchmarked or anchored to the 24 Alberta Utilities Commission does when it sets
25 long term CanadaBond yield. | would also 25 the cost of capital for Alberta utilities. It
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1 looks at the different business risks of the 1 market dataitself, | am comfortable that
2 utilities that it regulates and sets the 2 these are companies that would be viewed as
3 capital structures for these sectors and 3 reasonably comparable total risk to
4 individual companies based on its view of how 4 Newfoundland Power.
5 those utilities comparein terms of business 5 KELLY, Q.C.
6 risk. So that at the end of the day you have 6 Q. Okay. Canl get you nextto comment briefly
7 a group of utilities that the Alberta 7 on the ROE recommendations of Mr. McDonald and
8 Utilities Commission believes are comparable 8 Dr. Booth?
9 total risk, sothat it can apply the same 9 MS. MCSHANE:
10 return to all those utilities. With respect 10  A. With respect to Mr. McDonald, | guess | would
11 to the sampleof us utilities that I've 11 say that when | looked at his testimony, | saw
12 selected, those utilities have higher common 12 that thereare what | considered to be a
13 equity ratios than Newfoundland Power. So 13 fairly large number of commonalities between
14 even if one wereto say that they have 14 our testimony. For example, he and | both
15 somewhat higher business risk, they have lower 15 consider that Newfoundland Power is an average
16 financial risk. Alsol would point out that 16 risk utility at its existing capita
17 as among the expertsinthis proceeding, of 17 structure. Our return recommendations are
18 whom there arefour, all of them have been 18 both premised on that conclusion. He and |
19 able to select and use to some extent samples 19 agree that cost of equity methods aren't
20 of us utilities. With respect to the specific 20 perfect, that they are more or lessreliable
21 steps that | took to address the Board's 21 depending on the capital market conditions,
22 concern from the 2009 decision, | did tighten 22 and that it' s important to use multiple tests.
23 up the selection criteria somewhat to limit 23 I think we both agreethat Canadian capital
24 the selection of Us companiesonly to those 24 markets are challenged at thistime. We agree
25 which had Moody’sand S & Pratings of BAALIn |25 that it is possible to construct and rely on a
Page 14 Page 16
1 S & P sframework, BBB+ or better, and | aso 1 sample of us utilities for the discounted
2 put a cap on the amount of unregulated 2 cashflow test. We both give significant
3 operations that any utility inthe sample 3 weight to discounted cashflow, although we use
4 could have. Further, | have set out inan 4 somewhat different samplesand the timing of
5 extensive Appendix B, and maybe we could just 5 our estimates is somewhat different, and even
6 take alook at Appendix B for asecond. I'm 6 the inputs for estimating the investor’s
7 not going to go through Appendix B, obvioudly, 7 expected growth are somewhat different, our
8 but | wanted to just - if we go to Appendix 8 base DCF estimates are pretty similar. |
9 Page B2, and on Page B2 there'sa chart for 9 think we also agree that it’s appropriate to
10 AGL Resources, and there' s one for each of the 10 use atest based on historical utility market
11 companiesin the sample, and what |’ve done 11 returns and risk premiums. | think the major
12 thereistolook at and assess the different 12 area where we part ways is with respect to the
13 characteristics, business characteristics, and 13 capital asset pricing model. Mr. McDonald
14 regulatory risk characteristics of each of the 14 essentially applies the model by combining
15 companies, and you can seeif you look at AGL 15 thislong term average market risk premium
16 Resources, there are the number of customers, 16 that | talked about earlier with what are
17 operating revenues by type of customer class, 17 effectively still abnormally low forecast bond
18 what kind of test year is being used, what the 18 yields. Inother words, hereally doesn’t
19 allowed returns on equity and the equity 19 make any adjustment to address the disconnect
20 ratios are, what deferral mechanisms and other 20 between or among the inputs to the model. He
21 types of regulatory protective mechanisms are 21 appearsto recognize that the capital asset
22 available, and as well aslooking at what the 22 pricing model result is not commensurate with
23 assessment of the regulatory risk environment 23 afair return, but he dtill gives the test
24 by thedifferent debt rating agencies is. 24 result as applied equal weight to his other
25 Based onthat assessment, aswell as the 25 tests, and in my view, that approach
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1 underestimates the fair return for 1 KELLY, QC.
2 Newfoundland Power. With respect to Dr. 2 Q. I'msureMr. Johnson will have afew questions
3 Booth, his recommendation is effectively based 3 for you. Thank you, Ms. McShane.
4 solely on the application of the capital asset 4 MS. KATHLEEN MCSHANE - EXAMINATION BY MR. JOHNSON:
5 pricing model. | don't intend to repeat all 5 MR. JOHNSON:
6 of theissuesthat | consider that the capital 6 Q. Ms. McShane, good morning.
7 asset pricing model faces, but | would point 7 MS. MCSHANE:
8 the Board for future reference to pages 51 to 8 A. Good morning.
9 54 of my testimony wherel lay out what | 9 MR. JOHNSON:
10 believe the important concerns with the 10 Q. | adwaysenjoyed kicking off a weekat 9
11 capital asset pricing model are. Just asa 11 o'clock to talk about some mathematics and
12 general comment, | would also note that Dr. 12 numbers and stuff like that, but, anyway,
13 Booth’ s recommended return of 7.5 percent if 13 we'll giveit ashot. I'll bring you to page
14 it wereto be accepted, would be the lowest 14 104 of your report, and you referred to this
15 return that’s been adopted for an investor 15 table already, and | just want to confirm the
16 owned utility in North America. 16 weighting. Obviously, you' ve indicated already
17 KELLY, Q.C: 17 the tests that you have applied and they are
18 Q. Okay. Thethird point that I'd like to have 18 set out in Table 30, and we seethe risk
19 you discuss is the automatic adjustment 19 adjusted equity market gave 8.9 percent, the
20 formula. Y ou’ ve recommended discontinuance of |20 discounted cashflow method gave significantly
21 the automatic adjustment formula at thistime. 21 higher at 9.5, and the historic utility gave
22 Can | get you to explain why for the Board? 22 much higher again at 10.25. Now as |
23 MS. MCSHANE: 23 understand it, you took the averages of those
24 A. |think the reliability of any formula is 24 three, which | would calculate tobe 9. 55
25 dependent perhaps obviously on the formula's 25 percent. Would you take that, subject to
Page 18 Page 20
1 ability to produce afair return, and that is 1 check?
2 inturn dependent on the predictability and 2 MS. MCSHANE:
3 stability of the relationship between the ROE 3 A. Sorry, | averaged three?
4 and the variables that are used to adjust the 4 MR. JOHNSON:
5 ROE. Sincethefinancia crisis, therereally 5 Q. Youaveraged thethreerisk premium teststo
6 has been very little relationship between long 6 come to 9.55 percent. Let’sput it thisway,
7 term Canada Bond yields, which isthe typical 7 Ms. McShane, you gave each of your risk
8 variableto which ROE has been anchored in 8 premium tests equal weight?
9 earlier formulas, and the same s true of the 9 MS. MCSHANE:
10 relationship between the utility ROE and 10 A. Yes
11 utility bond yield. 1 don't believe that 11 MR. JOHNSON:
12 thereisany particular efficiency gain from 12 Q. Andthen you also gave the discounted cashflow
13 adopting aformula at this juncture that would 13 test, which yielded 9.4 percent equal weight?
14 offset the potential for that formulato mis- 14 MS. MCSHANE:
15 specify afair return. 15 A. Yes
16 (9:30am.) 16 MR. JOHNSON:
17 KELLY, Q.C.. 17 Q. Andyou ended up - if you took the average of
18 Q. Isthereanything elseyou'dliketo add on 18 your risk premium tests, it comesto 9.55
19 any of these points that we' ve talked about or 19 percent. You add that to your discounted
20 have we pretty much covered it at this stage? 20 cashflow test and divide by two.
21 MS. MCSHANE: 21 MS. MCSHANE:
22 A. | think we've pretty much covered it, and | 22 A. That would cometo 9.5.
23 think I’'m probably going to have an 23 MR. JOHNSON:
24 opportunity to say afew more things in the 24 Q. Right, 9.475, and then you take - but on top
25 next day. 25 of that we'd need to add afurther 1 full
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1 percent to get you up to the 10.5 percent that 1 A. Correct.
2 you’ re recommending, right? 2 MR. JOHNSON:
3 MS. MCSHANE: 3 Q. Soyoufeel that alternate methodology backs
4 A. Correct. 4 up your 10.5 percent?
5 MR. JOHNSON: 5 MS. MCSHANE:
6 Q. Soinother words, to state the obvious, if 6 A. Correct.
7 the Board was to accept everything that you 7 MR. JOHNSON:
8 haveto say in Table 30, but they felt that 8 Q. Okay, and Ms. McShane, | take itthat you
9 financing flexibility shouldn't really double 9 would agree with me that your comparable
10 from 2009 from .50 to 1 percent, all you could 10 earningstest result of 11.5 percent, that
11 get from your recommendation is 10 percent? 11 mathematically produces arange that is 60 to
12 MS. MCSHANE: 12 160 basi s points beyond the 10.4 percent that
13  A. If the Board wereto consider that a50 basis 13 Newfoundland Power is even seeking, correct?
14 point adjustment was appropriate instead of 1 14 MS. MCSHANE:
15 percent, then the number would be 10 percent. 15 A. By itsdlf, yes.
16 MR. JOHNSON: 16 MR. JOHNSON:
17 Q. Right, and you speak about the -in your 17 Q. Byitsdlf, that's right, and that test, the
18 report at page 104, you speak about an 18 comparable earnings test has not been accepted
19 aternative approach and that one involves 19 at any time in the past by this Board.
20 giving weight to the comparable earnings test 20 MS. MCSHANE:
21 approach, correct? 21 A. | don't know about any time, but | would agree
22 MS. MCSHANE: 22 with you not recently.
23 A. That'sright. 23 MR. JOHNSON:
24 MR. JOHNSON: 24 Q. Not since you’'ve been putting it forward?
25 Q. Andunder that alternate approach, your report 25 MS. MCSHANE:
Page 22 Page 24
1 statesthat afair return on equity based on 1 A. |think that’sright.
2 the comparable earnings test alone is between 2 MR. JOHNSON:
3 11 to 12 percent, correct? 3 Q. Andyou've put it forward several times?
4 MS. MCSHANE: 4 MS. MCSHANE:
5 A. Yes 5 A. | have.
6 MR. JOHNSON: 6 MR. JOHNSON:
7 Q. S011.5 percent? 7 Q. Andyou've put it several times before in your
8 MS. MCSHANE: 8 testimony before regulators across the
9 A Fair. 9 country?
10 MR. JOHNSON: 10 MS. MCSHANE:
11 Q. Right, and then interms of the weighting 11 A. | have
12 under that alternate methodol ogy, you givés 12 MR. JOHNSON:
13 percent weight to the test up in Table 30? 13 Q. Andyou can confirm that there'snot been -
14 MS. MCSHANE: 14 it's not been generally accepted in the whole
15 A. Correct. 15 of Canada?
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. Andthen you'd give 25 percent weight to your 17 A. Notinthelast few years, except the Bcuc has
18 comparable earnings test? 18 given it some little weight.
19 MS. MCSHANE: 19 MR. JOHNSON:
20 A. Correct. 20 Q. They said it's not dead yet, it hasn’t
21 MR. JOHNSON: 21 outlived its usefulness.
22 Q. Andthen at that point, though, you wouldn’t 22 MS. MCSHANE:
23 add thefull 1 percent, you'd beback to. 5 23 A. Well, what they said was - they said that, |
24 percent? 24 believe, in 2009 - I'm sorry, in 2006, and
25 MS. MCSHANE: 25 they did express one concern particularly at
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1 that time being whether there needed to bea 1 MS. MCSHANE:
2 market to book adjustment to the results. | 2 A. lwouldsay there are somethat do and some
3 addressed that issuein 2009, and in 2009, 3 that don’t.
4 they decided to give it some small weight. 4 MR. JOHNSON:
5 MR. JOHNSON: 5 Q. Okay. Ms. McShane, we provided a cross-
6 Q. Yes so- 6 examination aidto you wherewe tried to
7 MS. MCSHANE: 7 provide a summary of your recommendations.
8 A. Without the market to book adjustment. 8 Basicdly, a table showing your
9 MR. JOHNSON: 9 recommendations in 2009 versus your
10 Q. Soother than that solitary example, thereis 10 recommendations for the 2013/2014 test year.
11 no regulatory precedent for accepting or 11 MS. GLYNN:
12 putting weight on comparable earningstest in 12 Q. WEe€Il mark that as Information Item #3.
13 Canada? 13 MR. JOHNSON:
14 MS. MCSHANE: 14 Q. That would have been Item #1 on our letter of
15 A. There haven't been any decisions in, I'd say 15 January 10th, to Ms. Cheryl Blundon. Ms.
16 the last fifteen years, other than the Bcuc 16 McShane, | takeit you haveitin front of
17 decision that have given it weight. 17 you?
18 MR. JOHNSON: 18 MS. MCSHANE:
19 Q. Pardon me? 19 A. | do.
20 MS. MCSHANE: 20 MR. JOHNSON:
21  A. Therehave not been any decisions, at least in 21 Q. And justto explain, inthis illustration
22 the last fifteen years, other than the Bcuc 22 essentially what we didis took - made a
23 decision that have given it weight. 23 summary of your recommendations from the last
24 MR. JOHNSON: 24 two - this rate case and the last one, and the
25 Q. And Dr. Vander Weide is going to give 25 column entitled "McShane 2010", we extracted
Page 26 Page 28
1 testimony. | understand he'stestified 400 1 that from the reasons of the Board's decisions
2 times, poor fellow, and he does not provide 2 at page 14, and | believe, in fact, that the
3 comparable earnings test. So it's not 3 Board took that from Newfoundland Power’s own
4 accepted in the United States either, isit? 4 submissions in written argument. The
5 MS. MCSHANE: 5 2013/2014 column, that’s our summary of your
6 A. | wouldn't say that it's not accepted in the 6 recommendation to the Board inthis case.
7 United States. It'slesswidely used than the 7 Have you had achanceto look at this chart
8 discounted cashflow test. Some people useiit, 8 and see whether we have accurately depicted
9 some people don't. 9 2013/20147?
10 MR. JOHNSON: 10 MS. MCSHANE:
11 Q. Most wouldn't? 11  A. |think that's correct, yes.
12 MS. MCSHANE: 12 MR. JOHNSON:
13 A. Most who? Areyou talking about - 13 Q. Okay, and Ms. McShane, | guess as you can see,
14 MR. JOHNSON: 14 thefirst thing that we are notingis the
15 Q. Most expertswouldn’t useit? 15 first thing that jumps out at me to being very
16 MS. MCSHANE: 16 obviousis the financing flexibility change
17 A. I’'mnot surethat | would say most. 17 that's gone from 50 basis points all the way
18 MR. JOHNSON: 18 up to 1 full percentage point, and, | mean, as
19 Q. Pardon me? 19 you indicated to Mr. Kelly, you recognize that
20 MS. MCSHANE: 20 last time you proposed .5, and you recognize
21 A. I’'mnot sure | would say most. | know of a 21 that in PU 43, this Board approved .5. When
22 number of experts who use it. 22 did you first start arguing for 1 percent?
23 MR. JOHNSON: 23 MS. MCSHANE:
24 Q. Okay, but we'll agree predominantly experts 24 A. Incaseswhere I'venot used the comparable
25 don’'t useit in the United States? 25 earnings test as an input into my recommended
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1 return. So it would have been since 2009. 1 would that be advisable?
2 MR. JOHNSON: 2 MS, MCSHANE:
3 Q. Since? 3 A. I’'mnot surewhat you're asking me.
4 MS. MCSHANE: 4 MR. JOHNSON:
5 A. 2009. 5 Q. Wdll, you'veindicated that your new approach
6 MR. JOHNSON: 6 or your alternative approach is to now we'll
7 Q. Since 2009, and you tied that to your not 7 give 25 percent weighting to comparable
8 putting reliance on comparable earnings? 8 earnings, okay, and 75 percent weight to the
9 MS. MCSHANE: 9 test that you' ve described in Table 30, and
10 A. Correct. 10 you say now whenwe do that, I’'m content
11 MR. JOHNSON: 11 actually to go from 1 percent to 50 basis
12 Q. Okay, andfor instance, you recall that you 12 points?
13 argued for 1 percent alowance for financing 13 MS. MCSHANE:
14 flexibility before the Alberta Utilities 14 A. | mean, that wasthe approach that I’ d taken
15 Commission Generic Cost of Capital Hearingin |15 in the past, so that the two types of tests
16 2011, correct? 16 basically establish a range. One based on -
17 MS. MCSHANE: 17 the bottom end of the range based on the
18 A. Correct. 18 market based test, and the upper end of the
19 MR. JOHNSON: 19 range based on the returns on book value that
20 Q. Andthey didn’t go with that, did they? 20 are achievable by companies of reasonably
21 MS. MCSHANE: 21 comparable risk to a utility.
22 A. | don't believe the adopted that, no. 22 MR. JOHNSON:
23 MR. JOHNSON: 23 Q. But back before the 2009 case here in
24 Q. Andthey would have adopted 50 basis points, 24 Newfoundland, at that point you advocated use
25 right? 25 of the comparable earnings?

Page 30 Page 32
1 MS. MCSHANE: 1 MS. MCSHANE:
2 A. | believethat’s correct, yes. 2 A ldid.
3 MR. JOHNSON: 3 MR. JOHNSON:
4 Q. That'sright, and | take it your evidenceis 4 Q. Andthat was part of your 11 percent overall
5 that in that case you had jettisoned 5 recommended return on equity, right?
6 comparable earnings? 6 MS. MCSHANE:
7 MS, MCSHANE: 7 A. In2000 and -
8 A. | had donethe sametype of approach as here 8 MR. JOHNSON:
9 with the - thisapproach with just market 9 Q. 2009 case.
10 based test, and the alternative with 10 MS. MCSHANE:
11 comparable earnings, | believe. 11 A. Yes, itwas.
12 MR. JOHNSON: 12 MR. JOHNSON:
13 Q. And even under your aternative approach 13 Q. And so - there you recommended 50 basis points
14 whereby you put 25 percent weighting on 14 and you're saying if you're putting any weight
15 comparable earnings, why wouldn’t you just - 15 on it at al, you can go back to 50;
16 why would you need to - you've indicated under |16 otherwise, stay with the full 1 percent.
17 your alternate approach you'd put 25 percent 17 MS. MCSHANE:
18 weight on comparable earnings, but you'd be 18 A. lwouldn't quite say it that way, but if the
19 satisfied under that scenario of using a50 19 Board iswilling to give significant weight to
20 basis point financing flexibility? 20 comparable earnings, then | think it's
21 MS. MCSHANE: 21 reasonableto only apply a relatively small
22 A. Right. 22 financing flexibility adjustment to the market
23 MR. JOHNSON: 23 based test.
24 Q. And| don't understand theratio. What'sthe 24 MR. JOHNSON:
25 relationship when you doit that way? Why 25 Q. Otherwise, your number really just getstoo

