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Mont real , Quebec
Thur sday, 3 Decenber 1992
Le jeudi 3 decenbre 1992

--- Upon commencing at 8:00 a.m /A |'ouverture de
| "audi ence a 8 h 30

LE PRESI DENT: Bonj our, nesdanes et
messi eurs; good norning, everyone.

Maitre Leclerc...?

Me LECLERC: Bonjour, nonsieur |e President,
madanme Cote, nonsieur Priddle.

J'ai trois questions prelimnaires ce matin.
Vous vous souvi endrez que nonsieur Mrin s'etait engage a
faire une mise a jour de la piece RAM7. J'ainerais
deposer cette nmise a jour

Pourrait-on avoir un nunero de piece, s'i
vous plait?

LA GREFFI ERE: Ce docunent portera | e nunero
de piece B-26
PIECE No B-26: Mse a jour de |la piece RAM7, page 1
de 3, produite pe
RAM Exhi bit 7, pe

2/14/00 12:42 PM
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R A Mrin
Me LECLERC: On avait denmande a nonsieur
Morin de confirmer que la troisiene colonne etait |a sonme
des deux prenieres, et effectivenent il confirme que c'est
| e cas.
Monsi eur | e President, vous vous souviendrez
qu' au debut de sa preuve nonsieur Mrin a change ses
343

reconmandati ons, |es ayant effectivenment baissees de 25
points. Eu egard a ce changenent dans |es recomuandati ons
de nonsieur Mrin, |a Conpagnie a decide elle aussi de
faire un changenent dans sa propre requete, et denmande
mai nt enant que |lui soit accorde un rendenment pour |'avoir
de 13 1/8 pour cent pour |'annee 1993 et de 13,25 pour cent
pour |'annee 1994.

Je depose donc ce matin les pieces qu
refletent ces changenents dans |la requete de |a requerante

LA GREFFI ERE: Ce docunent portera | e nunero
de piece B-27
Pl ECE No B-27: Reponses a |a denmande de rensei gnenments
No 3 de |I'Ofice,
Responses to NEB

72-74
Me LECLERC: Je viens de vous deposer
monsi eur | e President, |le mauvais docunment. En effet, i
s' agi ssait des reponses de TQM a | a denmande de
rensei gnements No 3 de |'Office
On peut cependant garder cette cote.
La troisiene piece que j'ai a deposer est
une revision de |la demande de Trans Quebec & Maritinmes pour
refleter | es dernieres recommandati ons de nonsi eur Morin.
J'aimerais avoir un nunero de piece pour ce
344

docunent.

LA GREFFI ERE: Ce docunent portera |e nunero
de piece B-28.
PI ECE No B-28: Revisions a |a demande de TQM pour
refleter les derr
de R A Mrin sur
Revi sions to Tol |
reflect changes t
of Dr.Morin (Tr.
Me LECLERC. Ce sont la |les questions
prelimnaires que j'avais, nmonsieur le President. Je vous
renercie.

LE PRESI DENT: Merci, nonsieur Leclerc.

M. Yates...?
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MR. YATES: M. Chairman, | ama little
surprised by the revisions to the Application. Perhaps |
can | ook at them before we adjourn the evidentiary portion
of the Hearing, to see whether there is anything that I
need to raise in that respect.

I must say that | am pleased with the
direction, but | have not seen any of this material before.

Me LECLERC: Nous n'aurions pas d' objection a
rendre nonsi eur Hei der disponible si nonsieur Yates avait
des questions a lui poser.

LE PRESI DENT: D accord.
0345
CAPP/ APMC Panel
in-ch (Yates)
MR. YATES: M. Chai rman and
Menmbers, Dr. Waters is seated at the Wtness
Table. He is appearing as a witness on behal f of
t he Canadi an Associ ati on of Petrol eum Producers
and on behal f of the Al berta Petrol eum Marketing
Conmmi ssi on.

The exhibits to which Dr. Waters will
be speaki ng and which m ght be useful to have at
hand are: Exhibit C-1-4, which is his Direct
Evi dence, the main exhibit; C-1-5, being the
Responses of CAPP and the APMC to an Infornmation
Request of TQM C-1-6, which is a Suppl enent al
Response of CAPP and the APMC to a TQM I nfornmati on
Request; and C-1-7, which was filed at the outset
of the hearing today, that being an Update of
Dr. Waters' Table 15.

| would ask that Dr. Waters be
SWOr n.
W R WATERS: Swor n

EXAM NATI ON- | N- CHI EF BY MR. YATES:
Q Dr. Waters, do you have in front

of you a copy of a document which has been marked

as Exhibit C1-4, which is the "Direct Evidence of

Wlliam R Witers on Fair Rate of Return, on

behal f of the Canadi an Associ ati on of Petrol eum
0346
CAPP/ APMC Panel
in-ch (Yates)

Producers and the Al berta Petrol eum Marketing

Comm ssion", dated October 19927

A. Yes, | do.

Q Was that docunent prepared by

60f 140 2/14/00 12:42 PM
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you or under your direction or supervision?
A Yes, it was.