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

Page 29 - Page 32




January 14, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 33 Page 35
1 big, isthat the concern? 1 wouldn't say that the overall requirement
2 MS. MCSHANE: 2 itself has changed, no.
3 A. No, | just think that that’sa reasonable 3 MR. JOHNSON:
4 balance between those different types of 4 Q. No, okay. Now, Ms. McShane, just back to your
5 tests. 5 summary of recommendations, that was the first
6 (9:45am.) 6 thing that sort of jumped out at me. The
7 MR. JOHNSON: 7 second thing that jumped out at me is
8 Q. What'stherationale, though? 8 obviously the overall recommendation, which
9 MS. MCSHANE: 9 was 11 percent now - I'm sorry, 11 percent in
10 A. Therationaleis- 10 2010, and it's 10.5 percent now, that’s even
11 MR. JOHNSON: 11 if wetook your advice onthe 1 percent
12 Q. It'seasy to say thisgivesyou a balance, but 12 financing flexibility. So I’'m saying, well, |
13 what’ s the thought behind it? 13 guess cost of equity has gone down for
14 MS. MCSHANE: 14 Newfoundland Power, and | guess that would be
15 A. Thethought behind the difference in the two - 15 your professional judgment as well, correct?
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. Yousaid giving 50 basis pointsif you're 17 A. lwould say that thecost of equity for a
18 going to put some weight on comparable 18 utility today is probably somewhat lower than
19 earnings provides a bit of balance. What are 19 it wasin late 2009.
20 you talking about? 20 MR. JOHNSON:
21 MS. MCSHANE: 21 Q. Andinterms of somewhat lower, could you put
22 A. Wédl, theidea with - one of the ideaswith 22 an indication of what somewhat lower would
23 comparable earningsisthat autility should 23 mean to you?
24 be allowed to earn areturn on its book value 24 MS. MCSHANE:
25 that’ s commensurate with returns on book value |25 A. My recommendation is50 basis points lower
Page 34 Page 36
1 that are achievable by similar risk entities, 1 than it was. | would say that that essentially
2 and in that context there is the premise that 2 isthe difference, in my view.
3 utilities values or market to book ratios, 3 MR. JOHNSON:
4 should not be constrained to book value. So 4 Q. And could it be greater than 50 percent basis
5 essentially thereis a level of financing 5 lower?
6 flexibility, if you will, already built into 6 MS. MCSHANE:
7 the comparable earningstest, soyou don’t 7 A. Itredly would depend on at what pointin
8 need to include it twice, if you will, in the 8 time you were measuring it, but | would say,
9 market based test and in the comparable - when 9 no, and based on the application of the
10 it's to some extent captured by the comparable 10 various tests that are used, it's no more than
11 earnings test. 11 that.
12 MR. JOHNSON: 12 MR. JOHNSON:
13 Q. Doesfinancing flexibility have a demonstrable 13 Q. No morethan 50?
14 cost? 14 MS. MCSHANE:
15 MS. MCSHANE: 15 A. | wouldn't say, so, no.
16  A. Doesit have ademonstrable cost? 16 MR. JOHNSON:
17 MR. JOHNSON: 17 Q. Andwesee- sothecost of equity hascome
18 Q. Like, forinstance, if someonewere to ask, 18 down and we can talk about how much it has
19 has financing flexibility gone up over the 19 come down, but when | look at your market risk
20 last few years, can you say, yes, it'sgone 20 -wefirst seearisk freerate, that’s not
21 up, yeah? 21 contentious, 4.25, and you're saying it's 3.5
22 MS. MCSHANE: 22 for the purpose of this case. Your market
23 A. Wédll, there are various elements toit. One 23 risk premium, that was in 2010, 6.75 percent,
24 of the elements is flotation costs 24 Ms. McShane, correct?
25 specificaly; no, that hasn’'t gone up. | 25 MS. MCSHANE:
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1 A. |think so, yes. 1 MR. JOHNSON:
2 MR. JOHNSON: 2 Q. Anaveragerisk company, okay. So in the last
3 Q. Andjustto be clear on that now, that market 3 case, asyou're aware, thisBoard looked at
4 risk premium, that would basically be saying 4 your 11 percent return on recommendation and
5 that any company that’s out there in the 5 ordered 200 basis points less than that, and
6 market, never mind utilities, any company, 6 you're saying that the cost of equity for
7 that’ swhat the average risk company could 7 Newfoundland Power has declined since your
8 expect to return or expect to earn over and 8 opinion in the 2010 GRA, right?
9 above a risk freerate? That's what we're 9 MS. MCSHANE:
10 talking about, the premium over therisk free 10 A. My estimates are lower than they were.
11 rate? 11 MR. JOHNSON:
12 MS. MCSHANE: 12 Q. Yes, andyour estimatesarelower than they
13 A. That'swhat that is, yes. 13 were because the cost of equity is declined,
14 MR. JOHNSON: 14 obviously?
15 Q. Okay, and you're saying that notwithstanding 15 MS. MCSHANE:
16 the cost of capital has gone down, the cost of 16 A. Wdl, | agreed withyou that based on my
17 equity has gone down for Newfoundland Power, |17 assessment, it looks like the cost of equity
18 that the market risk premium is actualy 18 is about 50 basis points lower than when | did
19 elevated from 6.75 percent in 2010 to 8 19 those estimates in 2009.
20 percent now for 2013 and 2014, right? 20 MR. JOHNSON:
21 MS. MCSHANE: 21 Q. Right, and, in fact, there wasa lot of
22 A. Yes, thereisevidence that the market cost of 22 regulatory activity in 2009. These cases seem
23 equity is higher today than it was in late 23 to go in cycles, do they not? 2009 was a busy
24 2009. 24 year, and there’ s more proceedingsin Alberta,
25 MR. JOHNSON: 25 BC, etc., more recently, isthat right?
Page 38 Page 40
1 Q. Okay. Sothat would mean that you're saying 1 MS. MCSHANE:
2 that the expected cost of equity for an 2 A. Yes, there have been - there were a number of
3 averagerisk firm, never mind utilities, is 3 casesin 2009, and there have been several
4 around 11.5 percent? 4 since that time.
5 MS. MCSHANE: 5 MR. JOHNSON:
6 A. Basedonthe capital asset pricing, yes, it 6 Q. And, for instance, in Alberta, that Board had
7 would be. 7 ageneric cost of capital hearing in 2009, and
8 MR. JOHNSON: 8 | believe you participated in that hearing,
9 Q. Okay. Youmentioned that’sthe capital asset 9 did you not?
10 risk model, but that’s not that model, all 10 MS. MCSHANE:
11 you're doing there isadding your risk free 11 A. | participated, yes.
12 rate to the market risk premium and coming up 12 MR. JOHNSON:
13 with 11.5 percent, correct? 13 Q. Andasamatter of fact, that Board in 2009,
14 MS. MCSHANE: 14 they issued a decision around late of 2009,
15 A. That would be essentially acapital asset 15 around November month, wasn't it?
16 pricing model with a Beta of 1. 16 MS. MCSHANE:
17 MR. JOHNSON: 17 A. | think that’'sright.
18 Q. WithaBetaof 1? 18 MR. JOHNSON:
19 MS. MCSHANE: 19 Q. Andthey ordered 9 percent?
20 A. Yes 20 MS. MCSHANE:
21 MR. JOHNSON: 21 A. | believethat’sright.
22 Q. Soany company out there? 22 MR. JOHNSON:
23 MS. MCSHANE: 23 Q. Andthey’ve since- they've revisited that now
24 A. Wéll, it would be for acompany with aBeta 1, 24 because the had a 2011 cost of capital generic
25 an average risk company. 25 hearing, right?
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1 MS. MCSHANE: 1 Q. Andthey were seeking 10.6 percent on abit
2 A. Theydid. 2 thicker common equity of 40 percent as opposed
3 MR. JOHNSON: 3 to 38 percent, right?
4 Q. Andthey reduceditto what, 8.75, isthat 4 MS. MCSHANE:
5 correct? 5 A. Yes
6 MS. MCSHANE: 6 MR. JOHNSON:
7 A. They did, yes. 7 Q. And thenATcO Gas, they were seeking the
8 MR. JOHNSON: 8 highest, they were seeking 11 percent on 40
9 Q. Now in 2009, you indicated you had some 9 percent common equity, right?
10 involvement before the Alberta regulator, and 10 MS. MCSHANE:
11 I'd like to bring you to the Alberta 11  A. Yes
12 Regulator’s case or decision from 2009, and 12 MR. JOHNSON:
13 particularly page 15 of that decision. 13 Q. And in terms - did you support these
14 MS. GLYNN: 14 recommendations that these ATCO companies were
15 Q. We€'ll enter that as Information Item #4. 15 making to the Board before Albertain 2009?
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. Now Ms. McShane, as | understand it, in 17 A. Do youmean did | do the cost of equity
18 Alberta, they set what's called a generic ROE, 18 estimates?
19 and you talked about that a little bit in 19 MR. JOHNSON:
20 direct with Mr. Kelly in terms of the approach 20 Q. No, I'm asking you did you support the
21 in Alberta, correct? 21 recommendations that ATco was making?
22 MS. MCSHANE: 22 MS. MCSHANE:
23 A Yes 23 A. Indirectly.
24 MR. JOHNSON: 24 MR. JOHNSON:
25 Q. And at Table 3 of thisdecision, it givesthe 25 Q. Yes, and your role before the 2009 Auc was
Page 42 Page 44
1 utility’s proposed ROE and equity ratios 1 what, Ms. McShane?
2 before the Alberta Board, right, and | 2 MS. MCSHANE:
3 understand that you were there - your client 3 A. Myrolewas to determine whether or not the
4 was the ATco Group, isthat correct? 4 individual ATCO Utilities were more or less
5 MS. MCSHANE: 5 risky on a businessrisk basisthan sort of
6 A. Yes 6 benchmark and to determine whether any
7 MR. JOHNSON: 7 adjustments to the benchmark ROE were required
8 Q. And so ATCO Electric TFO, that's ATCO'S 8 based on the relative riskiness of the
9 transmission company, correct? 9 individual ATCO Utilities.
10 MS. MCSHANE: 10 MR. JOHNSON:
11 A. Yes 11 Q. Soyou weretherelative risk person for ATCO?
12 MR. JOHNSON: 12 MS. MCSHANE:
13 Q. And they were seeking 10.5 percent on 38 13 A. | think that’s probably a good way of saying
14 percent equity before the Alberta Board, 14 it.
15 correct? 15 MR. JOHNSON:
16 MS. MCSHANE: 16 Q. Okay. And| guessitjust seemsto me that
17 A. Yes 17 Electric TFO,that being the transmission
18 MR. JOHNSON: 18 utility, that would have viewed themselves and
19 Q. Andthen under the bolded line, Electric and 19 you would have viewed them as well, as
20 Gas distribution, we have ATCO Electric DISCO, 20 relatively less risk than the distribution
21 and that would have been the poles and wires 21 company and the gas company, correct?
22 company in Alberta? 22 MS. MCSHANE:
23 MS. MCSHANE: 23 A. | think that'sfair, yes.
24 A. Yes. 24 MR. JOHNSON:
25 MR. JOHNSON: 25 Q. Andthat’'sreflected because they want ten and
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1 ahalf on 38 percent equity. And | takeit 1 MR. JOHNSON:
2 you would have concurred that above themin 2 Q. And just toconfirm, you supported their
3 terms of risk would have been electric 3 recommended request or proposed ROE for those,
4 distribution, right? 4 for each of those entities, correct?
5 MS. MCSHANE: 5 MS. MCSHANE:
6 A. Yes 6 A. | did. | mean, | didnot go into the
7 MR. JOHNSON: 7 specifics of the estimates that were made for
8 Q. At 10.6, and highest of those three sectors, 8 the sample companies. What | did was to
9 you would put gas, ATCO Gas, who were seeking | 9 determine whether or not the individual ATCO
10 11 percent, right, on 40 percent common 10 companies were of similar risk to the samples
11 equity? 11 of companiesthat therate -- I'll call them
12 MS. MCSHANE: 12 the ROE witness or expert was using.
13 A. Yeah. | would have thought that the ATCO Gas 13 MR. JOHNSON:
14 was somewhat riskier than the ATCO Electric, 14 Q. Butam| missing you? You were-- | thought
15 DISCO. 15 that you were opining on or giving your view
16 MR. JOHNSON: 16 as well onthe relative risk differences
17 Q. Okay. And sowouldit befairto say that 17 between the ATCO companies, were you not?
18 they obvioudly, between ATCO Gas and 18 (10:00 am.)
19 distribution, they saw certainly a 40 percent 19 MS. MCSHANE:
20 basis point differentia in terms of the 20 A. No, |l don't think that that’sreally what |
21 overall recommendation as being warranted, 21 was doing. | mean, | was determining what the
22 correct? 22 relative riskiness of the ATCO company was
23 MS. MCSHANE: 23 versus the sample of companiesthat the ROE
24  A. Based onthe samplesthat were used and the 24 person was using.
25 capital structures of the companiesin the 25 MR. JOHNSON:
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1 sample. I’'m not sure that - 1 Q. Didyoufileareport inthe Auc matter?
2 MR. JOHNSON: 2 MS. MCSHANE:
3 Q. Wél,whenl look at ATcOGasand| look at 3 A ldid.
4 ATCO Distribution, Electric DISCO, | see 40 4 MR. JOHNSON:
5 percent common equity. So both of them were 5 Q. Wouldyou undertaketo file acopy of that
6 on the same pagewhen it comesto common 6 report, Ms. McShane?
7 equity, but | see a40 basis point difference 7 MS. MCSHANE:
8 between ATCO Gaswanting 11 percentand DIsco | 8  A. Certainly.
9 wanting 10.6. 9 MR. JOHNSON:
10 MS. MCSHANE: 10 Q. Ms. McShane, and | understand that you have
11 A. Yeah, and | think that had as much to do with 11 similarly testified recently and provided
12 the particular resultsof the samples that 12 evidence regarding electrical or utility
13 were used than anything. | mean, there was a 13 sectors, whether they be gas, transmission or
14 sample selected for ATCO Electric Discoas| 14 electric distribution. Would that be correct?
15 recall that was an electric sample and there 15 MS. MCSHANE:
16 was asample of utilities selected for ATCO 16 A. Yes, intheBc generic proceeding, one of the
17 Gas that was gas utilities. 17 minimum filing requirements of the Bcuc was
18 MR. JOHNSON: 18 risk ranking for sectors that -- utility
19 Q. Butjust to be clear, you certainly accept 19 sectorsthat it had specified it wanted to
20 that there isa risk difference, lowest to 20 ook at.
21 highest, amongst first transmission being 21 MR. JOHNSON:
22 lowest, electric distribution being next and 22 Q. Sothe Bcuc,they go aboutitin ageneric
23 gas being next? 23 fashion and to them it was important to know
24 MS. MCSHANE: 24 how this different sectors added up in terms
25 A. True. No, | agree with that, yes. 25 of risk and where they were relative to each
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1 other? 1 evidence?
2 MS, MCSHANE: 2 MS, MCSHANE:
3 A. They do it ina generic fashion. They 3 A | believeso.
4 obviously allow returns for various utilities 4 MR. JOHNSON:
5 and what they doisthey determine -- well, 5 Q. Yes. Andcould weturnyouto your cost of
6 they have in the past, at |east, determined an 6 capital testimony for the Fortis BC utilities
7 ROE that they believeisapplicable to what 7 dated August 2012? I’'m looking at page 45 in
8 they call the benchmark Bc utility and in this 8 particular.
9 proceedingin 2012, they werelookingat a 9 MS.GLYNN:
10 somewhat broader, | guess, set of issues and 10 Q. Sorry, Mr. Johnson, we'll mark that as
11 they did want to consider how the different 11 Information Item No. 5
12 sectors ranked. 12 MR. JOHNSON:
13 MR. JOHNSON: 13 Q. Okay. Page 45, Ms. McShane.
14 Q. And not only did they want to consider it, but 14 MS. MCSHANE:
15 they have aminimum filing requirement that 15 A. | havethat.
16 mandates that what be filed regarding the 16 MR. JOHNSON:
17 sector rankings, Ms. McShane? 17 Q. Okay. And inthis report, thisis dated
18 MS. MCSHANE: 18 August, but you've just testified asto this
19 A. | havenoidea 19 in December, you've set out the sector
20 MR. JOHNSON: 20 rankings, lowest to highest business risk and
21 Q. Waell, didn't you provide testimony in BC that 21 the rationale, and you put electricity
22 satisfied British Columbia s minimum filing 22 transmission at the lowest, correct?
23 requirement as regards - 23 MS. MCSHANE:
24 MS. MCSHANE: 24 A. Generically, yes.
25 A. Oh, that was something that was specific to 25 MR. JOHNSON:
Page 50 Page 52
1 that proceeding. It'snot likea minimum 1 Q. Generically, yeah. And inanutshell, why
2 filing requirement that’srequiredin every 2 would you put them at the lowest?
3 cost of capital proceeding. 3 MS. MCSHANE:
4 MR. JOHNSON: 4 A. |think al of thereasons are set out right
5 Q. Wadll, in the generic cost of capita 5 here. There are six of them.
6 proceeding that you testified inin December 6 MR. JOHNSON:
7 of 2012 in British Columbia, there was a 7 Q. Okay.
8 minimum filing requirement? 8 MS. MCSHANE:
9 MS. MCSHANE: 9 A. | mean, | can repeat them, but they're -
10 A. Right. 10 MR. JOHNSON:
11 MR. JOHNSON: 11 Q. No, | don’t want you to repeat them, but you
12 Q. Andthat minimum filing requirement hadtodo |12 just confirmed them.  And then with
13 with ranking of the companies - 13 electricity distribution, there’ s six reasons
14 MS. MCSHANE: 14 why you put that just above electricity
15 A. Right. 15 transmission, right?
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. - by businesses, right? 17 A. Yes
18 MS. MCSHANE: 18 MR. JOHNSON:
19 A. Sectors. 19 Q. Okay. And then natural gas distribution, you
20 MR. JOHNSON: 20 would say that that has more business risk
21 Q. Andyou provided that evidence? 21 than electricity distribution, right?
22 MS. MCSHANE: 22 MS. MCSHANE:
23 A. Sectors, yes. 23 A. Generaly, generically | should say.
24 MR. JOHNSON: 24 MR. JOHNSON:
25 Q. Andwereyou the only expert to provide that 25 Q. Yeah. And because there’'s more limited end
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1 usesfor natural gas than for electricity. 1 under that sector?
2 "The heating load is generally a significant 2 MS. MCSHANE:
3 portion of throughput for which there are 3 A. Wadll, there are a couple of other transmission
4 substitutes including solutions that are more 4 utilitiesin Alberta, but those are the major
5 technologically and economically feasible than 5 ones.
6 were available historically. Throughput is 6 MR. JOHNSON:
7 generally more weather sensitive than for 7 Q. What are the other couple in Alberta?
8 eectricity distribution  utilities. 8 MS. MCSHANE:
9 Industrial processes that use natural gas can 9 A. ENMAR Transmission. EPCOR Transmission.
10 frequently switch to other sources of energy.” 10 MR. JOHNSON:
11 And number five is "heating load oriented 11 Q. And in terms of examples of electric
12 utilities more exposure to declining 12 distribution, you would include Fortis
13 throughput due to factors such as smaller and 13 Alberta?
14 more efficient energy efficient homes and more 14 MS. MCSHANE:
15 energy efficient equipment than electricity 15 A. Yes
16 distributors.  Six, with some exceptions, 16 MR. JOHNSON:
17 example ATCO Gas, gas distributors retain 17 Q. Toronto Hydro?
18 responsibility for acquiring a gas supply 18 MS. MCSHANE:
19 portfolio. Gaspurchases are subject to 19 A. Yes
20 prudence review." And you go onin seven 20 MR. JOHNSON:
21 saying "as sellers and transporters of fossil 21 Q. Hydro Ottawa?
22 fuel may have more exposure than electricity 22 MS. MCSHANE:
23 distributors, particularly where electricity 23  A. Yes
24 is produced by green energy sources, to 24 MR. JOHNSON:
25 impacts of environmental policies and 25 Q. Newfoundland Power?
Page 54 Page 56
1 regulations directed at reducing emissions and 1 MS. MCSHANE:
2 favouring clean and renewable energies.” And 2 A It's digtribution, but it also has some
3 then at the highest, you would put vertically 3 generation.
4 integrated electric utilities, and then you 4 MR. JOHNSON:
5 provide the reasons why you would put them in 5 Q. But you-- when you testified in British
6 that pecking order, right? 6 Columbia, you put that under the examples of
7 MS, MCSHANE: 7 electric distribution, correct?
8 A. Yes 8 MS. MCSHANE:
9 MR. JOHNSON: 9 A. I'mnot sure. Do you have a reference for
10 Q. Solet’s try to put some namesto some of 10 that? | don’'t remember puttingit in a
11 these sector categories. Ms. McShane, for 11 particular -
12 electric transmission, would you include in 12 MR. JOHNSON:
13 there companies like Hydro 1? 13 Q. Ithink that | can get you a reference and
14 MS. MCSHANE: 14 I'll seeif | canget oneat the break for
15 A. They are electricity transmission, yes. 15 that.
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. AndAltaLink? 17 A. Okay.
18 MS. MCSHANE: 18 MR. JOHNSON:
19 A. Yes 19 Q. But certainly, you're aware that Moody’s, for
20 MR. JOHNSON: 20 instance, says they have such small amount of
21 Q. ATCO Transmission? 21 generation that they’re basicaly T&D in their
22 MS. MCSHANE: 22 books?
23 A. Yes 23 MS. MCSHANE:
24 MR. JOHNSON: 24 A. I’'mawarethat Moody’s considers -- describe
25 Q. Any more that you can name that would fit 25 them as a transmission and distribution
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1 utility. 1 Q. Okay. And you put under that category ATCO
2 MR. JOHNSON: 2 Gas?
3 Q. Andfundamentally, you assess them asbeing a 3 MS. MCSHANE:
4 transmission and distribution utility, 4 A. That'sagasdistribution utility, yes.
5 correct? 5 MR. JOHNSON:
6 MS. MCSHANE: 6 Q. Union Gas?
7 A. | would say they're closer to a pure 7 MS. MCSHANE:
8 transmission and distribution utility than 8 A Yes
9 they are to avertically integrated utility 9 MR. JOHNSON:
10 like Nova Scotia Power. 10 Q. Enbridge Gas?
11 MR. JOHNSON: 11 MS. MCSHANE:
12 Q. Maritime Electric, that would be €electric 12 A. Yes
13 distribution? 13 MR. JOHNSON:
14 MS. MCSHANE: 14 Q. GasMetro?
15 A. It's -- again, | mean, it's got some 15 MS. MCSHANE:
16 generation, but it'smore distribution than 16 A. That'sadistribution utility, yes.
17 vertically integrated. 17 MR. JOHNSON:
18 MR. JOHNSON: 18 Q. Any further gasdistribution companies that
19 Q. Yeah. Andagain, | understand that when you 19 fall under the rubric?
20 testified in BC, you also put that under the 20 MS. MCSHANE:
21 electric distribution group. 21  A. Thereare other gasdistribution utilities.
22 MS. MCSHANE: 22 I’m not sure -
23 A. | don’'t remember that, but so if you have - 23 MR. JOHNSON:
24 MR. JOHNSON: 24 Q. That'safair number. Interms of verticaly
25 Q. Okay. We can work that out. 25 integrated, again, they would be higher
Page 58 Page 60
1 MS. MCSHANE: 1 according to your -- higher business risk.
2 A Okay. 2 Verticaly integrated, Nova Scotia Power?
3 MR. JOHNSON: 3 MS. MCSHANE:
4 Q. Andinterms of examples of gas distribution, 4 A Yes
5 again thiswould be usually in the sector, the 5 MR. JOHNSON:
6 higher business risk, but the companies would 6 Q. FortisBritish Columbia?
7 be companies like Fortis Energy Bc, that would 7 MS. MCSHANE:
8 --that'sa- 8 A. FortisBclInc., yes.
9 MS. MCSHANE: 9 MR. JOHNSON:
10 A. FortisBC Energy. 10 Q. FortisBCInc.
11 MR. JOHNSON: 11 MS. MCSHANE:
12 Q. FortisBC Energy, they’'re also known as FEI? 12 A. Notas vertically integrated as Nova Scotia
13 MS. MCSHANE: 13 Power, but it's not apure distribution and
14 A. That'swhat their acronym is, yes. 14 transmission utility either.
15 MR. JOHNSON: 15 MR. JOHNSON:
16 Q. Andasamatter of fact, that was the company 16 Q. You consider it a vertically integrated
17 that you weretestifying for before the Bcuc 17 obviously?
18 recently in December, right? 18 MS. MCSHANE:
19 MS. MCSHANE: 19 A. I mean, yeah, they’re-- | mean, thereare
20 A. Itwasthe FortisBcC Utilities. 20 obvioudly lines, but yes, |1 would consider
21 MR. JOHNSON: 21 them more vertically integrated than
22 Q. Okay. Oneof whichisFel? 22 Newfoundland Power but less verticaly
23 MS. MCSHANE: 23 integrated than Nova Scotia Power.
24 A. Correct. 24 MR. JOHNSON:
25 MR. JOHNSON: 25 Q. Asbetween Nova Scotia Power and Fortis BC
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1 Inc., youwould put Nova Scotia Power at 1 allowed to earn on equity of up to 40 percent.
2 higher business risk? 2 MR. JOHNSON:
3 MS. MCSHANE: 3 Q. Pardon me?
4 A. Yes, | would. 4 MS. MCSHANE:
5 MR. JOHNSON: 5 A. It'sallowed toearna returnon an equity
6 Q. Yeah. And sothey would bethe riskiestin 6 ratio of up to 40 percent.
7 the country, would they, in terms of business 7 MR. JOHNSON:
8 risk? 8 Q. And theyjust settled on anROE in Nova
9 MS. MCSHANE: 9 Scotia. Areyou aware of that, Ms. McShane?
10 A. Theriskiest in the country? 10 MS. MCSHANE:
11 MR. JOHNSON: 11 A. lam,yes.
12 Q. Becauseif they’'rein the highest sector. 12 MR. JOHNSON:
13 MS. MCSHANE: 13 Q. And September 14th, 2012, do you know what the
14 A, Wdl, I think I’d like to make the point that 14 settlement was?
15 if you come back to pages 43 to 44 of this 15 MS. MCSHANE:
16 testimony where | put afair number of caveats 16 A. Ninepercent.
17 onthis discussion and particularly at line 17 MR. JOHNSON:
18 1106 and onward on page 44 where | said 18 Q. Yeah. Now Ms. McShane, you indicated your
19 specifically that "the rankings provided below 19 caveats, et cetera but in terms of the
20 from lowest business risk to highest business 20 business risk, those would be the indicia of
21 risk areintended to be generic based on 21 the risk characteristics that you think should
22 fundamental characteristicsthat are generally 22 be taken into account? There' s no doubt about
23 common to utilities in each category. They 23 that. Yousaidthat inblack and whitein
24 should not be interpreted to mean, for 24 your report at page 45 and 46.
25 example, that every utility categorized as an 25 (10:15am.)
Page 62 Page 64
1 electric distribution utility is of lower 1 MS. MCSHANE:
2 business risk than every gas distribution 2 A. Thosearethe generictypesof factorsthat
3 utility or that every gas distribution utility 3 differentiate the sectors.
4 is of lower business risk than every 4 MR. JOHNSON:
5 vertically integrated utility." So the 5 Q. Okay. And just to confirm now, you're here
6 specific answer to your question isno, | 6 obviously for this electric distribution
7 wouldn't consider Nova Scotia Power the 7 company, Newfoundland Power, and recommending
8 highest risk utility in Canadaand| would 8 45 percent common equity in its capita
9 still think that Pacific Northern Gas, for 9 structure and your recommendation is for 10
10 example, which isa gasdistribution utility 10 and a half percent, and you testified just
11 isahigher risk utility or has been a higher 11 last month, prior to Christmas, in British
12 risk utility than Nova Scotia Power. 12 Columbia for FEI which is the gas
13 MR. JOHNSON: 13 distributorship which has 40 percent of common
14 Q. Asbetween Nova Scotia Power and Fortis BC |14 equity in itscapital structure and so you
15 Inc., youwould put Nova Scotia Power at 15 must have suggested that they get a higher
16 higher business risk? 16 return on equity because of their lower common
17 MS. MCSHANE: 17 equity structure, right?
18 A. | would. 18 MS. MCSHANE:
19 MR. JOHNSON: 19 A. No, | didn't.
20 Q. Andare you aware what Nova Scotia Power's |20 MR. JOHNSON:
21 common equity ratio is in their capital 21 Q. | betyouyoudidn't. | bet you you suggested
22 structure? 22 the same return as Newfoundland Power, didn’t
23 MS. MCSHANE: 23 you, 10 and a half percent?
24 A. For rate setting purposes, its allowed common 24 MS. MCSHANE:
25 equity ratio is 37 and a half percent and it’s 25 A. Idid, yes.
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1 MR. JOHNSON: 1 view the relative overal risk of a
2 Q. Yeah. Andwhy is it that FEI, which would 2 Newfoundland Power versus an FEl.
3 fall into a sector which would be considered 3 MR. JOHNSON:
4 to have, generally speaking, subject to 4 Q. Interms of FEl, so they’ve had 40 percent
5 caveats or whatever, less businessrisk, why 5 common equity in their capital structure for
6 would that company be given 10 and a half 6 how long?
7 percent and Newfoundland Power investor be 7 MS. MCSHANE:
8 given 10 and ahalf percent on higher common 8 A. Threeyears.
9 equity? 9 MR. JOHNSON:
10 MS. MCSHANE: 10 Q. Sojustthreeyears. What were they at before
11 A. Wdl, if youlook at how FEl and Newfoundland |11 that?
12 Power are valuated by the debt rating 12 MS. MCSHANE:
13 agencies. At 40 percent common equity, FEI 13 A 35
14 has higher debt ratings than Newfoundland 14 MR. JOHNSON:
15 Power. Sofroman overal risk perspective, 15 Q. Sothey wereten basis points away from where
16 at least from the debt rating agencies 16 Newfoundland Power was, and even at -
17 perspective, at 40 percent equity, FEIisan 17 MS. MCSHANE:
18 average risk utility. With 45 percent equity, 18 A. Sorry, they were what?
19 Newfoundland Power is aweaker credit. 19 MR. JOHNSON:
20 MR. JOHNSON: 20 Q. Ten percent, I'm sorry.
21 Q. But Ms. McShane, you're here giving 21 MS. MCSHANE:
22 professional evidence, opinion evidence about 22 A. Oh, ten percentage points.
23 the cost of equity of Newfoundland Power, 23 MR. JOHNSON:
24 right? 24 Q. Yes. Andinterms of thefinancial risk, you
25 MS. MCSHANE: 25 spokein your opening about differences in
Page 66 Page 68
1 A lam. 1 financia risk between firms, Fel would have
2 MR. JOHNSON: 2 less financial risk than Newfoundland Power, |
3 Q. Andl thought the record was replete -- | 3 takeit?
4 can't go there now off my fingertips, but the 4 MS. MCSHANE:
5 record ispretty full tothe extent that 5 A. No, | don't believeit haslessfinancial risk
6 credit rating reports and bond rating reports 6 than Newfoundland Power. In terms of common
7 are not necessarily -- or never mind 7 equity ratio and credit metrics, it doesn’t.
8 necessarily, they’re not indicative of what 8 It has better credit ratings. It's amuch
9 the return should be for an equity investor. 9 bigger utility.
10 Y ou haven't departed from that judgment? 10 MR. JOHNSON:
11 MS. MCSHANE: 11 Q. Right.
12 A. When you say they’re not indicative of the -- 12 MS. MCSHANE:
13 they don’t tell you what the returniis, no. 13  A. S0, | mean, to some extent investors do take
14 MR. JOHNSON: 14 into account utility size.
15 Q. Yeah. | mean, sothe bond rating, it doesn’'t 15 MR. JOHNSON:
16 give an indicator to the Board of what the 16 Q. Ms. McShane, can | ask you, asbetween a
17 common equity return should be for the utility 17 company that has 45 percent common equity in
18 on review? 18 its capital structure and a company that has
19 MS. MCSHANE: 19 40 percent common equity in its capital
20 A. No, the bond rating doesn’t tell the Board 20 structure, would it not be accepted by
21 what the common equity return should be, but 21 yourself that the company with 45 has less
22 you can -- one thing that the bond rating does 22 financial risk than the company with 40
23 dois giveyou an assessment, at least an 23 percent?
24 independent assessment, of how -- at least 24 MS. MCSHANE:
25 from a debt rating perspective, how investors 25 A. Well,if you'recomparing the same company
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1 with itself, then yes, but when you're 1 MS. MCSHANE:
2 comparing a Newfoundland Power with an Fel, | 2 A. Andtheir credit metrics.
3 think you need to look at all of the factors, 3 MR. JOHNSON:
4 including the fact that Newfoundland Power is 4 Q. Their capital -- but their capital structure
5 amuch smaller utility than Fel. 5 would be their percentage of common equity?
6 MR. JOHNSON: 6 MS. MCSHANE:
7 Q. Wdl, Ms. McShane, let'sput it this way, | 7 A. Correct.
8 thought part of your thesis, for instance, in 8 MR. JOHNSON:
9 using your us comparables isthat -- and 9 Q. Becauseyour reportsand Dr. Vander Weide's, |
10 correct me where I'm wrong in terms of 10 believe, says"oh, you gotto really pay
11 premise, but that the business risks and the 11 attention now because these us parents have
12 utility -- the business risk, regulatory risks 12 higher common equity, so less financial risk."
13 of your sample and Newfoundland Power, in your 13 So you throw it all together and they’ re more
14 books, they’ re approximately the same. Would 14 or al lessequal than Newfoundland Power.
15 that be about right? 15 Would that be about right?
16 MS. MCSHANE: 16 MS. MCSHANE:
17  A. Thewhat, please? 17  A. That'sthe endresult, yes, that they have
18 MR. JOHNSON: 18 lower financial risk and so they have similar
19 Q. They'd be approximately the same? 19 debt ratings to Newfoundland Power.
20 MS. MCSHANE: 20 MR. JOHNSON:
21 A. No, | need thefirst part of the sentence. 21 Q. Soif that applies between these us companies
22 MR. JOHNSON: 22 and Newfoundland Power, why can’t we conclude
23 Q. Intermsof your usutility sample, your 13 or 23 that Newfoundland Power hasless financia
24 14 companies, that your premise isthat their 24 risk than say Fel because of the differences
25 US companies, your Us companies, business risk 25 in corporate structure?
Page 70 Page 72
1 and regulatory risk is sort of on apar with 1 MS. MCSHANE:
2 Newfoundland Power’s, that’s basically your - 2 A. Sorry, | don’'t understand "because of the
3 MS. MCSHANE: 3 differencesin corporate structure” part.
4 A. My premiseisthat the overal risk is sort of 4 MR. JOHNSON:
5 on the -- is on par with that of Newfoundland 5 Q. I'msorry, because of the differencesin the
6 Power. 6 thickness of the common equity ratio.
7 MR. JOHNSON: 7 MS. MCSHANE:
8 Q. Okay. Butintermsof -- I’'m focusing now on 8 A. Becauseit's clear to me that a 40 percent
9 the business risk and the regulatory risk. Do 9 equity ratio for Newfoundland Power would not
10 you say that they are on a par with 10 giveit the same overall risk when all of the
11 Newfoundland Power? 11 factorsincluding size are considered as FEl.
12 MS. MCSHANE: 12 MR. JOHNSON:
13 A. They arerelatively similar, but my ultimate 13 Q. Ms. McShane, if | could bring you to the FD --
14 focusis onthetotal risk and whether the 14 or the MD&A which | filed | think it was last
15 total risk issimilar. 15 week, the Fortis MD&A? That camewith a
16 MR. JOHNSON: 16 letter dated January 9.
17 Q. Andthe reason that you say that the total 17 MS. GLYNN:
18 risk issimilar is becauseyou take into 18 Q. We€'ll mark that as Information Item No. 6
19 account financial risk, correct? 19 MR. JOHNSON:
20 MS. MCSHANE: 20 Q. I'mreferring, Ms. McShane, to page -
21 A. ldo. 21 MR.HAYES:
22 MR. JOHNSON: 22 Q. Canl get the reference again, Mr. Johnson?
23 Q. Andthefinancia risk you take into account 23 MR. JOHNSON:
24 hasto do with their capital structure, does 24 Q. It's --I'm sorry, Mr. Hayes. It's the
25 it not? 25 Interim Management Discussion and Analysis of
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Page 73 Page 75
1 - 1 that common equity?
2 MR. HAYES: 2 MS.MCSHANE:
3 Q. Okay. Wedo haveit. 3 A. Theyare
4 MR. JOHNSON: 4 MR. JOHNSON:
5 Q. Okay. And it's page22 and thisis the 5 Q. Yesh. Andyou would put them obviously in the
6 Interim Management Discussion and Analysisof | 6 same sector as Newfoundland Power in terms of
7 FortisInc. for thethree and nine months 7 T&D?
8 ended September 30, 2012 and the document is 8 MS. MCSHANE:
9 dated November 1st, 2012, and I’ m referring to 9 A. They'reinthesame-- basically in the same
10 page 22. 10 sector, different characteristics, different
11 MS. MCSHANE: 11 size. Fortis Albertaisamuch bigger utility
12 A. | havethat. 12 than Newfoundland Power, operatesin amuch
13 MR. JOHNSON: 13 more growth oriented province, doesn’'t have
14 Q. Okay. Now Ms. McShane, in termsof under |14 any generation.
15 regulatory highlights, and I’'m sorry, under 15 MR. JOHNSON:
16 that nature of regulation, Fortislists each 16 Q. No generation. And interms of Maritime
17 of itsregulated utilities. FEI isthe one we 17 Electric, they're 40 percent and their 2012
18 were talking about and FEVI, what’ s that? Are 18 alowed return isa9.75 percent. Thenwe
19 you familiar with that one? 19 have the Fortis Ontario, some of those --
20 MS. MCSHANE: 20 Canadian Niagra Power that falls under Fortis
21  A. Yes, that's Fortis Energy Vancouver Island. 21 Ontario, they're eight percent, isit?
22 MR. JOHNSON: 22 MS. MCSHANE:
23 Q. What arethey? 23 A. I'mnot familiar with them. | mean, | know
24 MS. MCSHANE: 24 that they’ve-- that the way it works in
25 A. They are anatura gas distribution utility 25 Ontario is they have multiple year performance
Page 74 Page 76
1 that serves Vancouver Island. 1 based regulation plans and under those plans,
2 MR. JOHNSON: 2 the ROE doesn’t change until the utility
3 Q. Okay. And F-E-W-I? 3 rebasesits rates. 8.01 lookslike an ROE
4 MS. MCSHANE: 4 that was determined under the old formula of
5 A. That'sFortisBC Energy Whistler. 5 the Ontario Energy Board before it was revised
6 MR. JOHNSON: 6 in 20009.
7 Q. Andwhat arethey? 7 MR. JOHNSON:
8 MS. MCSHANE: 8 Q. AndAlgomaPower, doyou know anything about
9 A. They'reagasdistribution utility that serves 9 them?
10 the municipality of Whistler. 10 MS. MCSHANE:
11 MR. JOHNSON: 11  A. No, | don't.
12 Q. And FortisBc Electric, that’ s the vertically 12 MR. JOHNSON:
13 integrated one you spoke of? 13 Q. Okay. Andso wouldyou -- so isit your
14 MS. MCSHANE: 14 evidence that you regard Newfoundland Power as
15 A. Yes. 15 being more or less risky than Fel say?
16 MR. JOHNSON: 16 MS. MCSHANE:
17 Q. And Fortis Alberta, that’sthe T& D? 17 A. I’'dsay on afundamental risk basis, it's
18 MS. MCSHANE: 18 probably a bit lessrisky, butit's amuch
19 A. Yes. 19 smaller utility which tends to have offsetting
20 MR. JOHNSON: 20 implications as far as what’s an appropriate
21 Q. Andthey have 41 percent common equity? 21 capital structure.
22 MS. MCSHANE: 22 MR. JOHNSON:
23 A. Correct, yes. 23 Q. And so would it be the small size of
24 MR. JOHNSON: 24 Newfoundland Power, that -- where does that
25 Q. Andthey’re presently getting 8.75 percent on 25 figureintoit?
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1 MS. MCSHANE: 1 Q. Yeah.
2 A Itfiguresinto whether or not it should have 2 MS. MCSHANE:
3 a 45 versus 40 percent capital structure, 3 A It'sabout athreebillion dollar rate base.
4 common equity ratio. 4 MR. JOHNSON:
5 MR. JOHNSON: 5 Q. Okay. Butthey have risksthat Newfoundland
6 Q. Soto--thetotal difference between thed0 6 Power don't have, | would take it you' d agree
7 and 45is justified by the relative size 7 with that?
8 differencein Newfoundland Power? Is that 8 MS. MCSHANE:
9 what you're saying? 9 A. They havetheir ownrisks, yes, that are not
10 MS. MCSHANE: 10 the same as Newfoundland Power’ s risks.
11 A lwould sayin largepart it would -- the 11 MR. JOHNSON:
12 difference is justified and it's aso 12 Q. Andinyour evidence before the BC proceeding,
13 justified by the fact that even at 45 percent 13 you talked about the primary categories of
14 common equity, Newfoundland Power still has|14 utility businessrisk, correct? Y ou remember
15 lower debt ratings than FEI. 15 that?
16 MR. JOHNSON: 16 (10:30 am.)
17 Q. Andwhat’sthe debt ratings of FEI? 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. | do.
19 A. Moody’'s A3 on unsecured debt. | think they're 19 MR. JOHNSON:
20 A1 o0n secured debt. | have it in my testimony 20 Q. Pardon me?
21 here. | can double check here so we know for |21 MS. MCSHANE:
22 sure. Theratings are set out on Schedule4 22 A. |ldo.
23 and showsthat FortisBC Energy Inc.’s debt 23 MR. JOHNSON:
24 ratings which are listed under the Gas 24 Q. Youdo. And the primary categories of utility
25 Distributors Group are A1 for senior secured |25 business risk are set out in your report from
Page 78 Page 80
1 and A3 for senior unsecured. 1 page 39 to 417
2 MR. JOHNSON: 2 MS. MCSHANE:
3 Q. Andwho provides those? 3 A Theyare
4 MS. MCSHANE: 4 MR. JOHNSON:
5 A. Sorry, did| saythat correctly? A3 for 5 Q. Andthe firstrisk that you talk about is
6 senior unsecured. A1l for senior secured from 6 market demand risk. "Market demand risk
7 Moody’s. 7 relate tothe sizeof the market for the
8 MR. JOHNSON: 8 utility services and the ability of the
9 Q. Andthat comparesto Newfoundland Power'sas | 9 utility to capture market share” and you
10 how? 10 indicateit reflectsthe demographicsof a
11 MS. MCSHANE: 11 service area, diversity of economy, economic
12 A. Newfoundland Power’s first mortgage bonds |12 growth potential, geography, weather, et
13 which are -- which would be - 13 cetera
14 MR. JOHNSON: 14 MR. KIRBY:
15 Q. Secured. 15 Q. I'mnot sure we'reall with youon the same
16 MS. MCSHANE: 16 page, Mr. Johnson.
17 A. - andlogous tothesecured are A2 andit’'s 17 MR. JOHNSON:
18 issue arating which would be analogous to the 18 Q. Oh,I'msorry. We'reat the BCuc evidence.
19 unsecured debt rating would be AA1. 19 The Bcuc that we had up previoudly.
20 MR. JOHNSON: 20 MS. GLYNN:
21 Q. Now interms of the business risks of FEl, for 21 Q. | think it'sInformation Item No. 5.
22 instance, how big a utility is FEI? 22 MR. JOHNSON:
23 MS. MCSHANE: 23 Q. Sohere youlist the primary categories of
24 A. How big autility? 24 utility business risk, so market demand risk,
25 MR. JOHNSON: 25 and you talk about competitive risk, supply
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1 risk, operating risk, political risk, 1 Q. | seeover on page 50, for instance -

2 regulatory risk, and those are the categories 2 MS. MCSHANE:

3 that would apply equally to Newfoundland 3 A Right

4 Power, | take it? 4 MR. JOHNSON:

5 MS. MCSHANE: 5 Q. -at line1280, it talks about -- first of

6 A. They'regeneric categoriesof business risk 6 al, thisisjust provincia now, "athough BC

7 that apply to all utilities. 7 isthe second largest natural gas producing

8 MR. JOHNSON: 8 province in the country, natural gas has just

9 Q. Yeah. Andthen you expand abit more over on 9 under 50 percent share of the residential
10 page 49 and the pages that follow on the 10 market compared to over 60 percent in Ontario,
11 different categories or the different 11 which produces relatively little gas' and then
12 categories of utility businessrisk. So you 12 it goes on "market share of natural gasin the
13 talk about market demand and competitive risk 13 residential sector in Alberta is over 80
14 in FEI's case. Ms. McShane, | understand that 14 percent." So first of al, relative to gas
15 there' s significant risk, as outlined in your 15 distributorsin other, Albertaand Ontario,
16 report, in your view, based by FEel, for 16 there's more competition for other fuel
17 instance, when it comesto market and demand 17 sources or power sourcesin Bcfirst of al,
18 risk and competitive risk. 18 right?
19 MS. MCSHANE: 19 MS. MCSHANE:
20 A. They do face material competitiverisk vis-a- 20 A. There smore competition in BC than in Alberta
21 vis electricity in BC. 21 for natural gas.
22 MR. JOHNSON: 22 MR. JOHNSON:
23 Q. And when you say material, could you put that 23 Q. Andinterms of the share of the customersin
24 in some sort of context for us, quantify it? 24 BC for FEl, that has been going down, hasit
25 MS. MCSHANE: 25 not?

Page 82 Page 84

1 A. No 1 MS. MCSHANE:

2 MR. JOHNSON: 2 A. Intheresidentia market, that’strue.

3 Q. They compete with electricity for heating? 3 MR. JOHNSON:

4 MS. MCSHANE: 4 Q. Yes. And what'sthereasonit’s been going

5 A. For heating and for - 5 down?

6 MR. JOHNSON: 6 MS. MCSHANE:

7 Q. Cooking? 7 A. Wédl, there are anumber of factors. There's

8 MS. MCSHANE: 8 been therelative price of natura gas, the

9 A. Cooking, yes. 9 volatility of natural gas prices, and
10 MR. JOHNSON: 10 government energy policy which is supportive
11 Q. Right. 11 of green energy sourceswhich natural gasin
12 MS. MCSHANE: 12 BC has not been viewed as such.
13 A. Andfor water heating. 13 MR. JOHNSON:
14 MR. JOHNSON: 14 Q. And in terms, how does multi-residential
15 Q. Right. Andintheir service territory, what 15 buildings fit into the issues of market share
16 percentage of the market do they have, in 16 in British Columbiafor FEI?
17 terms of customers versus electricity? 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. Thereisashift toward multi-family dwellings
19 A. | don't seethe overall market share numbers. 19 away from single family homes. Multi-family
20 | seethe- 20 dwellingstend to be smaller, so they use less
21 MR. JOHNSON: 21 of whatever energy source thanthe larger
22 Q. | seeover at page - 22 single family homes, and because -
23 MS. MCSHANE: 23 MR. JOHNSON:
24 A. -residential sector. 24 Q. Notonly -- go ahead, sorry.
25 MR. JOHNSON: 25 MS. MCSHANE:
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1 A. - becauseit's easier toinstall electric 1 MR. JOHNSON:
2 equipment in multi-family homes, there’ s been 2 Q. Thisisahigconcernin Fersterritory?
3 a tendency to use electricity rather than 3 MS. MCSHANE:
4 natural gas. 4 A. Yes. There isan energy policy that has
5 MR. JOHNSON: 5 discouraged the use of fossil fuels.
6 Q. Right. Andas| understand it, the bottom of 6 MR. JOHNSON:
7 page 49, line 1263, "FEI’S capture rate in new 7 Q. Andlegidation passedin that province as
8 multi-unit dwellings has been and continuesto 8 well isreferred to at the bottom of page 52?
9 be materially lower than insingle family 9 MS. MCSHANE:
10 housing, approximately 30 percent versus 70 10 A. Correct.
11 percent." Sothat, | take it, meansthat in 11 MR. JOHNSON:
12 single family houses, they had about 70, but 12 Q. Andthat's thelegislation that discourages
13 in the new multis, they’ re getting about 307 13 the use of fossil fuels?
14 MS. MCSHANE: 14 MS. MCSHANE:
15 A. That'sright. 15 A. Yes, andtheonethat's listed at the bottom
16 MR. JOHNSON: 16 are new legidlation that was passed since the
17 Q. And the marketis moving heavily towards 17 last time the cost of capital was considered
18 multis? 18 inBC.
19 MS. MCSHANE: 19 MR. JOHNSON:
20 A.In? 20 Q. And the Greenhouse Gas Reduction Clean Energy
21 MR. JOHNSON: 21 Regulation that put an extra charge on natural
22 Q. Intheir service area? 22 gas, | takeit?
23 MS. MCSHANE: 23 MS. MCSHANE:
24 A. Inther serviceterritory, yes. 24 A. | don't think so. The extra charge on natural
25 MR. JOHNSON: 25 gaswas before 2012. There was a carbon tax
Page 86 Page 88
1 Q. Yeah. Andin additionto that, over on page 1 that was applied earlier than that and | think
2 50, at 1271, it talks about per customer usage 2 it reached its maximum level in 2012, but the
3 rates continue to fall aswell. 3 regulation was before that.
4 MS. MCSHANE: 4 MR. JOHNSON:
5 A. Right, and that is partly afunction of - 5 Q. Yes, but the regulation is before that, but
6 MR. JOHNSON: 6 the amount of the extra cost or premium, |
7 Q. Of the shift? 7 don't know if I'm putting it properly, has
8 MS. MCSHANE: 8 escalated since the legislation was passed
9 A. -theshift. 9 from | think 50 centsaunit up to $1.50 per
10 MR. JOHNSON: 10 unit.
11 Q. Right, okay. And theninBc, thereismention 11 MS. MCSHANE:
12 at page 52 of competitor pressures. Thisis 12 A. Yeah, the additional cost per gigajoule,
13 at line 1315. "Competitive pressures on 13 called the carbon tax, in 2012 was $1.50.
14 natural gasin BC that stem from the abundance 14 MR. JOHNSON:
15 of low cost hydro resources and the evolving 15 Q. And thenover onsupply risk at page 53,
16 housing competition are amplified by energy 16 there's concerns over there about supply risk.
17 policies. Designed to fight climate change, 17 In anutshell, what are those, Ms. McShane?
18 provincial energy policies and associated 18 MS. MCSHANE:
19 regulations promote reduced and more efficient |19 A. | don’t know that there’ s a huge concern over
20 energy use, discourage the use of fossil fuels 20 supply risk. It saysat thetop of page 54
21 and promote development of use of clean 21 the supply risk, which was already low, is
22 energy.” Sothis isa big concernin the 22 somewhat |ower than in 2009.
23 market as well? 23 MR. JOHNSON:
24 MS. MCSHANE: 24 Q. Andthen we have operating risk and "FEI'S
25 A. Where? 25 operating risk relate to factorsthat can
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1 cause outages or leaks on the distribution 1 will change so that there’s ahigher risk of
2 system, third party damages, accidental and 2 not recovering utilities cost.
3 intentional equipment failure, severe weather 3 MR. JOHNSON:
4 and natural disasterswhich could resultin 4 Q. Andin particular, your report points out that
5 material service disruptions or environmental 5 aprincipal change that has occurred -- and
6 liability." Where would the environmental 6 I’m reading it from page 55, line 1425, that
7 liability come into play? 7 "the principal change that has occurred since
8 MS. MCSHANE: 8 the "09 application relates to increased
9 A. Theenvironmental liability would come into 9 regulatory lag and uncertainty that stem
10 play if - 10 largely from the changing environment,
11 MR. JOHNSON: 11 particularly for natural gas. Moreof its
12 Q. Natural gasleaks? 12 activities are subject to regulatory
13 MS. MCSHANE: 13 oversight, entailing more frequent, protracted
14 A, - if there were leaks that damaged the 14 and contentious proceedings.” So it'syour
15 environment. 15 evidence that FEI regulatory risk has gone up
16 MR. JOHNSON: 16 from 2009 levels?
17 Q. Andyouindicate"in contrast, the utilities 17 MS. MCSHANE:
18 that operate systemsin more benign geographic {18  A. Well, you can see what the conclusion was. It
19 regions, FEI operates facilitiesin remote and 19 sayson balance, it'sno lower and issome
20 rugged terrain which are subject to damage 20 ways higher than in 2009.
21 from avariety of natural events, example 21 MR. JOHNSON:
22 avalanches, landdlides, forest fires." Soin 22 Q. Sointermsof comparing the regulatory risk
23 terms of the remote and rugged terrain, where 23 which is, as some have put it, generaly
24 are we talking about? 24 supportivein Newfoundland Power’ s instance,
25 MS. MCSHANE: 25 how would you compare the two risks, between
Page 90 Page 92
1 A. Obviously not downtown Vancouver. 1 FEI regulatory risk and Newfoundland Power?
2 MR. JOHNSON: 2 MS. MCSHANE:
3 Q. Soinrura areasof British Columbia upin 3 A lwould saythat onbalancethe regulatory
4 the country? 4 environment is supportivein both provinces.
5 MS. MCSHANE: 5 I mean, if you look at the ratings on
6 A. Yeah 6 regulatory support from Moody's, they’'rethe
7 MR. JOHNSON: 7 same for Newfoundland Power and for FEI.
8 Q. Upintheback country. 8 (10:45am.)
9 MS. MCSHANE: 9 MR. JOHNSON:
10 A. It covers, you know, asignificant part of the 10 Q. Andl think bBRsactually usesthe wordsin
11 province. 11 relation to Newfoundland Power market share
12 MR. JOHNSON: 12 that they have market dominance on theisland
13 Q. Yeah, okay. And there’smention of political 13 of Newfoundland. Would you agree with that
14 risk. Thishas to do with legisation, 14 characterization?
15 policiesand decisions, which we've already 15 MS. MCSHANE:
16 touched on. And then finally, we have 16 A. | mean, they have -- they're the only
17 regulatory risks. In anutshell, what are 17 distribution utility on theisland.
18 those for FEI? 18 MR. JOHNSON:
19 MS. MCSHANE: 19 Q. Makesthem pretty dominant.
20 A. Theregulatory risks? 20 MS. MCSHANE:
21 MR. JOHNSON: 21 A. WEél, most electric distribution utilities are
2 Q. Yes 22 dominant in their service areaand for the
23 MS. MCSHANE: 23 main, you know, basic services that they
24 A. You can describe the regulatory risk generally 24 provide and can’t be provided by anybody else.
25 asthe risk that the regulatory environment 25 MR. JOHNSON:
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1 Q. Andthat would be oneof the reasons why you 1 gas distribution has more business risk than
2 would rank them as having less business risk 2 electric distribution. But specifically, is
3 generally than gas distribution? 3 FEI more or less risky than Newfoundland
4 MS. MCSHANE: 4 Power, in terms of business risk?
5 A. Asageneric proposition, that’ s true. 5 MS. MCSHANE:
6 MR. JOHNSON: 6 A. lwould sayif youput asidetheissue of
7 Q. Yes. Ms. McShane, in spiteof theserisks 7 size, where FEI isamuch larger utility, FEI
8 that are outlined for FEel recently in your 8 isof somewhat higher fundamental business
9 report and I’'m looking at business risk of FEl 9 risk than Newfoundland Power. On the other
10 relative to 2009 at page 56, you say "despite 10 hand, Newfoundland Power does have issues with
11 the shale gas boom and lower commodity prices |11 being asmall utility operating in a province
12 of natural gas, the principal trendsin FEI'S 12 that's -- you know, has relatively low growth
13 businessrisk that were identified in the 2009 13 prospects, hasworse demographic prospects
14 application have persisted. Thelevel of 14 than other provinces. So fundamentally, |
15 business risk in the aggregate to which Fel is 15 guess, | would say FeI is of somewhat higher
16 exposed is at least as high aswhen it was 16 businessrisk, but Newfoundland Power does
17 last assessed in 2009 and consequently, in the 17 have its own issues which to me warrant it
18 context of the trend in business risk, FEI has 18 having the common equity ratio that it
19 deemed 40 percent common equity ratio remains |19 proposes, including its relatively small size.
20 at the lower end of areasonable range." But 20 MR. JOHNSON:
21 you didn’t recommend that they get a higher, 21 Q. So just to be clearer on this, taking
22 obviously, common equity ratio in the case of 22 Newfoundland Power asit is, small size,
23 FEI? 23 market dominance, regulatory supportiveness,
24 MS. MCSHANE: 24 all of those things, on abusinessrisk basis,
25 A. | didnot recommend and the company didnot |25 would Fel have lessrisk or more risk than
Page 94 Page 96
1 request a higher common equity ratio. 1 Newfoundland Power?
2 MR. JOHNSON: 2 MS.MCSHANE:
3 Q. Mr. Chairman, | wonder -- it isabout 10 to 11 3 A. FEl hasmorerisk with the sizeissue aside,
4 -- if we could have alittle break and then 4 I think that they’re relatively similar if you
5 I'll just gather myself a Bit. 5 consider the size issue.
6 CHAIRMAN: 6 MR. JOHNSON:
7 Q. Sure. We'reback again at say 20 after? Is 7 Q. Ms. McShane, if you could turn up the overview
8 that -- we agreed for ahalf hour break at 8 again of the summary of your recommendations,
9 11:00, so 20 after we shall reconvene. 9 that was the Cross-Ex aide that we referred to
10 (BREAK - 10:47 am.) 10 earlier.
11 (RESUME - 11:24 a.m.) 11 KELLY, Q.C:
12 MR. JOHNSON: 12 Q. Therecommendations?
13 Q. Ms. McShane -- want me to proceed, Chairman? |13 MS.GLYNN:
14 CHAIRMAN: 14 Q. Information Item No. 3
15 Q. Ohyes, I'msorry. Sure, absolutely. 15 MR. JOHNSON:
16 MR. JOHNSON: 16 Q. InfoNo. 3. Just to circle back for asecond
17 Q. Ms. McShane, just to finish off the discussion 17 and then we' re going to talk about the market
18 we're having, Ms. McShane, we have obviously |18 risk premium in more particulars, but aswe've
19 discussed before the break the specific 19 noted, your overall recommendation has come
20 business risks of FEl relative to the 20 down 50 basis points from 11 to 10.5 percent
21 categories of business risk that you've 21 for Newfoundland Power and certainly if we
22 outlined and my question would be: how would |22 took out thelarger floatation and compared
23 you judge Newfoundland Power’ s businessrisks |23 liketo like from last time, we'd go from 11
24 relative -- or business risk relative to Fel? 24 percent to 10 percent in terms of the
25 Y ou have stated, as you know, that generically 25 floatation allowance being the like to like
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1 and Ms. McShane, what | do notice is that the 1 down?
2 market -- the overall expected market return, 2 MS. MCSHANE:
3 which would be the risk free rate in 2010 plus 3 A ldon't think that there's necessarily any
4 the market risk premium, if we added the 425 4 inconsistency. Not all cost of capital move
5 and the 6.75, we'd cometo about 11 percent 5 exactly together all the time.
6 and thenif we go overto the 2013- 2014 6 MR. JOHNSON:
7 column, we see a 3.5 risk free on an 8 percent 7 Q. Andinterms of the October 2009 column, that
8 risk premium, so 11 and a half percent. So 8 was the date of the actual hearing when you
9 whilst the cost of equity is falling for 9 werein testifying?
10 Newfoundland Power, it's evidently going up 10 MS. MCSHANE:
11 for the market and just liketo have an 11 A. Yes
12 explanation for why that would be the case. 12 MR. JOHNSON:
13 MS. MCSHANE: 13 Q. July 2012 column, that’s when you were
14 A Wdl, it's partly a function of the 14 preparing this particular testimony?
15 application of different tests and the 15 MS. MCSHANE:
16 different test results, but with respect to 16 A. Yes
17 the return for the market, as you pointed out 17 MR. JOHNSON:
18 these estimates, | mean | think if you look at 18 Q. And would you be able to provide by
19 page -- sorry, 1I'm back inmy BC testimony. 19 undertaking an update to date of the column,
20 If you look at page 47 of the testimony and 20 so that we could have January of 20137
21 Table8 where there’'sa comparison of the 21 MS. MCSHANE:
22 conditions affecting the overall market in mid 22 A. | should be ableto do that, yes.
23 2012 when | prepared thisevidence versus 23 MR. JOHNSON:
24 October 2009, you can seethat if | look at 24 Q. That Tsx figure, | takeit, would have gone up
25 the bottom three linesof thetable where 25 afair bit since July of 20127
Page 98 Page 100
1 thereisa estimate of the forward earnings 1 MS. MCSHANE:
2 yield on the S& P 60 and what thisis intended 2 A TheTsx-
3 to show, these last threelines, is to show 3 MR. JOHNSON:
4 what the trend, general trend in the cost of 4 Q. Priceindex.
5 equity in the market has been since that time 5 MS. MCSHANE:
6 and it indicates that, you know, based on the 6 A. -thecomposite?
7 forward earnings yield that the cost of equity 7 MR. JOHNSON:
8 for the market was higher and because Canada 8 Q Yes
9 Bond Yields werelower, there's a higher 9 MS. MCSHANE:
10 market risk premium today or in mid-2012 when |10 A. | think it’s-- right now, it’s around 12,500.
11 this was done than there was the last time we 11 MR. JOHNSON:
12 were here before the Board. 12 Q. Andinterms of your present overall market
13 Asregard the utility specificaly, | 13 return estimate of 11 and ahalf percent,
14 mean, there are other tests that are used to 14 which fallsout of your report, I'd like to
15 estimate the cost of equity, not just this 15 put some context around that estimate and
16 test. Sooveradl, using the discounted cash 16 seeing you have been comparing October '09 to
17 flow test, for example, that indicates -- that 17 2012 in Table 8, I'd like to just bring you to
18 test indicates a lower utility cost of equity 18 the Board's decision, just for ease of
19 today than in 2009. 19 reference, at page 22 of the Board' s decision
20 (11:30am.) 20 and Order in P.U. 43(2009), in particular
21 MR. JOHNSON: 21 page 22.
22 Q. Sotherewould be nothing consistent, in your 22 KELLY, Q.C:
23 view, with what aregular company, an average |23 Q. Apparently it's not on the electronic version,
24 company could expect its cost of capital going 24 Mr. Chairman.
25 up but the utility’s cost of capital coming 25 MS. GLYNN:
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1 Q. Wecould locate it on the website. 1 MR. JOHNSON:
2 KELLY, Q.C: 2 Q. And Dr. Booth advises me that for equitiesin
3 Q. We'renot connected on this system. 3 the current context, we'd add about two
4 MS. GLYNN: 4 percent to getto the arithmetic return.
5 Q. Okay. 5 Would you accept that type of adjustment in
6 MR. JOHNSON: 6 the context of an 8.5 percent geometric
7 Q. Wadll, I can -- | think we can get by without a 7 return?
8 big delay onit. At page 22 of the Board's 8 MS. MCSHANE:
9 decision, they had set out a table, because 9 A. | think that’sfair.
10 Dr. Booth had commented on the Mercer Report |10 MR. JOHNSON:
11 in the last case and the Board set out Table 1 11 Q. Okay. And soin 2009, the expectation -- this
12 which gave the long term expected returns by 12 would be for the entire market now -- would be
13 asset class as estimated by Mercer. 13 about 10.5 percent on an arithmetic return
14 KELLY, Q.C.: 14 basis in both Canada and United States
15 Q. | will give my copy to the witness so she has 15 equities, okay. Do you accept that?
16 itinfront of her. 16 MS. MCSHANE:
17 MR. JOHNSON: 17 A. Wdl, that’swhat Mercer isindicating.
18 Q. Now Ms. McShane -- Jackie, it'snot going to 18 MR. JOHNSON:
19 come up on thisanyway, isit? 19 Q. That'swhat Mercer says. And the fixed income
20 MS. GLYNN: 20 of 4.4 percent, soif we werelooking at
21 Q. No. 21 trying to derivea premium, just toget a
22 MR.HAYES: 22 sense of a premium at that time, would we say
23 Q. Should beable to getit in acouple of 23 10.5 percent lessthe 4.4 and come up with
24 minutes. 24 what the premium would be?
25 MR. JOHNSON: 25 MS. MCSHANE:
Page 102 Page 104
1 Q. Okay. 1 A. No, because fixed incomewould include more
2 MS.GLYNN: 2 than just -
3 Q. P.U.43(2009). 3 MR. JOHNSON:
4 MR. JOHNSON: 4 Q. Morethan just long Canada s?
5 Q. Yes 5 MS. MCSHANE:
6 MS.GLYNN: 6 A. Right.
7 Q. If youjust click on Reasons for Decision. 7 MR. JOHNSON:
8 MR. JOHNSON: 8 Q. Right. Soitwould be perhapsalittle more
9 Q. Tablel andit showswhat Mercer had been 9 than six basis points for long Canada’ s?
10 saying in relation to the long term expected 10 MS. MCSHANE:
11 returns. Now | know these are not arithmetic 11 A. | don’'t know what the six basis pointsis.
12 returns. These are geometric returns. But it 12 MR. JOHNSON:
13 says Canadian equity is eight and a half. us 13 Q. That would be the spread between the
14 equity is eight and a half. Fixed income, 14 arithmetic 10.5 and the 4.4, becauseyou're
15 that would be basically bonds at 4.4 percent. 15 saying long Canada' s would be a little less
16 Now Ms. McShane, as you' re no doubt aware, we 16 than 4.4. Would that be right?
17 don't look at the arith -- the geometric 17 MS. MCSHANE:
18 returns. We look at arithmetic. And my 18 A. Wdll, | don't know what the fixed income
19 understanding, Dr. Booth tells me that we add 19 breakdown is that they’ re assuming, so | don’'t
20 half the variance of the annual rate of return 20 -1 can'treally tell youwhat adjustment
21 to arrive at the expected arithmetic rate of 21 you'd need to makeuntil |1 knew what the
22 return. You'refamiliar with that type of 22 portfolio of fixed income security means.
23 adjustment? 23 MR. JOHNSON:
24 MS. MCSHANE: 24 Q. Okay. For present purposes, let’sjust stick
25 A. lam. 25 to equitiesthen, and we have 10 and ahalf
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1 percent, and | takeit that’s sort of along 1 that -- in footnote 3 that the arithmetic
2 term expected return, like a 10-year type of 2 rates of return were provided by the company’s
3 andysis. Is that what Mercers usually 3 actuaries, Mercer CanadalLimited. So that
4 provides? 4 would be the full arithmetic return of 9.9,
5 MS. MCSHANE: 5 according to at least Mercer, and that
6 A. |don’t know what the Mercer numbers represent 6 assessment would obviously be somewhat less
7 here. 7 than what you would put forward at 11 and a
8 MR. JOHNSON: 8 half percent, would it not?
9 Q. Okay. 9 MS. MCSHANE:
10 KELLY, Q.C. 10 A ltisless, yes.
11 Q. I'mnot sureit’s realy fair to ask this 11 MR. JOHNSON:
12 witness to interpret information from another 12 Q. Yeah, and have you seen anything more recent
13 report which she doesn’'t have the report. 13 from Mercer in terms of what the arithmetic
14 MR. JOHNSON: 14 return would be on a go-forward basisin any
15 Q. Wdl, we're merely looking at atablethat’s 15 regulatory proceedings?
16 inthe Board' sdecision and| could go to 16 MS. MCSHANE:
17 another reference. 17 A. I’'msurel saw something in the BC proceeding,
18 KELLY, Q.C. 18 but it was confidential and | don’t remember
19 Q. But the questions go to what are the 19 what the specifics of it were.
20 underlying assets within -- that make up that 20 MR. JOHNSON:
21 portfolio. That'sthe concern. Asking this 21 Q. Soyou had to sign aconfidentiality agreement
22 witness to speculate on what is in that 22 in relation to that?
23 portfolio is not terribly helpful, | wouldn’t 23 MS. MCSHANE:
24 think, Mr. Chairman. 24 A. | must have, because | was asked some
25 CHAIRMAN: 25 questionsin camera about it.
Page 106 Page 108
1 Q. Your concernis that she'sbeen asked to 1 MR. JOHNSON:
2 interpret information provided by another 2 Q. Andwho commissioned the report?
3 source. 3 MS. MCSHANE:
4 KELLY, Q.C.: 4 A. Excuse me?
5 Q. Without the makeup of the portfolio that makes 5 MR. JOHNSON:
6 up that data. 6 Q. Do youknow who commissioned the report or who
7 CHAIRMAN: 7 got the report from Mercers?
8 Q. Without the context, yeah. 8 (11:45am.)
9 KELLY, Q.C.: 9 MS. MCSHANE:
10 Q. That'stheconcern| have. 10 A. Waell,itwas filed -- my recollection isit
11 MR. JOHNSON: 11 was adocument that was filed in response to
12 Q. Actualy we could just focus on the equities. 12 one of the minimum filing requirements, so it
13 | mean, the witness has agreed that if you 13 would have been adocument that was obtained
14 look at those equity returns on an arithmetic 14 by FElI.
15 basis, you're up around ten and a half percent 15 MR. JOHNSON:
16 and that’ s sufficient for my discussion with 16 Q. Okay. And anyway, sothe Board in BC actually
17 thewitness. Andin connection with Mercer, 17 went in camera and you had to sign a
18 Ms. McShane, if we could turn up CA-NP-382? 18 confidentiality as Dr. Booth did?
19 And in connection with that, 1’d like you to 19 MS. MCSHANE:
20 gotoTable 1. And asl understand it, in 20 A. | musthave. | don't recall having done so,
21 this response, Newfoundland Power provides, in |21 but | did seethe document and | was asked
22 Table 1, pension plan assets, equities and 22 questions about it.
23 bonds and it says expected rate of return for 23 MR. JOHNSON:
24 equitiesis 9.9 percent. Thisis-- and they 24 Q. Would you be able to check and see whether or
25 say at the bottom, in the footnote, | believe, 25 not you in fact did have to sign a
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1 confidentiality agreement in relation to that 1 Q. Wadl, asl recal, you thought | was spending
2 document? 2 alot of timetrolling around Usdataat one
3 MS. MCSHANE: 3 point. But Mr. Chairman, here' sthe point
4 A lcan,yes. 4 from my perspective, if thiswitness isnot
5 MR. JOHNSON: 5 under a confidentiality in relation to a
6 Q. Okay, andjust- 6 document that bears upon an assessment of
7 KELLY, Q.C.. 7 equity returns over a period of time, a
8 Q. |l don'tknow wherethisgoes, Mr. Chairman, 8 document that a brother or sister regulator is
9 because as the witness has already explained, 9 going to be taking on board in terms of its
10 apparently that’s an in-camera hearing before 10 determining of fair return on equity for cost
11 the Bc Public Utilities Board. It's not 11 of capital in British Columbig, if thereisno
12 information that Newfoundland Power has. It's |12 impediment to the witness providing it, why
13 information that was conducted in a 13 wouldn’t she -- why wouldn’t we provide it and
14 privileged, confidential hearing in camera 14 then it’'ll probably go to weight as to what we
15 before the British Columbia Utilities Board. 15 do withit.
16 So | don’t think it is appropriate to ask this 16 CHAIRMAN:
17 witness questions in a public forum that go to 17 Q. Butl thought | understood that the report
18 that -- go to whatever was conducted. 18 itself was presented in aprivileged context
19 Secondly, thisreport, | gather, hasto 19 and cloaked in privilege. Isthat correct?
20 do with another utility and its pension 20 KELLY, Q.C:
21 assets. Theinformation with respect to 21 Q. That's my understanding, and it was
22 Newfoundland Power’s pension assetsisalready |22 proprietary information of Mercers.
23 in theRFI response, whichis before the 23 CHAIRMAN:
24 Board. 24 Q. Soitwouldn't beavailableto us, would it?
25 MR. JOHNSON: 25 KELLY, Q.C..

Page 110 Page 112
1 Q. Firstofal, | don'tknow what Mr. Kelly’s 1 Q. Not-
2 basisfor saying that it was particular to 2 CHAIRMAN:
3 FEI'S pension assetswere, as opposed to 3 Q. | mean, the report, if it's privileged,
4 something more generic. | think thereisa- 4 obvioudly it's confidential presented in an
5 KELLY, Q.C. 5 in-camera proceeding, it’s not available for
6 Q. Wdl,l- 6 us in substance, so | don’t know what -
7 MR. JOHNSON: 7 MR. JOHNSON:
8 Q. Hemust know something about it. 8 Q. | thinkthat's thevery issue, | think, Mr.
9 KELLY, Q.C: 9 Chairman. Theissueisif Ms. McShaneis not
10 Q. |stand corrected. | don't know precisely 10 impeded, by virtue of having signed a
11 what -- whose pension assets it was. That was 11 confidentiality agreement, to provide the
12 not the point | was trying to make. The point 12 document, then it would be for thisBoard to
13 | wastrying to make isinsofar as this 13 determine whether it needs to do something in
14 hearing isin relation to Newfoundland Power, 14 camera or confidential or whatever, which
15 382, whatever the number is, givesyou the 15 you'd have to assess. But I'm at the
16 information with respect to those assets 16 threshold question as to whether this witness
17 within Newfoundland Power’s pension plan. 17 isimpeded from providing the document by way
18 This hearing is about Newfoundland Power. We |18 of having signed a confidentiality.
19 spent a lot of time this morning trolling 19 KELLY, Q.C.
20 around about other utilities operating 20 Q. My friend provided the undertaking that Dr.
21 characteristics, et cetera. |I’'mnot sure 21 Booth signed and that document indicated that
22 frankly where all that gets us, but there 22 it was imposed as a condition of an order of
23 comes a point where we have to focus on what 23 the British Columbia Utilities Commission. So
24 relates to Newfoundland Power. 24 it appears, from what -- we have no direct
25 MR. JOHNSON: 25 knowledge, but it appears from what the

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

Page 109 - Page 112




January 14, 2013

Multi-Page™

Page 113 Page 115
1 Consumer Advocate hasprovided to us, that 1 KELLY, Q.C:
2 thisis: a proprietary information belonging 2 Q. Exactly. It's apparently -- from what |
3 to Mercersand | gather some other entity; b. 3 understand, largely from information provided
4 imposed as a condition by the British Columbia 4 by my friend, it is proprietary information to
5 Utilities Commission; and c., as Ms. McShane 5 Mercers and some other entity. It'snot even
6 has indicated, conducted in a closed hearing. 6 information that Newfoundland Power, the
7 Sowe - 7 applicant before this Board, has.
8 MR. JOHNSON: 8 CHAIRMAN:
9 Q. Theonly difficulty with Mr. Kelly is he's 9 Q. Okay. Lawyers.
10 under the supposition that Ms. McShane hasin 10 MR. JOHNSON:
11 fact signed such a confidentiality and - 11 Q. Can'tlivewiththem. Can't live with them.
12 CHAIRMAN: 12 MR. HAYES:
13 Q. Dr. Booth has, hasn't he? Did you say that? 13 Q. Mr. Johnson, isthat the correct document on
14 MR. JOHNSON: 14 the screen?
15 Q. He has. He has, but Ms. McShanewas an 15 MR. JOHNSON:
16 advisor of Fel, the very people who 16 Q. No, November 13th, 2012.
17 commissioned the report, and she doesn’t know |17 MS. GLYNN:
18 whether she signed one. And all I'veasked 18 Q. Andthiswill bemarked as Information Item
19 her isto determine whether she has in fact 19 No. 7.
20 signed one, and then we'll have to do what we 20 MR. JOHNSON:
21 do. 21 Q. Thisdocumentisa fairly recent observation
22 CHAIRMAN: 22 from TD Economics and I'd liketo refer you
23 Q. I mean,is it not very difficult for you to 23 specifically, Ms. McShane, to page three and
24 find out whether you in fact have signed this? 24 particular Table1. And this document, this
25 MS. MCSHANE: 25 box again gives the expected returns by asset
Page 114 Page 116
1 A, That'strue. It wouldn't be very difficult to 1 class over bonds and equitiesand at the
2 find out. 2 bottom, it says "the returns are expressed as
3 CHAIRMAN: 3 geometric annual averages over the next ten
4 Q. Solet’sjust passon and we'll find out and - 4 years' and you observe what they’re saying
5 KELLY, Q.C.: 5 about equities in the United States and
6 Q. Iljust wantto makeit clear, whether the 6 Canada, the geometric return, right, seven
7 witness hasin fact signed an undertaking or 7 percent.
8 not does not solve the other problems 8 MS. MCSHANE:
9 associated with the production of that report 9 A. That'sthe uss&P500.
10 in this forum. 10 MR. JOHNSON:
11 CHAIRMAN: 11 Q. That would be the whole of the market?
12 Q. Okay. 12 MS. MCSHANE:
13 KELLY, Q.C.: 13 A. The S&P 500 would, which is the largest
14 Q. Andjust - 14 companiesin the us.
15 CHAIRMAN: 15 MR. JOHNSON:
16 Q. Yeah, that's-- yeah, okay. 16 Q. Right, and then other developed countries,
17 MR. JOHNSON: 17 including Canada, they’ re saying seven percent
18 Q. Now in relation then, let's goto another 18 for their equities as well?
19 cross aide, having to do with TD Economics. 19 MS. MCSHANE:
20 That on€’ s publicly available, so we can look 20 A. That'swhat their estimateisfor ten years.
21 at that one, dated November 13, 2012. 21 MR. JOHNSON:
22 CHAIRMAN: 22 Q. Yes, and that would be about nine percent, if
23 Q. Justtogo back quickly. If it'saprivileged 23 we converted it to an arithmetic basis?
24 document, then a copy is not publicly 24 MS. MCSHANE:
25 available anyway. 25 A. That would be their estimate based on an
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1 arithmetic trandlation, yeah. 1 and we'll come to some of the tests in your
2 MR. JOHNSON: 2 evidence, et cetera, but you know where Dr.
3 Q. Right. And you accept the arithmetic 3 Booth is interms of what he'ssaying the
4 trandation. But in termsof the bonds, 4 market risk premium is?
5 they’'re a total of 3.75 percent, including 5 MS. MCSHANE:
6 treasuries, corporates and municipal bonds, 6 A. |do.
7 and in termsof the risk premium that that 7 MR. JOHNSON:
8 would imply, could you give us a sense of what 8 Q. Whatishesayingitis?
9 the risk premium would be implied over bonds 9 MS. MCSHANE:
10 if we're taking about arithmetic equity 10 A. Wdl,it's not assimple asanumber. His
11 returns of about nine percent? 11 market risk premium isin the range of fiveto
12 MS. MCSHANE: 12 six before he makes other adjustments, which
13 A. Wdl, you would need to do some adjustmentto |13 would result in ahigher market risk premium
14 the bonds for arithmetic averages, | guess, 14 than the base five to six percent.
15 and again, it'snot too clear what the 3.75, 15 MR. JOHNSON:
16 what the breakdown is, but | mean, | suppose 16 Q. You'refamiliar with the Fernandez survey that
17 you could look at it being, you know, 17 Dr. Booth refersto in his evidence?
18 approximately nine minus 3.75. 18 MS. MCSHANE:
19 MR. JOHNSON: 19 A. lam.
20 Q. Sothat would be 5.25? 20 MR. JOHNSON:
21 MS. MCSHANE: 21 Q. Andif | could turn you to Dr. Booth’' s report,
22 A. That would be, you know, what they’relooking |22 particularly Appendix B at page 117?
23 at in terms of next ten years. 23 MS. MCSHANE:
24 MR. JOHNSON: 24  A. Taking about Table 2?
25 Q. And this, again just putting it al in 25 MR. JOHNSON:
Page 118 Page 120
1 perspective, in terms of these risk premiums 1 Q. Thisisareport that isactually referenced
2 or the going forward, and so if they -- if we 2 or the Fernandez survey is actually referenced
3 just look at that and say we'll take that on 3 in the Board' s decision from last time, and at
4 board and say that’ s about five and a quarter, 4 that time, beforethe Board therewas just
5 that isafair bit lower than your market risk 5 evidence of what the market risk premium was
6 premium that we're talking about of eight 6 used in 2008 and at that time, the survey was
7 percent, right, because your market risk 7 884 finance professors. Do you recall that?
8 premium has actually gone up from the last 8 MS. MCSHANE:
9 hearing and now it s up around eight percent. 9 A. No, not specifically, but I'll take that
10 Whereasif we look at TD, they're saying if 10 subject to check.
11 you look on ago-forward basis, asyou said, 11 MR. JOHNSON:
12 the risk premium isabout five and a quarter 12 Q. Okay. You are aware, as Dr. Booth sets out at
13 percent essentialy, and do you not accept 13 the bottom of page 11, that Professor
14 that that’sa big spread between what abig 14 Fernandez has followed up on this survey and
15 group like TD is saying and you' re saying? 15 has extended the survey in each of the years
16 MS. MCSHANE: 16 2009 up to 2012. You're familiar with that?
17 A. It'sabigdifference. | do have an analysis 17 MS. MCSHANE:
18 set out in my testimony which explainswhy | 18 A. Yes
19 have the risk premium where it isand it does 19 MR. JOHNSON:
20 have a lot to do with, you know, the 20 Q. FromtheBctestimony, for instance?
21 difference between where we arein terms of 21 MS. MCSHANE:
22 long Canada bond yields today versus what the 22 A. Yes
23 long term average was in the past. 23 MR. JOHNSON:
24 MR. JOHNSON: 24 Q. Andyou'reaware that it’s been extended to
25 Q. Okay. Well, if you'reup at eight percent, 25 include financial analysts and companies as
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1 well as professors of finance? 1 MS. MCSHANE:

2 MS. MCSHANE: 2 A | seethatit’'slowerin 2012 thanitwasin

3 A. Yes 3 2008.

4 (12:00 p.m.) 4 MR. JOHNSON:

5 MR. JOHNSON: 5 Q. Andit'slower in2012. At 2012, it'sfive

6 Q. Andhegoesontosay, a page 12, that this 6 and a half andit's lower than 2009. It's

7 Fernandez survey was answered by 7192 7 lower than 2010 and it’s slightly lower than

8 respondents out of about 21 and a half 8 2011, correct?

9 thousand e-mails sent out, and he notes only 9 MS. MCSHANE:

10 47 said the cAPM was not very useful, but then 10 A. Yes, that'swhat the numbers show.
11 he notes that of the 2,223 usresponses, the 11 MR. JOHNSON:
12 average market risk premium estimate was five 12 Q. Sothisextensive survey not only shows that
13 and a half percent and the median was 5. 4 13 your market risk premium is high, but it shows
14 percent, and he reportsthat for Canada, the 14 that you are going in the opposite direction
15 results were reversed with amedian market 15 because in 2010, your market risk premium was
16 risk premium of five and a half percent and an 16 6.75 percent. These guysand gals are coming
17 average of 5.4 percent. Henotes that the 17 down and you' re going up. Do you find that at
18 maximum estimate of the market risk premium by 18 al striking?
19 the 94 Canadian respondentswas ten and a 19 MS. MCSHANE:
20 half. That's the maximum. The minimum, 3.4. 20 A. Wédl, | understand that it's different and |
21 But he notes 75 percent were at six or less, 21 explainin my testimony why | believe that
22 Ms. McShane, and in terms of that, | mean, you 22 based onthe analysis I'vedone that the
23 would be substantially higher at eight percent 23 equity risk premium ishigher at lower bond
24 than the median inthe United States, the 24 yield than it is at higher bond yields.
25 median in Canada, the averagein the United 25 MR. JOHNSON:
Page 122 Page 124

1 States, the averagein Canada, by a big 1 Q. Soyour evidenceisthat it'sdirectionaly

2 margin. 2 gone up?

3 MS. MCSHANE: 3 MS. MCSHANE:

4 A | agree that my estimated risk premium is 4 A Yes

5 higher than these surveys indicate. 5 MR. JOHNSON:

6 MR. JOHNSON: 6 Q. Let'stalk about 2009. The financial markets

7 Q. And hegoeson to say that "Fernandez surveys 7 in 2009, Ms. McShane, what were they like?

8 have discovered that professorsof finance 8 MS. MCSHANE:

9 have traditionally been high in their market 9 A. Wadll, it depends on when you' re talking about
10 risk premium estimates, which wasin part due 10 in 2009. 2009 conditions changed considerably
11 to their use of historic estimates. Thisis 11 over the course of that year.

12 still true in the United States where the 12 MR. JOHNSON:

13 average market risk premium estimate of 13 Q. When were they the worst?

14 professors of finance was 5.6 percent versus 14 MS. MCSHANE:

15 five percent for analysts and 5.5 percent for 15 A. Probably March.

16 companies. However, in Canada thisis no 16 MR. JOHNSON:

17 longer true as professors of finance are at 17 Q. Andwasit al fixed up by April?

18 5.4 percent, the same as companies, while 18 MS. MCSHANE:

19 analysts are at 5.9." And this is 19 A. No,wasn't -- it'snot al fixed up now.

20 interesting, at line 12, " Professor Fernandez 20 MR. JOHNSON:

21 reports the trend over time and the estimate 21 Q. Butthey -- and so -

22 of the market risk premium for the United 22 MS. MCSHANE:

23 States where are the most responses as 23 A. But by the time the hearing took place, there
24 follows:" and do you see how it trends over 24 had been considerable improvement in market
25 time, Ms. McShane? 25 conditions.
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1 MR. JOHNSON: 1 or in the immediate aftermath of them having
2 Q. AndtheGrA of Newfoundland Power wasfiled | 2 been the lowest?
3 May 10th, 2009. Would you take that? 3 MS. MCSHANE:
4 MS. MCSHANE: 4 A. They would have -- it would have been prepared
5 A Yes 5 around thetime of the worst part of the
6 MR. JOHNSON: 6 crisis.
7 Q. Andyou filedyour reportin May of 2009, 7 MR. JOHNSON:
8 right? 8 Q. Andyou'refamiliar with the concept of the
9 MS. MCSHANE: 9 yield on the TSx composite?
10 A. | did, and addressed at the hearing the 10 MS. MCSHANE:
11 changesin the capital market conditions that 11 A Yes |lam.
12 had occurred since the evidence was filed. 12 MR. JOHNSON:
13 MR. JOHNSON: 13 Q. Andwould you accept, subject to check, that
14 Q. Yes andasl recall, thedight change that 14 your report, at page 129, in your last -- in
15 made a difference to one of your teststhat 15 the last GRA report, you said that theyield
16 had no bearing or impact upon your return on 16 on the Tsx was about 4.2 percent?
17 equity for Newfoundland Power for 2010, 17 MS. MCSHANE:
18 correct? 18 A. | would take that, subject to check, yes.
19 MS. MCSHANE: 19 MR. JOHNSON:
20 A. | don't believe that | changed the 20 Q. Atpage129. And are you aware what the yield
21 recommendation, no. | think you'reright. 21 on the Tsx composite index is now?
22 MR. JOHNSON: 22 MS. MCSHANE:
23 Q. That'sright. And inpoint of fact, your 23 A. Not specifically today, no. | knew what it
24 written evidencethat was filed May 10th, 24 wasin July.
25 obviously you didn’t start work on that, you 25 MR. JOHNSON:
Page 126 Page 128
1 know, the week before. Y ou had been at that - 1 Q. Would you accept, subject to check, that as of
2 MS. MCSHANE: 2 January 11th, 2013, that the yield on the TSX
3 A. Youdon't think so? No, that'strue. | mean, 3 composite index is three percent?
4 | had spent awhile doing that. | mean, made 4 MS. MCSHANE:
5 sure that by the time it was filed we had the 5 A. That sounds about right, yes.
6 most recent data that was reasonably available 6 MR. JOHNSON:
7 intimeto haveit filed. 7 Q. Anddirectionally, what doesthat say to you
8 MR. JOHNSON: 8 that it’s gone down from the 4.2 percent?
9 Q. Your report, you were working on your report 9 MS. MCSHANE:
10 through April month and you were probably at 10 A. Wdl,all other thingsequal, it would bea
11 your report in March month? 11 reduction in the cost of equity. | mean, you
12 MS. MCSHANE: 12 haveto look at how that relates to growth
13 A. True. 13 expectations, but all other things equal, it
14 MR. JOHNSON: 14 would be considered adeclining trend in the
15 Q. Yeah. And March of 2009, | mean, that had to 15 cost of capital from that point in time.
16 bethe lowest part of the equity market. | 16 MR. JOHNSON:
17 mean, that’ s when she really troughed out. Is 17 Q. Andwould you accept that at the time of your
18 that right? 18 report in 2009 that at page 139 of your
19 MS. MCSHANE: 19 report, that you stated that the volatility
20 A. | think it was March Sth, if | recal 20 index had averaged over 40 in the first
21 correctly, that the market hit its trough. 21 quarter of 2009? Y ou recall referring to the
22 MR. JOHNSON: 22 volatility index?
23 Q. Yeah. And so, would you agree with me that 23 MS. MCSHANE:
24 the bulk of your testimony wasin fact written 24 A. | don't recal specificaly, but I’'m familiar
25 when either the markets were at their lowest 25 with that level.
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1 MR. JOHNSON: 1 MS. MCSHANE:
2 Q. Pardon me? 2 A. Yes
3 MS. MCSHANE: 3 MR. JOHNSON:
4 A I'mfamiliar with that level of volatility at 4 Q. Werefinancial experts, werethey thinking
5 that point in time. 5 that things were going to be improving over
6 MR. JOHNSON: 6 2010, 2011, 2012 relative to where they'd
7 Q. Right. Andwould you accept, again subject to 7 been?
8 check, that as of January 11th, 2013, that the 8 MS. MCSHANE:
9 volatility index is down to 13? 9 A Yes
10 MS. MCSHANE: 10 MR. JOHNSON:
11  A. | haven't looked at it in thelast couple of 11 Q. Andtheinterest rate outlook was looking up,
12 days, but | know the volatility has been lower 12 interest rates were expected to increase?
13 inthelast little while than it was when | 13 MS. MCSHANE:
14 prepared this evidence. 14 A Yes
15 MR. JOHNSON: 15 MR. JOHNSON:
16 Q. Haveyou -- you've referred to the volatility 16 Q. Andrecovery was expected?
17 index in your reports. 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. Yes, I mean thisisall set out basically |
19 A. | do,yes, on page4l. 19 think in my testimony where | go through what
20 MR. JOHNSON: 20 basically happened sincethe time of the
21 Q. Page4l, and sometimes| think you refer to it 21 hearing in 2009.
22 asthe fear index. 22 MR. JOHNSON:
23 MS. MCSHANE: 23 Q. Andyour report indicates, | think, that the
24 A. | think -- I'm not sure | referred to it here 24 Board should pay attention to what has
25 asthat, but that’s - 25 happened between 2009 and the date of this
Page 130 Page 132
1 MR. JOHNSON: 1 hearing, correct?
2 Q. Andwhenwe say fear, F-E-A-R. 2 MS. MCSHANE:
3 MS. MCSHANE: 3 A Wadll think what | wastryingtodo wasto
4 A Yes, fear. 4 give the Board an appreciate of, you know how
5 MR. JOHNSON: 5 much change there’' s been, ups and downs, since
6 Q. Sowhat doesit indicate, MS. McShane, if as 6 it last looked at the cost of capital in 2009.
7 we' veindicated to you the vics (phonetic) has 7 MR. JOHNSON:
8 dropped, you know, to that level, what does 8 Q. Andl'vejust pointedtoyouto thingsthat
9 that tell you about volatility in the market? 9 have changed favourable since 2009, haven't 1?
10 MS. MCSHANE: 10 MS. MCSHANE:
11 A. It meanstoday, compared to say March, 2009, 11 A. Sincethey have improved, since March 2009 for
12 that investors expect less volatility. 12 sure.
13 MR. JOHNSON: 13 MR. JOHNSON:
14 Q. And asof the date of--as of the late fall of 14 Q. And since thetime of your report, for sure.
15 2009, were financial thinkers thinking there 15 MS. MCSHANE:
16 was going to bea pick up over 2010, 2011, 16 A. Wdl, of course, | mean the report was, as you
17 2012, at that point in time? 17 say, focused on a period prior to when it was
18 MS. MCSHANE: 18 filed, but of course, when the hearing
19 A. Sorry? What point are we talking about? 19 occurred, 1 mean the Board did have the
20 MR. JOHNSON: 20 benefit of what had been going onin the
21 Q. Asof around the time of the hearing, we're - 21 market from March or since before March,
22 MS. MCSHANE: 22 actually, but from the worse of financial
23 A. Okay, so October, late Octaber. 23 crisisto the latter part of 20009.
24 MR. JOHNSON: 24 MR. JOHNSON:
25 Q. October, November. 25 Q. Yeah. If | could turn you to documentation or

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

Page 129 - Page 132




January 14, 2013

Multi-Page™

NL Power Inc. 2013 GRA

Page 133 Page 135

1 adocument by RBC dated November 6th, 2009. 1 terms of economic conditions, yes, thereis

2 MS. GLYNN: 2 some relevance in it.

3 Q. That would be entered as Information Item No. 3 CHAIRMAN:

4 - 4 Q. Ithassome indicative value, but it hasno

5 KELLY, Q.C.: 5 fundamental value because the author is not

6 Q. Note, Mr. Charman, while the information 6 here to be cross-examined. That’s what you're

7 request is coming up that none of the authors 7 basically saying.

8 of these reportsfrom TD or RBC are on the 8 KELLY, Q.C:

9 Consumer Advocate switness list for this 9 Q. Exactly,and you can't drill downto what
10 hearing and so, while I’m not objecting to the 10 formsthe more important components of them
11 cross-examination, the underlying data and 11 trying to extrapolate out market portfolios,

12 conclusionsin relation to these reports | 12 risk premiums, et cetera, and Mr. Chairman you
13 takeit are never going to be proven in this 13 obviously have the point.
14 hearing, so I’'m not sure where this advances 14 CHAIRMAN:
15 the boat at the end of the day, so to speak. 15 Q. Because | wanted to introduce one
16 | smply makethat observation while the-- 16 (unintelligible) because! thought it was
17 because if the report is not proven, we have 17 interesting. Anyway, no, no, well | take your
18 no basis to judge what the content of that is 18 point, but | guess we can, | mean do you want
19 and how that particular witness cameto that 19 toalow asbroad apossible discussion on
20 particular conclusion. For example, we have 20 these issues aswe can and | mean, the Board
21 the TD one where my friend went from 21 in itsdeliberations will attach, | would
22 adjustments from geometric to arithmetic, then 22 hope, appropriate significanceto any of the
23 looked at the portfolio, it's not even the 23 information that’s put into--I guess not
24 Long Canada Bond portfolio, so there sawhole |24 evidence, isit, in this case, that’s put into
25 bunch of information which is not provided in 25 the record.
Page 134 Page 136

1 the report. 1 (12:15p.m.)

2 CHAIRMAN: 2 KELLY, Q.C:

3 Q. Yes 3  Q Wall, exactly, it'snot evidence on the cost

4 KELLY, Q.C. 4 of capital for the utility. At the end of the

5 Q. AndI simply observe thereislimited utility 5 day the Board hasto decide based upon the

6 in thisprocess simply interms of these 6 evidence that it has heard from the witnesses

7 reports, smply because | take it these 7 and the reports that are filed.

8 witnesses are not coming to explainto the 8 CHAIRMAN:

9 Board how they went about reaching their 9 Q Yes
10 conclusions. 10 KELLY, Q.C.:

11 CHAIRMAN: 11 Q. Soit’'s acautionary notice that you can't

12 Q. Uh-hm. 12 simply extrapolate something from a report
13 MR. JOHNSON: 13 whichis not proven and usethat. Yes, it

14 Q. Wdl the Conference Board of Canadais not 14 tellsyou something about general economic
15 coming and that's a report that Newfoundland 15 conditions, but you can read the newspaper and
16 Power filed with their documentation. Y ahoo 16 get that. Anyway, | -

17 isnot coming and Reutersis not coming. | 17 CHAIRMAN:

18 mean that’s not to say that the Board can 18 Q. Youcan't read the newspaper.

19 closeits mind to what financial institutions 19 MS. GLYNN:

20 are saying, whether it be Mercersor TD or 20 Q. Thereisno objection to the information being
21 RBC, | mean, to say it’s not relevant - 21 filed.

22 KELLY, Q.C. 22 KELLY, Q.C.

23 Q. No, and | want to makeclear | didn't say it's 23 Q. There sno objection, it’ -

24 not relevant becausein so far as we're 24 MS. GLYNN:

25 talking about financial markets generaly, in 25 Q. Andthiscan be addressed during -
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1 KELLY,Q.C: 1 Q. If wecould just turn to page 8.

2 Q. -theobservation asto what use gets made of 2 MS. MCSHANE:

3 it. 3 A. Of thesame-

4 CHAIRMAN: 4 MR. JOHNSON:

5 Q. Yeah. No, no, we'll attach whatever 5 Q. Document.

6 significance we deem to be appropriate to - 6 MS. MCSHANE:

7 GREENE, Q.C.: 7 A. -witness.

8 Q. It'sredly amatter to go to theweight and 8 MR. JOHNSON:

9 it'samatter of argument for submission. If 9 Q. AndthisisCentra Bank Watch and we see at
10 Mr. Kelly isnot objecting to this line of 10 thetop, Bank of Canada. We have Canadian
11 cross, we'rerealy takingtimeto getinto 11 real GDPgrowth and we seeit into negative
12 argument which isn’'t necessary at thistime. 12 territory and the source for this is
13 CHAIRMAN: 13 Statistics Canada and RBC Economics Research
14 Q. Carryonsdir. 14 and they’ re forecasting economic growth after
15 MR. JOHNSON: 15 the trough of " 09 in 2010 and continue on into
16 Q. Thank you, Mr. Chairman. In termsof the 16 2011, correct?

17 financial markets monthly, | think it's sort 17 MS. MCSHANE:
18 of illustrative of at least RBC' s thinking at 18 A. Yes
19 the time because thisis dated November, 2009, 19 MR. JOHNSON:
20 just after the hearing portion concluded and 20 Q. And Federal Reserveissimilarly anticipating
21 if I could just turn you to the interest rate 21 or forecasting U.S. real GDbP growth in 2010,
22 outlook at the time, Ms. McShane, which they 22 2011.
23 haveat page5. Andfor Canada, they were 23 MS. MCSHANE:
24 forecasting and you refer to and consult with 24 A. Yes.
25 materials like thisin your normal practice, | 25 MR. JOHNSON:
Page 138 Page 140

1 would think, as a financial--cost of capital 1 Q. Andthat would befromthe Federal Reserve,

2 expert, would you not? 2 would they be--would the Bank of Canadaand

3 MS. MCSHANE: 3 Federal Reserve be reliable resources, Ms.

4 A | certainly read these kinds of reports, yes. 4 McShane?

5 MR. JOHNSON: 5 MS. MCSHANE:

6 Q. Yes, toinformyoursef asto what others are 6 A. Yes.

7 saying, correct? 7 MR. JOHNSON:

8 MS. MCSHANE: 8 Q. Okay.

9 A. Sure 9 MS. MCSHANE:

10 MR. JOHNSON: 10 A. My report at page 33 refersto the October

11 Q. Sure. and they wereindicating an interest 11 2009 consensus economics, which indicated that
12 rate outlook of the interest rate ticking 12 economists generally anticipated positive real
13 upwards in the first quarter or second quarter 13 GDP growth by--fourth quarter of 2009 and two
14 of 2010, again the third quarter of 2010 and 14 percent--sorry, 2.6 percent real GDP growth in
15 onward into 2011, right? And the sort of same 15 2010.

16 line was being expected in the United States 16 MR. JOHNSON:

17 on their 30 year treasuries at that time. 17 Q. Andsoin late 2009, the Bank of Canada has
18 MS. MCSHANE: 18 Canada in recession from--so we're in

19 A. Right, and | think that’s sort of consistent 19 recession at the time of the hearing, would

20 with where the Board’ s decision wasin 2009. 20 that be correct?

21 I mean, if you look at one underlie their 21 MS. MCSHANE:

22 adlowed rate of return, | recal that it was 22 A. | think that it had not been announced that

23 based on a forecast Long Term Canada Bond |23 the recession was over, it wasin early 2009

24 yield of four and a half percent. 24 that the finance minister announced that there
25 MR. JOHNSON: 25 were signs that the economy was improving. |
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Page 141 Page 143
1 don’'t recall off thetop of my head what the 1 Q. Right,and -
2 specific date that the recession was called 2 MS. MCSHANE:
3 over. 3 A. Andwhether or not they really measure, you
4 MR. JOHNSON: 4 know, the relative risk of a utility
5 Q. I'dliketo talk about the next thing that has 5 fundamentally or not.
6 to do with your market risk premium and that 6 MR. JOHNSON:
7 iISBETA, because it'sonething to say that 7 Q. Andso thedebateis, | guess, what you do
8 the market as a whole can expect a risk 8 with the Betas. So let us turn to your report
9 premium of eight percent, but then we talk 9 for amoment at Schedule 12, which talks about
10 about BETA and the capm and if | could turn 10 the Betas for regulated Canadian utilities,
11 you to Dr. Booth's appendix C, Ms. McShane, |11 and I’ m referring to Schedule 12, page 1 of 6.
12 and particularly page 11, and you' ve read Dr. 12 MS. MCSHANE:
13 Booth’ sreport, obvioudly. 13 A. | havethat.
14 MS. MCSHANE: 14 MR. JOHNSON:
15 A. | have. 15 Q. Ms. McShane, the top part of Schedule 12 on
16 MR. JOHNSON: 16 page 1 of 6, this has what’ s known as the raw
17 Q. Andasyou can see onthat page, on page 11, 17 monthly price betas, and what do you mean by
18 Dr. Booth hasreported on the BETAS for 18 "raw"?
19 Enbridge, TransCanada, Canada Utilities, 19 MS. MCSHANE:
20 TRANSALTA, Emera, Fortis, et cetera, and he 20 A. Raw just meansit’'s a simple regression.
21 reported his own BETAS, he's inthe third 21 There' s no adjustment made to it whatsoever.
22 column, RBC'S BETAS, Google’'s BETAS, and | 22 MR. JOHNSON:
23 guess Ms. McShane, interms of hisreporting 23 Q. Andsoif welook at, say, 2008 for these five
24 of BETAs do you, is there much difference 24 Canadian companies, we have an average or a
25 between yourself and Dr. Booth interms of 25 mean beta of .25, and in 2009, it's .22, .23,
Page 142 Page 144
1 what the BETAs are? 1 .21, and Ms. McShane, if we go down below we
2 MS. MCSHANE: 2 see the adjusted betas. As| seeit, when you
3 A. Intermsof these regressions? No. 3 adjust the betas, they increase in size. For
4 MR. JOHNSON: 4 instance, in -
5 Q. No. Sothere sno dispute there on that and 5 MS. MCSHANE:
6 they would be rather similar to what your BETA 6 A. No, no, notunless they'reunder one. If
7 estimates are for Canadian utilitiesin your 7 they’re over one, they decreasein size.
8 Schedule 12, right? 8 MR. JOHNSON:
9 MS. MCSHANE: 9 Q. But you're putting these through a Blume
10 A. Wdl, | guess-if we could just sort of back 10 adjustment, correct?
11 up. | mean, all these are, are regressions of 11 MS. MCSHANE:
12 changes in prices or changes in returns 12 A. That'swhat it'sbeen termed shorthand-wise,
13 against - for individual companies against the 13 yes.
14 market. So the differences are going to stem 14 MR. JOHNSON:
15 from what period they’ re estimated over, what 15 Q. And that's whenyou take betas, observed
16 interval you choose, whether it's amonthly 16 actual betas, and then you adjust those raw
17 price change, aweekly price change, and they 17 betas towards one?
18 may vary depending on what composite you use |18 MS. MCSHANE:
19 as the measure of the market, if you're using 19 A. Yes
20 the S& P TSX 300, or if you're using the 60 20 MR. JOHNSON:
21 or if you'reusing the- 1I'm trying to think 21 Q. Andacompany with abeta of oneisan average
22 of another, the EMC Canada Index, but they’re 22 risk company?
23 al going to be basically the same value. The 23 MS. MCSHANE:
24 question iswhat do they mean. 24  A. Correct.
25 MR. JOHNSON: 25 MR. JOHNSON:
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1 Q. Okay. Now when companies like Google, RBC, and 1 anybody else.

2 Y ahoo, and | understand Y ahoo uses Standard 2 MR. JOHNSON:

3 and Poors beta, they do not adjust them like 3 Q. Couldbe.

4 that, correct? 4 CHAIRMAN:

5 MS. MCSHANE: 5 Q. Not abest sdler.

6 A. They don'treport them that way, but all 6 MS. MCSHANE:

7 they’ re doing is reporting values. 7 A. Not abest sdller.

8 MR. JOHNSON: 8 MR. JOHNSON:

9 Q. Okay, andif we could turn back to the year 9 Q. Betanever did well. So Canadian unadjusted
10 2011, as an example, when you compare your .21 10 betasare .21. You adjust them and you get
11 beta and you do the Blume adjustment, it 11 the .47. Let’'slook at your usutility betas
12 increases by up to .47 in the case, obviously, 12 at Schedule 12, page 4 of 6. Againit'sthe
13 right? 13 same concept, but this time now we' re looking
14 MS. MCSHANE: 14 directly at your chosen us sample, and these
15 A. Inthat particular instance, yes. 15 are up top the raw or observed betas.

16 MR. JOHNSON: 16 MS. MCSHANE:

17 Q. And athe bottom footnote 1, that explains how 17 A. Thisis- sorry, page 4 of 6?

18 you go about doing that. So that’s the Blume 18 MR. JOHNSON:

19 adjustment that we' re talking about where you 19 Q. Page4of 6.

20 take the raw beta, multiple it by 67 percent, 20 MS. MCSHANE:

21 add the market betaof 1, and timesit by 33 21 A. Okay.

22 percent, that's how you do it? 22 (12:30 p.m.)

23 MS. MCSHANE: 23 MR. JOHNSON:

24 A. Right. 24 Q. Monthly betafor the sample of usutilities,

25 MR. JOHNSON: 25 and they are - for 2011, for instance, they’re
Page 146 Page 148

1 Q. Okay, and Dr. Booth cites in hisreport, and 1 43, and 2010, they’re .44, and 2009, they’re

2 we needn’t go to it right now, but he citesa 2 42, and then if you come down, you see that

3 paper by - | believe they are finance 3 when you adjust them using that Blume

4 professors, Gombala and Kahl, and they 4 methodology, they go uptointhe low .6's,

5 published a paper that 1'm sure you're 5 right?

6 familiar with in finance management, correct? 6 MS. MCSHANE:

7 MS, MCSHANE: 7 A. Yeah

8 A. Financial management. 8 MR. JOHNSON:

9 MR. JOHNSON: 9 Q. Andso, Ms. McShane, | guessit’s true that
10 Q. Andthey said that utility betas, they tend to 10 regardless of whether you adjust the betas or
11 revert to their long run average levels, not 11 not, Us betas are simply higher than Canadian
12 to 1, and not to 1, which would be the beta of 12 betas for utilities? | mean, we' ve gone from
13 the market asawhole. Areyou familiar with 13 21 to .43, and even when you adjust the
14 that paper? 14 Canadian's, you getto .4 odd, andif you
15 MS. MCSHANE: 15 adjust the American sample, you get to .62.
16 A. | am. It was published a number of years ago 16 So that’ sthe conclusion, isn't it?

17 and it’sthe only one I’'m aware of that’s ever 17 MS. MCSHANE:

18 done any such analysis on utility betas. 18 A. No, | don’tthink that is the conclusion. |

19 MR. JOHNSON: 19 think that that is the conclusionin those
20 Q. It'sawell known paper, no doubt. 20 very specific years, but if you look at the
21 MS. MCSHANE: 21 data over the entire period that’s there,

22 A. It'sthe only onethat’s ever been doneon 22 there'svery little difference between the
23 utility betas. It's very well known to those 23 betas of the usand Canadian utilities.

24 of usin the utility cost of capital business. 24 MR. JOHNSON:

25 It's doubtful that it's well that known to 25 Q. What explainsthe significantly higher betas
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1 over this last several years? | see from 1 MR. JOHNSON:
2 2006, you know, they’ve been running at .63, 2 Q. Page4 of 6 of Schedule 12.
3 in 2007 - thisis adjusted now, they’ ve been 3 MR. JOHNSON:
4 .76, then down to .6, and remained there for 4 Q. Which company?
5 2008 and 2009. What explains that? 5 MS. MCSHANE:
6 MS. MCSHANE: 6 A. I'mlooking atyour 2011 - never mind the
7 A. ldon't know specifically what factors have 7 company for amoment. 1'mjust looking at
8 been at play in that particular time frame. | 8 your 2011 column.
9 mean, we are dealing with a somewhat different 9 MS. MCSHANE:
10 composite. | mean, you've got a more 10 A. Yeah
11 diversified composite in the United States 11 MR. JOHNSON:
12 than you do in Canada, or the Canadian 12 Q. Andthe raw betais - up top it says, raw
13 composite is more characterized by the 13 monthly price betas, five year period ending.
14 dominance of a couple of different sectors, so 14 Do you see that up top?
15 it could have something to do with, you know, 15 MS. MCSHANE:
16 how the composite or the pieces of the 16 A. Yes, | do.
17 composite have behaved over that time frame. 17 MR. JOHNSON:
18 MR. JOHNSON: 18 Q. Okay, sotell uswhat that means, that five
19 Q. Ms. McShane, isit actually correct that each 19 year period ending businessin 2011? Would
20 beta estimate for each year isactually an 20 that mean the 2011 would incorporate data over
21 estimate over the five years? Isthat how it 21 the previous years?
22 works? 22 MS. MCSHANE:
23 MS. MCSHANE: 23 A. Yes, fiveyearsending 2011.
24 A. I’mnot sure what you mean by that. 24 MR. JOHNSON:
25 MR. JOHNSON: 25 Q. Okay. Sowould that mean that the difference
Page 150 Page 152
1 Q. Isitfiveyearsof data? 1 in betalevels between Canadaand the us
2 MS. MCSHANE: 2 utilities have lasted for about ten years, not
3 A. Fiveyearsof data, yes. 3 just the last few years - because you go back
4 MR. JOHNSON: 4 five years, '07 to '11, but that would
5 Q. Justexplainto us now how that works because 5 incorporate datagoing back prior to '07,
6 we might forget it? 6 wouldn't it?
7 MS, MCSHANE: 7 MS, MCSHANE:
8 A. Soyou takefiveyears of price changesor 8 A. Sorry, ask methat question again, please?
9 excess returnsor however you're going to 9 MR. JOHNSON:
10 measure the change in the return for a stock, 10 Q. If we know that each of these years
11 and you estimate the change in the return for 11 incorporates afive year period that actually
12 the composite, whichever oneyou’re using, 12 endsin that year -
13 using the same approach and you do a 13 MS. MCSHANE:
14 regression to see how closely the changein 14 A Yes
15 the returns for the stock correlated with the 15 MR. JOHNSON:
16 change in the returns on the composite. 16 Q. That would mean that your 2007, for instance,
17 MR. JOHNSON: 17 raw beta of .64, that would actually reflect
18 Q. Andso let'suse ared lifeexample now. 18 five years of - you fill in the word,
19 Let'stake AGL - no, let's take your 2011 19 observation -
20 because that’ s the composite, and the average 20 MS. MCSHANE:
21 is.43 of abeta. That'son an unadjusted 21 A. Data
22 basis. So what data is reflected - what 22 MR. JOHNSON:
23 year's dataisreflected in that .43? 23 Q. Data, data.
24 MS. MCSHANE: 24 MS. MCSHANE:
25 A. Sorry, which page are we on now? 25 A. Fiveyearsof observations, right.
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1 MR. JOHNSON: 1 correlates more closely with the average
2 Q. Sothat would mean that that isreflective, 2 company?
3 that .64 in 2007 isreflective for not only 3 MS. MCSHANE:
4 2007, but a prior five year period? 4 A It correlates more closely with the market.
5 MS. MCSHANE: 5 MR. JOHNSON:
6 A. Wdl,itincludesal the- 6 Q. Withthe market?
7 MR. JOHNSON: 7 MS, MCSHANE:
8 Q. Itincludesdl of it. 8 A. Yes, whichisaportfolio of companies, and it
9 MS. MCSHANE: 9 depends on what you' re measuring when you're
10 A. Yeah, and so it may really be reflective of a 10 measuring the market.
11 couple of observations during that because 11 MR. JOHNSON:
12 several observations can have a significant 12 Q. Soitwould have more market risk because it
13 impact on the result, but, yes, it coversa 13 moves more closely with the market?
14 full five year period. 14 MS. MCSHANE:
15 MR. JOHNSON: 15 A. Becausebeta is defined as, you know, the
16 Q. And solet’s just bring this back now to 16 extent redlly, the extent to which a company
17 basics. If a stock - if Stock "A" has a 17 stock price movesrelativeto the market. In
18 higher beta than Stock "B", what does that say 18 principle, astock that has a higher beta has
19 about therisk of Stock "A" relative tothe 19 higher market risk. Capital market risk, that
20 risk of Stock "B"? 20 IS.
21 MS. MCSHANE: 21 MR. JOHNSON:
22 A. Ina particular period, it meansthat the 22 Q. So the next way that you went about
23 company with the higher beta has correlated 23 determining the risk premium was through the
24 more closely with the market than the company |24 DCF based equity risk premium model, correct?
25 with the lower beta. 25 MS. MCSHANE:
Page 154 Page 156
1 MR. JOHNSON: 1 A |ldid, yes.
2 Q. And so by correlated more with the market, you 2 MR. JOHNSON:
3 mean it - 3 Q. You used that one, and according to my
4 MS. MCSHANE: 4 understanding isthat using the bCF based
5 A. It doesn't necessarily mean anything about the 5 equity risk premium test, you came up with a
6 relative riskiness of the company. It simply 6 risk premiumof 6 percent, would that be
7 is ameasure of the extent towhich that 7 right? That would be at page 93, | think, of
8 particular stock moved with the market over 8 your report.
9 that period. 9 MS. MCSHANE:
10 CHAIRMAN: 10 A. Yeah, thesummary of all of thetests, all of
11 Q. Canljust- soit doesn't mean that company 11 the various individual test resultsis on page
12 "A" isriskier than company "B"? 12 89, Table 24.
13 MS. MCSHANE: 13 MR. JOHNSON:
14 A. Not necessarily, no. I mean, | thinkit's 14 Q. Wdl, Ithinkit's very conveniently located
15 fair to say that when you're looking at that 15 at Table 28 as well on page 93.
16 overtime that if you've got companies that are 16 MS. MCSHANE:
17 generally below 1, it’sfair to conclude that 17 A. Okay, that’sfine. That’sjust the one number
18 they’re as a group less risky than groups that 18 - the Table 24 just shows - done in several
19 have betas over 1, but once you start getting 19 different ways.
20 into, you know, is.21 ariskier stock than 20 MS. MCSHANE:
21 onethat’s .41, it becomes more difficult to 21 A. Donein severa different ways, butinterms
22 draw that conclusion. 22 of the utility risk premium, so far to recap,
23 MR. JOHNSON: 23 by using the risk adjusted equity market which
24 Q. Butyou can draw the conclusion, can you not, 24 is the beta analysis, we comeup with a
25 Ms. McShane, that the .41 group of companies |25 utility risk premium of 5.4 percent, which
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1 would imply cost of equity of 8.9 percent, and 1 forecast of 4.3. We sum that and we arrive at
2 for DCF based, your equity risk premium was 6 2 9.4. Then we' ve got to find out what the long
3 percent. So that’s where we are so far. 3 term treasury yield is, which we deduct from
4 MS. MCSHANE: 4 the DCF cost of equity, and we arrive at the
5 A. Okay. 5 equity risk premium of 3.9. That's what we're
6 MR. JOHNSON: 6 looking at in the table?
7 Q. Andthento be more specific becausethisis 7 MS. MCSHANE:
8 the first real discussion of discounted 8 A. Yes
9 cashflow, you are deriving your equity risk 9 MR. JOHNSON:
10 premium under that discounted cashflow 10 Q. Andintermsof how you arrive at the expected
11 approach by analysing the forecast of earnings 11 dividend yield, how did you arrive at that?
12 growth of your sample of uselectric and gas 12 MS. MCSHANE:
13 utilities? 13 A. Sothe dividendyieldis equal to thelast
14 MS. MCSHANE: 14 paid dividend asof each month annualized,
15 A. I’'mnot analysing the forecast growth rates. 15 divided by the monthly closing stock price,
16 What | have doneis created atime series of 16 and that yieldis then increased by the
17 DCF costs of equity for the sample, from which 17 expected growth rate, the number that’s in
18 the corresponding long term government bond |18 column 2 essentially, to come up with the
19 yield was subtracted for each month for a 19 expected dividend yield.
20 period since 1998, and the DCF costs 20 MR. JOHNSON:
21 themselves were estimated two different ways. 21 Q. Okay, and then it talks about then the analyst
22 Onewas by combining the dividend yield for 22 forecast, EPS growth forecast, and how did you
23 the sample with an estimate of growth basedon |23 get those?
24 investor - sorry, analyst forecast of growth, 24 MS. MCSHANE:
25 and the other was using a discounted cashflow 25 A. | have a database that has the historical -
Page 158 Page 160
1 methodology that combined the dividend yield 1 the history of the forecasts made by analysts
2 with an estimate of investor growth 2 for each of the companiesin the sample,
3 expectations that was comprised of both 3 monthly, going back, | think, until the 1970s.
4 analyst forecast of earnings growth, andin a 4 MR. JOHNSON:
5 long term perpetual growth rate equal to the 5 Q. Okay, for the companiesin your sample?
6 expected return in the economy. So then | 6 MS. MCSHANE:
7 looked at the risk premiums in each of those 7 A Yes
8 monthly periods and estimated what the 8 MR. JOHNSON:
9 relationship was between the DCF cost of 9 Q. Andyou've gotaMoody’'s columnas well, a
10 equity and the long term government bond yield |10 Moody’ s spread, and that’ s the spread between
11 to figure out what the risk premium should be 11 acorporate long term "A" rated utility index
12 under current market circumstances, given 12 bond over the 30 year treasury?
13 where we expect long term Canada Bond yields |13 mMs MCSHANE:
14 to be. 14  A. Right.
15 MR. JOHNSON: 15 MR. JOHNSON:
16 Q. Okay,you vegone ahead afew steps and I'm 16 Q. Why do you report the Moody' s spread - because
17 just going to try to come back alittle bit by 17 you useit in one of your DCF tests later on?
18 turning you to Schedule 14, page 1 of 4. This 18 MS. MCSHANE:
19 iSDCF based equity risk premium study for 19 A. luseitinthisDcF based risk premium test.
20 sample of Us utilities constant grown DCF 20 MR. JOHNSON:
21 model, and so let’sjust follow, say, 1998, 21 Q. Okay.Now in termsof constant growth, when
22 just to walk through it for a second. Sowe 22 you say '“constant”, you mean constant,
23 have theyear, 1998, we have an expected 23 perpetual ?
24 dividendyield of 5.1 percent, we have an 24 MS. MCSHANE:
25 analyst forecast earnings per share growth 25 A. Yes, the premiseisthat the same growth rate
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1 will persist into perpetuity. 1 what thiswould indicate. However, the cost
2 MR. JOHNSON: 2 of equity is not based, or thereturn on
3 Q So to use 1998 as an example, we would 3 equity recommendation isnot based solely on
4 consider that 4.3 growth forecast to go on in 4 thistest. It's based on a number of tests and
5 perpetuity? 5 doesn’t just reflect these estimates, specific
6 MS. MCSHANE: 6 estimates.
7 A. Right. Thiswould be - in this case of the 4.3 7 MR. JOHNSON:
8 percent would equal to actually an average of 8 Q. But certainlyin terms of these companies
9 monthly numbers that were averaged for the 9 looked at in this context, we see the DCF cost
10 purpose of making this schedulelook a lot 10 of equity coming down?
11 smaller. 11 MS. MCSHANE:
12 (12:45 p.m.) 12 A. Yes, there's no doubt that the bcr cost of
13 MR. JOHNSON: 13 equity is showing alower number today. |
14 Q. Okay. So, | guess, at each point in timewe 14 don't disagree with you.
15 can see the expected rate of return. So for 15 MR. JOHNSON:
16 1998, it will be 9.4 percent? 16 Q. Andnotonly -
17 MS. MCSHANE: 17 MS. MCSHANE:
18 A. Onaverage. 18 A. Thequestionis, you know, when you estimate
19 MR. JOHNSON: 19 the cost of equity, are you looking solely at
20 Q. And- 20 thistest; no, of course not. Y ou're looking
21 MS. MCSHANE: 21 at anumber of tests, and your recommendation
22 A. Based on this methodology, yes. 22 is based on a number of tests. So you need to
23 MR. JOHNSON: 23 look at how your recommendation compares today
24 Q. Yes, and at each point in time we can see the 24 to whereit was in 2009.
25 derived equity risk premium. So, for instance, 25 MR. JOHNSON:
Page 162 Page 164
1 if we go to 2009, we see a- that’s premised 1 Q. Couldl askyouto turnup CA-NP-377. I'm
2 on adividend yield of 5.6, analyst forecast 2 looking at attachment, page 3 of 4. Thiswas
3 of 5.5, aDCF cost of equity of 11.1 percent, 3 a question directed towards yourself, Ms.
4 and at along treasury of 4.1 percent, and we 4 McShane, regarding your DCF risk premiums and
5 have an equity risk premium derived through 5 the question asked to provide the data
6 this method of 7 percent. Y our last estimate 6 required to replicate the estimates for the
7 is through the second quarter of 2012, and | 7 constant growth and three stage growth models
8 observed that we see adrop in the DCF cost of 8 presented in Table 23, and you did so. At
9 equity to 9.3 percent, which that would be a 9 page 3 of 4, could | draw your attention to
10 drop of 180 basis pointsrelative to 2009's 10 the period of February/March, 2009. Just to
11 11.1 percent, and at the sametimewe seea 11 explain to us what February and March of *09 -
12 drop inthelong term treasury yield from4. 1 12 these are the monthly observations, | takeit,
13 percentin 2009 to 3 percent. So 110 basis 13 isit?
14 points. So, Ms. McShane, | guessin terms of 14 MS. MCSHANE:
15 this data and in terms of looking at your data 15  A. Yes, they are.
16 and the time period of relevance to the Board 16 MR. JOHNSON:
17 being, say, the last GRA in 2009 to the 17 Q. And from February and March of ’ 09, the equity
18 present, | take it we can accept that while 18 risk premium was 8.35 in February, and 8.44
19 thelong treasury bond has dropped by 110 19 under this methodology in March, would that be
20 basis points, what has also dropped is the DCF 20 correct?
21 cost of equity for your us utilities - have 21 MS. MCSHANE:
22 dropped by even more, by 180 basis points. 22 A. That'swhat these estimates would show, yes.
23 That’s what we conclude from this. 23 MR. JOHNSON:
24 MS. MCSHANE: 24 Q. Andif we go over to June of 2012, we' re down
25  A. Based on this specific estimate, that would be 25 to 6.77 percent under this methodology as of
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1 June? 1 than they were in 2009 on average.
2 MS.MCSHANE: 2 MR. JOHNSON:
3 A. Right 3 Q. Andif welook to periodsimmediately prior to
4 MR. JOHNSON: 4 the crisis -1 mean, there was troubles
5 Q. Okay, soobvioudy a fairly significant drop 5 happening in August of 2007. | think you're
6 in the equity risk premium over that period of 6 probably familiar with that.
7 time? 7 MS, MCSHANE:
8 MS. MCSHANE: 8 A. That was sort of the -
9 A. Estimated on amonthly basis, yes. 9 MR. JOHNSON:
10 MR. JOHNSON: 10 Q. Thebeginning?
11 Q. And these equity risk premiums that are 11 MS. MCSHANE:
12 reported for February/March period of 2009, 12 A. Thebeginning of the crisisin August, 2007.
13 just prior to the hearing - priorto the 13 MR. JOHNSON:
14 filing of the Application, isthere any period 14 Q. And specifically, just for the record, what
15 at al wherethe equity risk premium would 15 was happening in August of "07.
16 have been higher than during those months over 16 MS. MCSHANE:
17 this whole observation period? 17 A. | can'tremember the specific events, but |
18 MS. MCSHANE: 18 know that, | mean, the sub-prime mortgage
19 A. Doubtful. | mean, that wastheworst of the 19 problems started to redlly rear its head.
20 financial crisis. 20 CHAIRMAN:
21 MR. JOHNSON: 21 Q. Wadll, you had Bear Sterns, didn’'t you?
22 Q. And again you would have been working on your 22 MS. MCSHANE:
23 testimony inthat late March, early April 23 A. Wasthat in August of 20077
24 period, right? 24 CHAIRMAN:
25 MS. MCSHANE: 25 Q. | think.
Page 166 Page 168
1 A. Correct. 1 MS. MCSHANE:
2 MR. JOHNSON: 2 A. Maybe so, okay.
3 Q. Now Ms. McShane, the other thing that | note, 3 CHAIRMAN:
4 and we can note the same thing on Schedule 14, 4 Q. Andyou had Lehman Brothers.
5 actually, if wecould go back therefor a 5 MS. MCSHANE:
6 moment, page 1 of 4. Again we see the drop 6 A. Wasn't that in - that was in September, 2008.
7 off in the equity risk premium. It was at 2.7 7 CHAIRMAN:
8 in 2008, and again relative to 2008, it 8 Q. Wasit?
9 dropped off in 2009 under this- I'm sorry, in 9 MS. MCSHANE:
10 2009, it was 7; 2010, 5.9; 2011, 509; and so 10 A. Yeah.
11 the second quarter of 2012, 6.3. So till 11 CHAIRMAN:
12 down, obviously, from where it had been in 12 Q. That'swhen they started - that’s when Paulson
13 2009. The other thing about the Moody’s 13 came up with -
14 spread, that has also come down since 20009, 14 MS. MCSHANE:
15 correct? 15 A. Yeah
16 MS. MCSHANE: 16 CHAIRMAN:
17 A. Yes 17 Q. Alot of funny money.
18 MR. JOHNSON: 18 MR. JOHNSON:
19 Q. Andin termsof if we werelooking at the 19 Q. Doyourecal that there was Bear Stern hedge
20 spread in 2009, would you have characterized 20 funds got into difficulty in August of 2007?
21 that as significantly up over what we' ve seen 21 MS. MCSHANE:
22 since then? 22 A. Oh,isit, okay. That'sright, yeah.
23 MS. MCSHANE: 23 MR. JOHNSON:
24  A. The spreads were considerably higher on 24 Q. And solet's go immediately prior to the
25 average - they were higher in 2008 on average 25 period, prior to 2007. Let’s on this Schedule
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1 look at 2005. What we see thereis in 2005 1 inverserelationship. Do you see that from
2 the Moody spread is about 1.1, not too far off 2 your table - from your Schedule 14?
3 where it istoday, and the DCF cost of equity 3 MS. MCSHANE:
4 isat 8.8 percent. In 2006, DCFis at 9.2. 4 . I mean, thereis someinverse relationship
5 Againthe spread isonly 1.2 percent, and 5 after 2009. We do see the risk premium in 2012
6 2007, 9.2 on the DCF cost of equity. Soin 6 being higher than the risk premium in 2010.
7 the crisistime then in 2008, the DCF cost of 7 MR. JOHNSON:
8 equity is 10 percent with these higher 8 Q. Now you apply some adjustments to your -
9 spreads, and it goes up in 2009 by a 9 (1:00 p.m.)
10 percentage point and the spread actually comes |10 CHAIRMAN:
11 down alittle bit. So there' s no question that 11 Q. Mr. Johnson, we're at shortly after one, and |
12 around the time of the hearing when we were 12 thought we' d agreed we would - | mean, if you
13 last before here, that was atroubled period 13 got another question that would finish off.
14 of time. 14 MR. JOHNSON:
15 MS. MCSHANE: 15 Q. No, Mr. Chairman.
16 A. Agan, | mean, by thetimewe showed up for 16 CHAIRMAN:
17 the hearing there had been significant 17 Q. Okay, I think we'll take the fifteen minute
18 improvements since the earlier part of the 18 break now then.
19 year and these numbers are averages for the 19 MR. JOHNSON:
20 year. 20 Q. Thankyou.
21 MR. JOHNSON: 21 (RECESS- 1:00p.m. )
22 Q. What we do see, as | mentioned earlier, is 22 (RESUME-1:21p.m. )
23 that we see the - asthelong term treasury 23 MR. JOHNSON:
24 yield has been coming down relative to 2009, 24 Q. Ms. McShane, continuing on, at page 84 of your
25 you know, 4.1, 4.2, 3.9, down to 3, we see the 25 report, at thetop of that page, you state
Page 170 Page 172
1 equity risk premium also coming down over that | 1 that for the sample of UsS utilities the
2 period, and Ms. McShane, we're not seeing an 2 constant growth DCF based equity premium test
3 inverserelationship there between the long 3 indicates that the average 1998 to 2012
4 term treasury yield going down and then the 4 quarter two utility risk premium was 5.2
5 equity risk premium going up. We're seeing 5 percent, corresponding to an average long term
6 both of them come down, are we not, and we're 6 government bond yield of 4.9 percent, and you
7 seeing the DCF cost of equity come down? 7 goon thentosay that thedata also shows
8 MS. MCSHANE: 8 that the risk premium averaged 4.8 percent
9 A. Yeah, inthat particular period, yes. | mean, 9 when long term government bond yields were 6
10 on average over this entire period thereisan 10 percent or higher, and 6.7 percent when the
11 inverserelationship. | agree that the last 11 long term government bond yields were below 4
12 couple of years have been fairly unusual. As 12 percent. If we just turn quickly to your
13 | indicated this morning, | mean, there’ s not 13 Schedule 14, again page 1 of 4, the thing that
14 really been a predictable relationship between 14 we observe isthat over this reporting period
15 long term government bond yields and utility 15 there was, in fact, while only 2011 and 2012
16 cost of equity. 16 had the long term treasury yield below 4, we
17 MR. JOHNSON: 17 see noinstance of wherethe equity risk
18 Q. Soforthelast - how long hasit been since 18 premium rose above, say, 6.3. In fact, when
19 theinverse relationship has beenin play, 19 the long term treasury yield was 3.9 in 2011,
20 four years? 20 your equity risk premiumwas5.9, etc. You
21 MS. MCSHANE: 21 see that?
22 A. I don't know. I'd haveto go back and do the 22 MS. MCSHANE:
23 regression over specific periods to see. 23 . | see these are averages, yeah, so they're
24 MR. JOHNSON: 24 individual numbers that make up - so that 2011
25 Q. | certainly see since’09 that there's no 25 number is an average of 12 numbers.
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1 MR. JOHNSON: 1 fall below or fall, that the equity risk
2 Q. Okay, soyou'renot disagreeing with me that 2 premium goes up. There's an inverse
3 this document doesn’'t establish the 3 relationship, and we get that in the
4 proposition that when the long term treasury 4 historical utility context, for instance,
5 yield falls below 4, that the equity risk 5 right? That's - your report says that when
6 premium averages 6.7 or more? 6 the 30 year treasury falls below 4, we see at
7 MS. MCSHANE: 7 page 84, | think, of your report -as a
8 A. Wdl,inasenseit does. | mean, there'sa 8 matter of fact, you have atable dedicated to
9 line on that schedule that shows the means for 9 it, Table 21, andin bold, government yield
10 long term treasury yields. Thefirst line 10 below 4, utility equity risk premium, 6.7
11 says below 4 percent. 11 percent.
12 MR. JOHNSON: 12 MS. MCSHANE:
13 Q. Okay. Maybe it would assist if we could go 13 A. Right, so thiswasthe observed utility equity
14 back to cA-NP-377F. If you could go to page 3 14 risk premium at various long term government
15 of 4, and if you see down around November of 15 bond yields. Thiswas sort of the - call this
16 2008, we seethe 30year treasury is down 16 the base data, and then the analysis of the
17 below 4, and then we see therisk premiumis 17 actual relationship over timeis conducted
18 at 7, ' 07, and we see then in December of '08 18 later, starting on page 85 under the
19 the risk premium - or the 30 year treasury is 19 rel ationships between equity risk premiums and
20 at 2.69, and the equity risk premium goes al 20 interest rates.
21 the way up to 8.30, and in January ' 09, the 30 21 MR. JOHNSON:
22 year treasury is at 3.58, and the equity risk 22 Q. Yes, but till and all your statement back at
23 premium was at 7.58, and then February/March |23 page 84, at line 2084, the data indicates that
24 of '09, in February, you had 3.71 on a 30 year 24 utility equity risk premium is higher at lower
25 treasury and the risk premium hasjumped upto |25 levels of interest ratesthan it is at higher
Page 174 Page 176
1 8.35, and 3.56 for the 30 year treasuryin 1 levels of interest rates, i.e. thereis an
2 March, with the equity risk premium going up 2 inverse relationship between long term
3 t08.44, and sol takeit those were the 3 government bond yields and utility equity risk
4 numbers that you were speaking of to establish 4 premium, and then in Table 21, you state that
5 the proposition that when bond yields where 5 when the government bondyield isbelow 4
6 the 30 year treasury falls below 4, that the 6 percent, the utility equity risk premiumis
7 equity risk premium goes up above 6.7? 7 6.7 and when we see the government bond yield
8 MS. MCSHANE: 8 goingupto 4 or 5, the utility equity risk
9 A. I'mgoingto takeissuewith the way you've 9 premium dropsto 5.2, etc, etc.
10 stated that. | mean, all thissays here on 10 MS. MCSHANE:
11 page 84 is the data show that the risk premium 11  A. Yeah
12 averaged 4.8 and long term government bond 12 MR. JOHNSON:
13 yields were 6 or higher, and 6 and 7 when they 13 Q. Sothat’sa key point that you're trying to
14 were below 4. | mean, there' s nothing that's 14 make.
15 intended in this paragraph that goesto what 15 MS. MCSHANE:
16 the equity risk premium should be at below 4 16 A. What thisdatain Table 21 was attempting to
17 percent based on thewhole pattern of the 17 show isjust by taking simple averages, there
18 data. | mean, you need to actually look at the 18 is an indicationthat there's an inverse
19 entireregression analysis, not just these 19 relationship.
20 particular averages here to determine what the 20 MR. JOHNSON:
21 dataindicate therisk premium should bebelow (21 Q. Right.
22 4 percent. 22 MS. MCSHANE:
23 MR. JOHNSON: 23 A. So having seen those simple averages, | went
24 Q. But, Ms. McShane, | understand that it isa 24 onto determinewith the full range of the
25 premise of your report that when bond yields 25 datawhat the relationship is.
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1 MR. JOHNSON: 1 government bond yield of 3.5 percentis6.1,
2 Q. Andpart of that - how you could make the 2 6.2,6.1,6.1, not 6.7. Sowhile thereare
3 statement that when long term government bond | 3 specific datapoints within that group of
4 yields went below 4 percent, you'd seerisk 4 observations that show 6.7 percent at below 4,
5 premiums being 6.7 percent or higher, part of 5 when you do the full analysis and look at the
6 that was the experience that we saw in 377F at 6 entire pattern of the data, the equity risk
7 thevery heart of the financial crisis in 7 premium that’ sindicated at 3.5 percent long
8 January, February, March of 09, when we saw 8 term Canada Bond yield and a spread of what |
9 in January an equity risk premium of 7.58, in 9 used here was 155 basis points, isaround 6. 1
10 February of '09, 8.35, and March of ’'09 at 10 t0 6.2, not 6.7.
11 8.44. | mean, you know, nearly off the chart 11 MR. JOHNSON:
12 and so, Ms. McShane, those numbersweretaken |12 Q. Ms. McShane, I'd like to ask you to provide an
13 into consideration by you in making the 13 undertaking that you provide the average risk
14 statement that there's an inverse 14 premium when treasury yields werebelow 4
15 relationship, first of al, right? 15 percent outside of the period from September
16 MS. MCSHANE: 16 2008 to March of 2009. Would you be ableto
17 A. Yes. However, this proposition that there' s an 17 do that?
18 inverserelationship, | mean, | have found 18 (1:30 p.m.)
19 this to be the case well before the financial 19 MS. MCSHANE:
20 crisis. Sothe conclusion that there's an 20 A. | candothat.
21 inverserelationship isnot at all dependent 21 MR. JOHNSON:
22 on the specific numbersfor therisk premium 22 Q. Okay. I'dlike toturn nextto the historic
23 calculated at bond yields below 4 percent. 23 utility equity risk premium test, and aswe
24 MR. JOHNSON: 24 see from the outlinein terms of the summary
25 Q. Butin termsof -1 guess, you'll concede 25 of your recommendations, thistest provides
Page 178 Page 180
1 we're not in the heart of afinancia crisis 1 you with your highest risk premium and it
2 right now like we were back in February and 2 bringsit up to 6.75 percent, correct?
3 March or anything like that of 2008 when those 3 MS. MCSHANE:
4 hugerisk premium numbers came out of the 4 A. Sorry,when yousay "it brings itup", it
5 data? 5 brings what up to 6.75 percent?
6 MS. MCSHANE: 6 MR. JOHNSON:
7 A True 7 Q. Therisk premium that you arrive at through
8 MR. JOHNSON: 8 the historical utility methodology is the
9 Q. Andsince - maybe we'll haveto go back there 9 highest one that your test produced?
10 to CA-NP-377. If welook at the times since 10 MS. MCSHANE:
11 the big crisisin early ' 09, when the 30 year 11 A. It'sthe highest of the three equity risk
12 treasury fell below 4 percent, we see, in 12 premium test results, correct.
13 fact, do we not, Ms. McShane, the equity risk 13 MR. JOHNSON:
14 premiums had been below your 6.7 certainly, 14 Q. Okay. Now as well that historic utility
15 6.2in May of - in June of 2010, whenthe 30 |15 equity risk premium test, that gets you up to
16 year treasury wasat 3.9; 5.94 when the 16 about 10.25 percent for the return on equity?
17 treasury was at 3.98, etc. 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. Theresult of that test is 10.25 percent.
19 A. That'strue, and | would show you Table 24 |19 MR. JOHNSON:
20 again where there is a summary of the results 20 Q. Solet meturn to page 90 of your report.
21 coming out of thistest once theregression 21 Specificaly, at line 2232 in your overview
22 analysisis done, and theindicated equity 22 section of the historic utility equity risk
23 risk premium looking at the full range of the 23 premium test. You say that the historic
24 data from back to 1998 suggest that the equity 24 experienced market returns for utilities
25 risk premium with a forecast long term 25 provide an additional perspective on a
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Page 181 Page 183
1 reasonabl e expectation for the forward looking 1 believe it takes out the capital appreciation,
2 utility equity risk premium. Similar to the 2 only thecapital appreciation part of the
3 DCF based equity risk premium test, this test 3 return, and includes - | think it includes the
4 estimates the cost of equity for regulated 4 reinvestment return, but I’m not positive.
5 companies directly by reference to return data 5 MR. JOHNSON:
6 for regulated companies. Then as | understand 6 Q. Okay, andso in terms of the bond tota
7 it, the next sentence is where you basically 7 return, what is that meant to be?
8 give thepremise. Yousay, "Reliance on 8 MS. MCSHANE:
9 achieved equity risk premiums for utility as 9 A. That'sthereturn over timeif the bond holder
10 an indicator of what investors expect for the 10 bought and sold bonds every year.
11 future is based on the proposition that over 11 MR. JOHNSON:
12 the longer term investor’s expectations and 12 Q. Didn't hold them to maturity?
13 experience converse”, and you say, "the more 13 MS. MCSHANE:
14 stable an industry, the more likely that this 14 A. Correct.
15 is likely to converge”. So that’s the 15 MR. JOHNSON:
16 underlying premise behind looking at these 16 Q. Okay.
17 historic utility earned premiums, right? 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. But not only didn’'t hold them to maturity, but
19 A. Returns. 19 -
20 MR. JOHNSON: 20 MR. JOHNSON:
21 Q. Earnedreturns, okay. Now let’slook then at 21 Q. Bought and sold them every year?
22 Table 26 to see what were the actual returns, 22 MS. MCSHANE:
23 and that’s at page 91, and | takeit, Ms. 23 A. Sold them every year.
24 McShane, that this isover avery lengthy 24 MR. JOHNSON:
25 period from 1956 to 2011 that this tableis 25 Q. Yes, did the very opposite of holding them to
Page 182 Page 184
1 based on? 1 maturity, and as | understand it, thistable
2 MS. MCSHANE: 2 would indicate that when we - that the utility
3 A, For Canada, yes. 3 risk premium relative to the bond total
4 MR. JOHNSON: 4 returns equals 4.2 percent for Canadian
5 Q. For Canada, and for what period for the United 5 utilities. So that was the premium that the
6 States, 1947 to 2011, right? 6 utility could expect to earn over that period?
7 MS, MCSHANE: 7 MS, MCSHANE:
8 A. That'sright, yes. 8 A. That'sthereturn-
9 MR. JOHNSON: 9 MR. JOHNSON:
10 Q. Okay, now for Canadian utilities, we're 10 Q. Oh, they earned actually over that period?
11 talking about utility equity returnsof 12.1 11 MS. MCSHANE:
12 percent, right? 12 A. If you're measuring the return relative to the
13 MS. MCSHANE: 13 annual total bond return, yes, over that
14 A Yes 14 period, that’s what they actually - that’ s the
15 MR. JOHNSON: 15 actual equity risk premium.
16 Q. Andbondtotal returnsof 7.9 percent, bond 16 MR. JOHNSON:
17 income returns of 7.3 percent. What's a bond 17 Q. Okay.
18 income return? Isthat just ayield? 18 MS. MCSHANE:
19 MS. MCSHANE: 19 A. Andif you measureit over theincome return
20 A. Effectively, yes, it'stheyield. 20 for Canada, it was 4.8 percent.
21 MR. JOHNSON: 21 MR. JOHNSON:
22 Q. Why don’t you call it the yield as opposed to 22 Q. Yes, okay, and, well, either oneyou use,
23 bond income return? 23 Canadawould be lessthan the American’s, is
24 MS. MCSHANE: 24 that right?
25 A. Becausetheway it’'s calculated for the us, | 25 MS. MCSHANE:
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Page 185 Page 187
1 A. Yes, becauseif you look at the columns that 1 experience converge, so would a Canadian, an
2 have thebond total returnsand the bond 2 investor in Canadian utilities, they would
3 income returns, it’ s because there were higher 3 expect arisk premium of 4.2 percent on,
4 interest ratesin Canadathan in the United 4 relative tothe bond total return or 4. 8
5 States over this period of time, asituation 5 percent relative to the bond income return,
6 that’sno longer the case, but the utility 6 would they not?
7 equity returns themselves were higher in 7 MS. MCSHANE:
8 Canada than in the United States. 8 Q. Wadlll think what you needtodois toread
9 MR. JOHNSON: 9 the rest of the section, starting with trends
10 Q. Couldwelook at thisand say, well, Canadian 10 in equity returns and bond returns, and what |
11 utilities arelessrisky than the American’s 11 did here wasto look at an analysis of the
12 utilities because the premium is not as high? 12 underlying data to determine whether there had
13 MS. MCSHANE: 13 actually been a trend in the utility equity
14 A. Absolutely not. | just explained that the 14 returns and if you look at lines 20260 and on,
15 reason for the differenceis because of the 15 you can see that my analysis showed that when
16 differencein the bond returns. The actua 16 | looked at a trendin theutility equity
17 equity returns for the Canadian utilities are 17 returns for these different samples of
18 higher. 18 companies, | found that there hasbeen no
19 MR. JOHNSON: 19 downward trend or secular downward trend in
20 Q. Only for that, could we make that conclusion? 20 thereturnsfor theutilitiesand over time
21 MS. MCSHANE: 21 they remained in therange of 11 to 12
22 A. No. 22 percent, but at the sametime we have seen a
23 MR. JOHNSON: 23 trend in bond yields. Now we're at very low
24 Q. Well how about if we looked at uselectric 24 bond yields, compared to the average over the
25 utilities, they seem to have alower utility 25 period, so what | have taken from that
Page 186 Page 188
1 risk premium relative to total returns, total 1 analysisisthat there is no reason to believe
2 bond returns and bond income returns, than the 2 that this utility risk premium has been
3 usgas utilities, could we make a conclusion 3 constant over thisperiod. Instead, | mean |
4 there that us electrics are less risky than us 4 think it sfair to conclude that thisinverse
5 gas? 5 relationship, asfar as equity investors are
6 MS. MCSHANE: 6 concerned, would equally apply to thiskind of
7 A. | don't think that you could draw that 7 test asit would to the DCF basetest. So
8 conclusion based on history, no. 8 that'swhat I've triedtodoin Table 27 is
9 MR. JOHNSON: 9 to--whichis on page 92, is to assess the
10 Q. Why couldn’t you? | mean the risk premiums |10 relationship between the utility equity risk
11 is, you know, it iswhat it is. 11 premium at--with interest rates and determine
12 MS. MCSHANE: 12 what it would be at current levels of interest
13 A. That'sright, that’s exactly the point, itis 13 rates and forecast levels of interest rates.
14 what it is. | mean there may be circumstances 14 (1:45p.m.)
15 that cause the actual returns to deviate from, 15 MR. JOHNSON:
16 you know, what you might expect ona go- 16 Q. Butthe bottom lineisthat between pages 91--
17 forward basisif the return in risk trade off 17 at 91 we've got say a bondtotal return,
18 held perfectly, and it doesn't aways hold 18 utility risk premium relative to the bond
19 perfectly. 19 total return for Canadian utilitiesof 4. 2
20 MR. JOHNSON: 20 percent, right?
21 Q. And about thispremise that the achieved 21 MS. MCSHANE:
22 equity risk premiumsfor utilities is an 22 A. That'sright.
23 indicator of what investors expect for the 23 MR. JOHNSON:
24 future being based on a proposition that over 24 Q. And when we flip over to Table 27, wedon't
25 the long term investors expectations and 25 see 4.2 percent anymore, that’'s now 6. 7
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Page 189 Page 191
1 percent after you do your analysison the 1 paragraph 96. No, you're not in the 2011,
2 number. So you take the historic number and 2 you'rein the 2009 decision. Section 3.5.1
3 you adjust it and you end up with a risk 3 and just for therecord | will read what the
4 premium of not 4.2 percent, but 6.7 percent. 4 board had to say in Alberta "In her
5 MS. MCSHANE: 5 evidence, Ms. McShane examined the historic
6 A. Right,soif youlook at Table 27, thenyou 6 returns for utilities. According to Ms.
7 can see on thethird line the starting point 7 McShane, the historical average utility return
8 isthe historic achieved equity risk premium 8 in both Canada and the United States has
9 at the historic levels of bond income returns, 9 clustered in the 11 to 12 percent range. She
10 and then adjust it for the difference in bond 10 submitted that investorstend to base their
11 yields as forecast for the test period, 11 expectations on experienced returns and that
12 relative tothe average over the historic 12 therewas no long term upward or downward
13 period. 13 trend. She submitted that the utility returns
14 MR. JOHNSON: 14 had varied by approximately 50 percent of the
15 Q. So, Ms. McShane, you know, wouldn't the 15 changein Long Term Government Bond yields."
16 investor in Canadian utilities say look, over 16 The board went on in paragraph 97, "Ms.
17 the long run, you know, thisis the premium 17 McShane aso useshistorical data on the
18 that was actually earned and, you know, that’s 18 experience returns of utilitiesto provide an
19 how we view the forward looking prospects. 19 additional equity risk premium estimate
20 Would they be thinking in 6.7 when the actual 20 derived from the observed equity risk premiums
21 experience has been 4.2? 21 achieved by utilities. Thisresulted inan
22 MS. MCSHANE: 22 equity risk premium of 6.25to 6.5 percent.
23 A. Well | think they would belooking at that 23 At Ms. McShane' s forecast Canada Bond yield of
24 because they would also be looking at the fact 24 4.25 percent, theindicated utility cost of
25 that there has been no downward trend in the 25 equity was approximately 10.5 to 10.75 percent
Page 190 Page 192
1 utility equity returns over time, although we 1 or 11.5 to 11.75 percent after adding her
2 have seen a trend downward in bond returns. 2 recommended 1 percent for floatation."
3 So | think they would be asfocused on the 3 Paragraph 98, "The uca, which is an Intervenor
4 return component asthey would on the risk 4 group, noted that Ms. McShane had provided
5 premium component. 5 evidence indicating that utility investors
6 MR. JOHNSON: 6 have made returnsthat are higher than the
7 Q. And have you--you've presented this type of 7 overall market and have stated that at best
8 analysisto other regulators, | take it? 8 thiswas evidence that regulators have over
9 MS. MCSHANE: 9 estimated the risk adjusted cost of equity and
10 A. Yes | have 10 thereby had provided areturn thatis too
11 MR. JOHNSON: 11 high." 99, "The commission agrees with uca
12 Q. And you presented it before the Alberta 12 that part of the reason for historic, higher
13 regulator in the Generic Cost of Capital 13 historic returns may be that allowed returns
14 hearing in 20117 14 have been above the actual ROE that investors
15 MS. MCSHANE: 15 expected and required for investments of
16 A. | believethat’sthe case. 16 comparablerisk. The commission finds that
17 MR. JOHNSON: 17 the evidence on historic returns is
18 Q. Yeah, and could we turn to the Generic Cost of 18 inconclusive with respect to the return
19 Capital decision, 2011-474 which would be part |19 investors expect on comparable investments.”
20 of the cross aide materials. 20 So Ms. McShane, there is no material
21 MS. GLYNN: 21 difference from what you presented on behalf
22 Q. | think that would be entered as Information 22 of Newfoundland Power as regardsto historic
23 Item No. 9. 23 utility premium before, in this case to what
24 MR. JOHNSON: 24 you provided to the Alberta case, right?
25 Q. I'mreferringto page 18 or page 19, sorry, 25 MS. MCSHANE:
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Page 193

Page 195

1 A IU'savery similar analysis, correct. 1 average based on where interest rates are

2 MR. JOHNSON: 2 today, verses historically.

3 Q. And obviously they did not accept that 3 MR. JOHNSON:

4 evidence. Now | think this method, this 4 Q. Right, and so whenyou usedto doittheold

5 historic utility risk premium method, thisis 5 way, the historic utility risk premium, that

6 referred to by Dr. Vander Weide, | believe, in 6 would be lower if you didthat approach in

7 his report as the Ex Post method, right? 7 this proceeding than itis doingthis new

8 MS. MCSHANE: 8 approach, correct?

9 A. | think this methodology issimilar to his, 9 MS. MCSHANE:
10 yes. 10 A. Wdl you can see that in Table 26 the
11 MR. JOHNSON: 11 difference between the risk premiums based on
12 Q. Exactly,it's just referred by a different 12 the assumption that investors buy and sell
13 name. And now if we go to your report, again 13 bonds every year, verses holding them to
14 at Table 26, page 91, as you indicated to me 14 maturity. But | mean, the basic reason that |
15 when | asked you what abond incomereturnis, |15 changed the methodology is | recognized that
16 that isthe bond yield, right? 16 what I'm trying to get atisa risk premium
17 MS. MCSHANE: 17 over arisk-free rate and so when you look at
18  A. Pretty much, yes. 18 bond tota returns, you don’t have effectively
19 MR. JOHNSON: 19 arisk-free rate anymore because you've got
20 Q. Pretty much. And Ms. McShane, this isnot 20 capital gains and losses due to changes in
21 awaysthe way, you didn't do it like this all 21 interest rates and if you had atrue risk-free
22 thetime, didyou? Thisisa different, a 22 rate, you wouldn’'t have those capital gains
23 different approach. You used to just look at 23 and losses. So that’s why I’ ve been measuring
24 the actual utility equity return and then ook 24 it in recent years over the bond income
25 at the bond yield, you didn’t look at the bond 25 returnsto try to get at thereturn over a

Page 194 Page 196

1 total return? 1 risk-free rate.

2 DR.BOOTH: 2 MR. JOHNSON:

3 Q. Shedid. 3 Q. Andin fact beforethis Board, | think you

4 MR. JOHNSON: 4 would agree with me you used to provide the

5 Q. Ohyoulooked at the bond total return but not 5 other approach for Newfoundland Power?

6 the bond income return, would that be right? 6 MS. MCSHANE:

7 MS. MCSHANE: 7 A. Yes | meanl consistently did that before

8 A. |thinkin earlier yearsthat wastrue. 8 regulators until it became clear to me that

9 MR. JOHNSON: 9 what | should betrying to do is measure the
10 Q. Sotheresult would beisthat you, as opposed 10 risk premium over arisk-free rate.
11 to going through, going through these, we 11 MR. JOHNSON:
12 would just look at the bond yield--we' d have a 12 Q. So howlong had you been doingthe other
13 different number here than if you kept to that 13 method?
14 methodology here today? 14 MS. MCSHANE:
15 MS. MCSHANE: 15 A. For many years.
16  A. Therewould be adifferent number under that 16 MR. JOHNSON:
17 methodology. There are two partsto this, 17 Q. For many years, and when did you pick up this
18 mind you, oneislooking at, you know, whether 18 new method?
19 you look at the historic risk premium in 19 MS. MCSHANE:
20 relation to the total return verses the income 20 A. Idon'trecal.
21 return, | mean that’s part of it, and then the 21 MR. JOHNSON:
22 other part of itiswhether or not you just 22 Q. Ms. McShane, my understanding and perhaps you
23 accept the long term average achieved risk 23 could confirm this by undertaking to file page
24 premium or you assess whether that risk 24 49 of 67 of your October 2002 testimony before
25 premium should be different than the long term 25 the Board, of your report, along with Schedule
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Page 197 Page 199
1 10, if you could undertake to provide that as 1 simply because the estimateson Schedule 14
2 an undertaking, your October 2002 report to 2 average over thefirst six monthsof 2012,
3 this Board for Newfoundland Power. 3 would that be correct?
4 KELLY,Q.C. 4 MS. MCSHANE:
5 Q. If myfriend hasit, he can provideitto us 5 A. That could be part of it, | mean the DCF based
6 and we canfileit if that'sa utility. 6 equity risk premium test uses one source of an
7 MR. JOHNSON: 7 analyst’ s expected growth rates because | have
8 Q. Just as easy to do it by way of an 8 asingle sourcethat goes back historically
9 undertaking, | don’t have it here, page 49 of 9 and if you look at Schedule 17, whichisthe
10 67 and together with Schedule 10. 10 summary of the DCF cost of equity for the
11 MS. MCSHANE: 11 individual Us utilities based on analyst's
12 A. Okay, | cando that. 12 earning’s growth forecast, you can see that
13 MR. JOHNSON: 13 there are four different sources of forecast,
14 Q. Andaswell my reading of your 2007 evidence |14 Bloomberg, Reuters, Vaue Line and Zacks, all
15 isthat you were not doing this either, you 15 of which areaveragedin column 8. Sothe
16 were doing it like you weredoing it in 16 source of the investor growth expectation data
17 October, 2002, would you confirm that? 17 is different as between the two tests, as well
18 MS. MCSHANE: 18 as there being a somewhat different timing in
19 A. lcan,not rightthisminutel can’t, but | 19 the estimates.
20 will undertake to do that. 20 (2:00 p.m.)
21 MR. JOHNSON: 21 MR. JOHNSON:
22 Q. And will you undertakein that regard to file 22 Q. Andjust so | can understand this, in terms of
23 from your 2007 evidence for Newfoundland 23 where we |eft off at Schedule 14 -
24 Power, pages 47 to 48 and Schedules 15 and 16? |24 MS. MCSHANE:
25 MS. MCSHANE: 25 A. Right. Soif welook at Schedule 14, page one
Page 198 Page 200
1 A. Sorry, pages 47 to 48 and Schedule? 1 of four, there’s a number--well there aretwo
2 MR. JOHNSON: 2 numbers here, there’sthe expected dividend
3 Q. 15and 16 of your 2007 evidence, which would 3 yield for 2012 which is through -
4 be different than this. Now, Ms. McShane, in 4 MR. JOHNSON:
5 terms of your direct DCF estimates, that 5 Q. Quarter 2.
6 starts at page 93 and I'd like to bring you to 6 MS. MCSHANE:
7 Table 29 on page 97. So thisisthe pure bcr 7 A. Quarter 2 andthen there' sthe analyst EPS
8 cost of equity analysis, nothing to do with 8 growth forecast and that, asyou say, gives
9 risk premium, just DCF straight on, right? 9 you a number of 93. So, you wanted to compare
10 MS. MCSHANE: 10 that 93 to the 9.4 percent on Table 29.
11  A. Yes 11 MR. JOHNSON:
12 MR. JOHNSON: 12 Q. Yes, and we werewondering isit because the
13 Q. Okay, now we have gone through previously your 13 estimates only go up for the first six months.
14 risk premium DCF base risk premium estimates 14 MS. MCSHANE:
15 and when we look at Table 29, we see that your 15 A. Soif welook at Schedule 17, if you come
16 constant growth DCF estimate is, for us 16 acrossthe Mean Line, if you look at column 3,
17 utilities, is 9.4 percent and we previously 17 you have the expected dividend yield 4. 3
18 noted back on Schedule 14 that your last DCF 18 percent, do you see that?
19 estimate that you provided up to the second 19 MR. JOHNSON:
20 quarter of 2012 was 9.30 percent, do you 20 Q. Yes | do.
21 recall that? 21 MS. MCSHANE:
22 MS. MCSHANE: 22 A. Now come acrossto column 8, you seethe5. 1
23  A. Yes 23 percent?
24 MR. JOHNSON: 24 MR. JOHNSON:
25 Q. Okay, and this difference we are assuming is 25 Q. Right.
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Page 201 Page 203

1 MS. MCSHANE: 1 growth rate would be 5.1 percent.

2 A. And then the column next to that, that's 9.4 2 MS, MCSHANE:

3 percent, okay? 3 A. Correct.

4 MR. JOHNSON: 4 MR. JOHNSON:

5 Q. Right. 5 Q. Okay, and of coursewe seerangestherelike

6 MS. MCSHANE: 6 ALLETTE, 6.3, there’s othersthat are abit

7 A. Soif wecompare - 7 lower, WISCONSIN (Energy) is 6, so--and in

8 MR. JOHNSON: 8 terms of the people providing these forecasts,

9 Q. Soif you go down, if | just, not to 9 Bloomberg, Reuters, apart from Vaue Line, are
10 interrupt, it might be on point, at the bottom 10 some of these analysts from what’ s referred to
11 of that document where it says "Source, 11 asthe cell side part of the market?

12 Bloomberg", that takes in May, June and 12 MS. MCSHANE:
13 August, 2012. 13 A. Some of them would be, yes.
14 MS. MCSHANE: 14 MR. JOHNSON:
15 A. Right. 15 Q. And, of course, there's been discussion in
16 MR. JOHNSON: 16 regulatory hearingsin other places about
17 Q. AndYahoo, just explainisthat bear on what | 17 optimism on the cell sidefor these analyst
18 am asking? 18 projections, is that right?
19 MS. MCSHANE: 19 MS. MCSHANE:
20 A. What | wastrying to explain was that, | mean, 20 A. Therehasbeen discussion and there has been
21 if you look at the dividend yield, right, the 21 rebuttal of that discussion, | guess isthe
22 4.3, | mean, that’sidentical to the number 22 best way to put it. | mean, there has been,
23 that we saw in Schedule 14. 23 in my testimony, for example, there's a
24 MR. JOHNSON: 24 section on addressing the reliability of
25 Q. Right. 25 analyst’ s forecasts.
Page 202 Page 204

1 MS.MCSHANE: 1 MR. JOHNSON:

2 A. Thedifferenceis really inthis average of 2 Q. Butsufficeit for the moment to say that the

3 the EPS estimate because the difference is 3 area of disagreement between yourself and

4 only 10 basis points, right. 4 Doctor Booth is that you do not judge them to

5 MR. JOHNSON: 5 be optimistic or high.

6 Q. Yesh. 6 MS. MCSHANE:

7 MS. MCSHANE: 7 A. Correct.

8 A. Sowhat | am saying isthe difference between 8 MR. JOHNSON:

9 Schedule 14 and 17 is essentially the source 9 Q. Okay. Andsothen if we look at Table 29
10 of thegrowth estimates, there’sonly one 10 again, we have--it's on page 97--we see that
11 source of growth estimates in Schedule 14 and 11 the DCF cost of equity drops from 9.4 percent
12 there’sfour sources of growth estimatesin 12 to 9.1 percent when you employ the three stage
13 Schedule 17. 13 model. And as | understand it, the three
14 MR. JOHNSON: 14 stage model, that’ s when you taper down growth
15 Q. Okay. And now when we look at these estimates 15 estimates or taper them to the long run growth
16 for constant growth, so at Schedule 17, Ms. 16 in United States gross domestic product.

17 McShane, we see the expected dividend yield 17 MS. MCSHANE:

18 and we see the analyst forecast long term 18 A. They are assumed to converge over time to the

19 growth rates for your American utilities and 19 long term growth in the economy, maybe up or
20 these, | take it, would be expected to go off 20 down, depending on how the analyst’s growth
21 into perpetuity, these growth - 21 rate compares to the GDP forecast.

22 MS. MCSHANE: 22 MR. JOHNSON:

23 A. That'sthe assumption underpinning this model. 23 Q. Okay. Andin thethree stage model, how long

24 MR. JOHNSON: 24 arethey ineach stage? Forinstance, in

25 Q. Okay. And sothe assumption, the average 25 stage one, what’ s the period of that stage?
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Page 205 Page 207
1 MS. MCSHANE: 1 A. Becausethese are based on forecast earnings
2 A. Fiveyears. 2 over an extended period of time and forecast
3 MR. JOHNSON: 3 retention rates and | don’t have that data for
4 Q. Andthen the second stage isa little less 4 Canada.
5 that the first stage in most of these cases, | 5 MR. JOHNSON:
6 takeit, interms of the growth estimates? 6 Q. Okay. And wesee that there's quite a
7 Thesecond stageisfive years, | takeit, 7 difference between the constant growth of
8 too. 8 Canadian utilities, 11 percent, versus the
9 MS. MCSHANE: 9 three-stage model of 8.6 percent?
10 A. Yes andsoit’s the average of thetwo. | 10 MS. MCSHANE:
11 was looking at, if you look at Schedule 19, 11 A. That’'sright.
12 you can see whether thefirst stage and the 12 MR. JOHNSON:
13 third stage or whether the first stage is 13 Q. Okay. And | take it, asa truism, Ms.
14 higher or lower than the third stage. 14 McShane, that by merit of the fact that both
15 MR. JOHNSON: 15 for us and Canadian utilities, we see the
16 Q. Andthen- 16 three-stage model producing smaller numbers
17 MS. MCSHANE: 17 than the constant model, that this essentially
18 A. What | would say toyou that if you look at 18 means that it is because the average analyst
19 the stage one numbers, the mean and the median |19 growth rate for these utilities actually
20 of 5.1 and 5.3, | mean I’ ve had different than 20 exceeds the long run growth rate in GDP?
21 the stage three numbers which are 4.9. 21 MS. MCSHANE:
22 MR. JOHNSON: 22 A. That'scorrect.
23 Q. And stage three by that point we are assuming 23 MR. JOHNSON:
24 that there will be growth equal to the 24 Q. Okay. So whenl| see, in Table?29, these
25 forecast GDP growth in the United States. 25 estimates for the us utilities being for the
Page 206 Page 208
1 MS. MCSHANE: 1 DCF estimate being the highest for the short
2 A Right. 2 run analyst growth forecast and the constant
3 MR. JOHNSON: 3 growth model and then dropping by 30 basis
4 Q. Andif wego back to Table 29, you report on 4 points when you taper these to the long run
5 sustainable growth and that is 8.6 percent, 5 GDP growth and the three stage model and then
6 somewhat |ess even than the three stage model 6 dropping by afurther 50 basis points when you
7 and why would that beless? Or | should ask 7 use the company’s actua profitability data
8 you what’ s the sustainable growth concept? 8 for each company and you don’t rely on analyst
9 MS. MCSHANE: 9 growth forecast at al, I’'mwondering why
10 A. What isthe concept? 10 wouldn't this Board consider this itself as
11 MR. JOHNSON: 11 Exhibit A asevidence that these analyst
12 Q. Yeah 12 growth forecasts are optimistic?
13 MS. MCSHANE: 13 MS. MCSHANE:
14 A. Theconcept is that acompany can only grow 14 A, Wdl, | would take issue with what you' ve said
15 itsearnings asfast as the return on equity 15 because the sustainable growth rate estimates
16 that it earns and the amount of--and a 16 are based on analyst forecasts. They are not
17 proportion of its earnings that it retains to 17 based on actua profitability of the company.
18 fund the growth, in addition to what it can 18 So | don’t think you can draw the conclusion
19 add to its growth rate by funding externally. 19 that the sustainable growth -- and just
20 MR. JOHNSON: 20 because it happens to be, in this case, the
21 Q. And so thisfour, for instance, Canadian 21 lowest number, has anything to say about the
22 utilitiesis well--you don’t report on the 22 optimism of analyst growth rates. These are
23 Canadian utilities sustainable growth, what’s 23 based on analyst forecast.
24 the reason for that? 24 MR. JOHNSON:
25 MS. MCSHANE: 25 Q. Well, we certainly know that the only reason
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Page 209 Page 211
1 that your three-stage models produce lower 1 MS. MCSHANE:
2 numbersthan your constant is because these 2 A. Without any of the explanation around it, if
3 analysts are saying that there’s going to be 3 there was any.
4 growth in excess of GDP for these companies, 4 MR. JOHNSON:
5 right? 5 Q. And you can filethat if you fed it's
6 MS. MCSHANE: 6 important.
7  A. For the next five years, yes, and - 7 MS. MCSHANE:
8 MR. JOHNSON: 8 A. | don't know because | don’'t know what the --
9 Q. Butdoesn't that go on in perpetuity? 9 | would like to seeif there was any actua
10 MS. MCSHANE: 10 discussion around it.
11 A. Wdl, that'sthe assumption under the model, 11 (2:15p.m.)
12 but we don’t know how long investors would 12 MR. JOHNSON:
13 expect these growth rates to persist. | mean, 13 Q. Okay. We have no difficulty with doing that.
14 embedded in the prices may well be the 14 WEe'll undertake to do that. Regarding the
15 expectation that they expect these growth 15 reference, analyst growth estimates, and the
16 rates to persist andit’s not -- in this 16 question, the request a I, you are right,
17 model, the long term analyst growth model, 17 asks if the results that are reported in
18 those forecast are assumed to beinvestors 18 answer to | above -- no, actualy it’s I.
19 best estimates of what they can expect in the 19 "Please provide a table of the average
20 long term for growth. 20 arithmetic and compound growth rates for
21 MR. JOHNSON: 21 dividend earnings and book value per share for
22 Q. Haveyou done any checksto see whether these |22 each utility in H above since 1990 and compare
23 utilities have actually growth at the sorts of 23 this with the same growth rate for us Gbp and
24 rates that the analysts are assuming? 24 discussin detail whether these utilities have
25 MS. MCSHANE: 25 grown their dividend earnings and book values
Page 210 Page 212
1 A. | havelooked at some of the historic growth 1 at the GDPgrowth rate over the 20 years."
2 rates, yes. 2 Andif | could just take you to the next page,
3 MR. JOHNSON: 3 which actually sets out -- and severa of
4 Q. Andl'dliketocall up acrossaide. It was 4 these companies are common to what we were
5 an RFl through the Alberta hearing which 5 seeing in this proceeding, for instance,
6 provided some light on thetopic. It isin 6 Consolidated Edison, Northwest Natural Gas,
7 particular it would have been item two on that 7 Piedmont, Vectren, wGL are all part of your Us
8 letter, okay, no, you'reright there. You're 8 samplein this proceeding, right?
9 right there. Now Ms. McShane, you recognize 9 MS. MCSHANE:
10 this RFI from the Alberta 2011 generic cost of 10 A. ConEd, Northwest, Piedmont, Vectren, WGL,
11 capital proceeding? 11 yes, those are.
12 MS. GLYNN: 12 MR. JOHNSON:
13 Q. Mr. Johnson, we'll enter that as Information 13 Q. Okay. And the arithmetic GbPgrowthisat 4.8
14 Item No. 10. 14 percent and on a compound basis, 4.7 percent?
15 MR. JOHNSON: 15 MS. MCSHANE:
16 Q. Yourecognizethisreply, Ms. McShane? 16 A. Correct.
17 MS. MCSHANE: 17 MR. JOHNSON:
18 A. | believeso. So thiswasamulti - 18 Q. Andwhenwelook at dividends per share, and
19 MR. JOHNSON: 19 dividends per share, that’swhat the growth
20 Q. Multi-part. 20 analysts are actually trying to forecast,
21 MS. MCSHANE: 21 right, in the bcF model?
22 A. - multi-part with the answer only to part of 22 MS. MCSHANE:
23 I, L. 23 A. IntheDCFmodel, | mean, theideaisthat in
24 MR. JOHNSON: 24 the model that the cash flows immediately come
25 Q. Right. And- 25 from dividends, but over thelong term, all
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1 cash flows have to come from earnings. 1 MR. JOHNSON:
2 MR. JOHNSON: 2 Q. Andwhat would you make of a forecast that
3 Q. Ifwelook at dividends per share, the sample 3 saysin perpetuity that they’ re going to outdo
4 average of compound growth of dividends per 4 GDP, which isreflected in the three-stage,
5 shareisjust 2.7 percent of that whole -- for 5 because we seethe number coming down, and
6 that whole group, and that, | takeit, is 6 when you put on the brakes of GDP, doesthe
7 obviously significantly below compound GDP 7 maturity of the company cause you to think,
8 growth over that period of time, Ms. McShane? 8 gee, these constant growth forecasts over GDP,
9 MS. MCSHANE: 9 they’re abit optimistic?
10 A Itis. 10 MS. MCSHANE:
11 MR. JOHNSON: 11 A. No, | don't think that that’s true. | mean,
12 Q. Andsowouldthisbe evidence of optimismin 12 they’re very close to the GDP growth rates.
13 forecast that these -- well, let’s put it this 13 MR. JOHNSON:
14 way, this demonstrates, doesit not, that US 14 Q. What areyou forecasting for or were you
15 utilities, certain number of those who arein 15 assuming would be Canada’ s GDP growth rate for
16 your sample, have not met even compound GDP |16 the purposes of the DCF model, Ms. McShane?
17 growth in terms of their dividends per share? 17 MS. MCSHANE:
18 MS. MCSHANE: 18 A. It'sonaschedule. | think it’s 4.3 percent.
19 A. The historic growth in dividends has been 19 MR. JOHNSON:
20 lower than Gbp growth. | think that that’s 20 Q. 4.3 percent?
21 reasonable for that to bethe case. | think 21 MS. MCSHANE:
22 utilitiestend to be fairly conservative as 22 A. | believe so.
23 far asraising dividends because they want to 23 MR. JOHNSON:
24 make sure that they don’t have to cut them. 24 Q. Okay.
25 MR. JOHNSON: 25 MS. MCSHANE:
Page 214 Page 216
1 Q. Butwe--1 mean, we'retaking avery lengthy 1 A. That'son Schedule 21.
2 period here, 1990 to 2010. 2 MR. JOHNSON:
3 MS. MCSHANE: 3 Q Andin 21, you've got obviously Canadian
4 A. Weare, and we're talking about a period over 4 Utilities Limited, Emera, Enbridge, Fortis,
5 which we've seen afairly steady decreasein 5 and each of these forecastersor analysts,
6 allowed returns which has, during that period, 6 they al have growth well above GDP growth at
7 would have put afloor, if youwill, onthe 7 4.3 percent, don't they?
8 ability to raise dividends. 8 MS. MCSHANE:
9 MR. JOHNSON: 9 A. They do,and al of these utilities have
10 Q. Andwe seefrom this, for instance, that the 10 significant growth opportunities that underlie
11 average book value per share has run at 11 the EPsforecast. For example, Enbridge Inc.,
12 compound growth at an average of 4.2 percent, 12 which has the highest long term EPs forecast,
13 again lessthan compound growth at 4.7, and 13 I mean, they have a number of mgjor projects
14 the same can be said at earnings per share. 14 that are driving analyst estimates of future
15 Ms. McShane, alot of utilitiesare mature 15 earnings growth, which you can see intheir
16 utilities. For instance, Newfoundland Power 16 relativity low dividend yield. So investors
17 isamature utility? 17 are willing to pay arelatively high price for
18 MS. MCSHANE: 18 assess to those growth opportunities. So you
19 A. Yes 19 have to make sure that you incorporate
20 MR. JOHNSON: 20 relatively higher than norma growth
21 Q. A lotof these utilities, | suppose, are 21 opportunitiesinto the bcF model if you're
22 mature utilities, are they not? 22 going to couple that with, you know,
23 MS. MCSHANE: 23 relatively low dividend yield, which reflects
24  A. Well, they all would be considered mature 24 investors' expectations of high growth.
25 utilities. | mean, they have mature markets. 25 MR. JOHNSON:
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1 Q. Stllinadll, inthe Enbridge example, the DCF 1 MR. JOHNSON:
2 cost of equity iseight and a half percent. 2 Q. Ithink -- we'reat 2:30. | think was that as
3 MS. MCSHANE: 3 far as we were going to go, Mr. Chairman?
4  A. Under the -- well, that’sthe problem with 4 CHAIRMAN:
5 this three-stage model and the reason that | 5 Q. |think so.
6 have, you know, more than one model, because 6 MS. GLYNN:
7 what the three-stage model essentially doesis 7 Q. Yesitis
8 presumes that that higher growth embedded in 8 CHAIRMAN:
9 the priceis going to be cut off at apoint in 9 Q Soyou're-
10 time, and so you will sometimes get fairly 10 MR. JOHNSON:
11 inconsi stent results between a constant growth 11 Q. | will continue at the next available time.
12 and a three-stage growth model. 12 CHAIRMAN:
13 MR. JOHNSON: 13 Q. I think that’s 9:00 tomorrow morning.
14 Q. Isthere any evidence hereto substantiate 14 MS. GLYNN:
15 that historically Canadian growth for these 15 Q. 9:00 tomorrow morning, but we are going to go
16 utilities has met or exceeded GDP? 16 back to Ms. Perry tomorrow morning and finish
17 MS. MCSHANE: 17 with the company evidence to make up for
18 A. | have not looked at what the specific growth 18 Friday past and Ms. McShane will be back on
19 is. | mean, these are -- these numbers are 19 then on Wednesday morning.
20 based on what the current opportunities for 20 CHAIRMAN:
21 growth for these companies are. For example, 21 Q. Okay. We're adjourned until tomorrow at 9:00.
22 TransCanada, which is looking to build
23 significant new pipelinesinto the west coast
24 of BC,for example. Enbridge Inc., as |
25 suggested before, has got significant
Page 218 Page 220
1 infrastructure investments that it's making 1 CERTIFICATE
2 and its president has openly told investment 2 I, Judy Moss, do hereby that the foregoing is
3 analysts that he expects to be able to 3 atrueand correct transcript of ahearing in the
4 maintain ten percent earnings growth for a 4 matter of Newfoundland Power Inc.'s General Rate
5 long period of time. Emera has considerable 5  Application heard on the 14th day of January, 2013
6 investment opportunities. 6 atthe officesof the Board of Commissioners of
7 MR. JOHNSON: 7  Public Utilities, St. John's, Newfoundland and
8 Q. But Ms. McShane, if we assume, as these 8  Labrador and was transcribed by me to the best of
9 constant forecasts do ina perpetua model, 9  my ability by means of asound apparatus.
10 for instance, that -- let’s take Emeraat 6.5 10 Dated at St. John's, NL this
11 percent and assume that was perpetual. That 11 14th day of January, 2013
12 would be above GDP growth. | mean, they would |12 Judy Moss
13 become a larger and larger and larger and 13 Discoveries Unlimited Inc.
14 larger part of the Canadian economy, the
15 utility sector would, after awhile, overwhelm
16 the Canadian economy, wouldn’t they, if you
17 assume constant growth like that?
18 MS. MCSHANE:
19 A. Wdl,inprinciple, yes, but again, | mean,
20 it'sfairly obvious that if you look at the
21 dividend yields on these Canadian utilities
22 that the prices are such that clearly
23 investors are expecting much higher growth for
24 these utilitiesthan they arefor the us
25 utilities.
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