Q Do you have any corrections,
additions, or updates to nake to that docunent?

A Yes, | do. The first matter
woul d be an update to page 5. | have prepared a
sheet with the updated nunmbers added by hand.

MR. YATES: Perhaps | could
distribute that sheet now, M. Chairnman.
--- (Docurment distributed/ Docunment distribue)

MR. YATES

Q Would you like to |lead us
through that sheet now, Dr. Waters.

A The changes, as one can see from
the extrene right-hand columm, are generally in
the direction of sonmewhat higher rates,
particularly at the short end, for Canadian
i ssues.

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

|

| These increases in the Canadi an

| short-termrates reflect primarily the efforts

| that the Bank of Canada has initiated over the

| 0347

| CAPP/ APMC Pane
| in-ch (Yates)
| | ast three weeks or so to ensure that the Canadi an

| dollar is maintained -- apparently -- at a |leve

| in the order of 77 1/2 cents or nore for the

| i ndefinite future.

I
|
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

The rates in the United States have
changed very little since ny Testinony was
prepared six weeks ago, and so the changes that we
see for Canadi an i ssues can be prinmarily ascribed
to Canadi an conditions per se.

MR. YATES: Per haps, M. Chairman
we could mark this as the next exhibit, rather
than trying to have Dr. Waters read these changes
into the record.

THE CLERK: That will be Exhibit
C 1-9.
--- EXHBIT NO. C1-9:
Update to page 5 of Exhibit C1-4 re
changes in interest rates (Cdn.) Over
the period October 16-Decenber 1,

1992.
MR. YATES
Q Are there other corrections, or

addi tions, or updates that you wish to make to

70f 140 2/14/00 12:42 PM
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Exhibit C1-4, Dr. Waters?

A Yes. Continuing in the vein of

0348

CAPP/ APMC Pane
in-ch (Yates)
updates, there is an update to Table 14, which

will just read into the record

I would like to add a line to that
Tabl e, and I would suggest that it could be
inserted i mredi ately under "October 16", which is
the second-last entry of figures, and the entry
woul d be for Decenber 1.

The first colum would have an entry
of 8.42 per cent; the second colum woul d have an
entry of 8.66 per cent; the third colum woul d
have an entry of 8.76 per cent; the fourth col um,
which is the average of the three that | have just
read, would be 8.61 per cent; and the fifth colum
woul d be 8.55 per cent.

These val ues represent the |evels of
yi el ds, as of two days ago, for the nmjor subset
of issues that | utilize in comng to a concl usion
as to the long-termbond rate that exists today.

because when one is looking at the alternatives

that an equity investor has, there are a series of

I ong-term bonds which that investor could acquire,

and the values here are indicative of the broad

spectrum of issues that the investor has

avai | abl e.

0349

CAPP/ APMC Pane

in-ch (Yates)
The next set of changes are

essentially corrections of mnor errors.

The first correction is at page 20,
in the first full Answer, the fifth |ine, where it
shoul d read "the bul k of these costs
represents...".

The next change, in the same vein, is

at page 31. In the first line of the Question at
the bottom of the page, "Wat is" should be "What
are".
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| There is an averagi ng process here
|
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|
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I

| And finally, at page 62, the Answer
| in the middle of the page which begins "Based on
| the mdpoint of 2 3/4 percent"”, that should read
| "Based on the m dpoint of 2 5/8ths percent”
I

Those are all of the changes that
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have.

Q Dr. Waters, with the corrections
that you have nade to Exhibit C-1-4, do you now
accept and adopt it as your Witten Testinony in
thi s proceedi ng?

A. Yes, | do.

Q And do you accept and adopt
Exhibit C 1-9 as the updated version of page 5 of
Exhi bit C1-4 and as part of your Direct
Testi nony?
0350
CAPP/ APMC Pane
in-ch (Yates)

A I thought it had been narked as
"B". But, yes, | will accept that as part of ny
Testi nony.

Q Do you also have in front of you

a copy of Exhibit C1-5, which is entitled
"Responses of the Canadi an Associ ation of

Pet rol eum Producers and the Al berta Petrol eum

Mar keting Conmi ssion to Informati on Request No. 1
of Trans Quebec & Maritines Pipeline Inc., dated
Cct ober 26, 1992", and the date on which is
Novenber 19927

A. | do have that.

Q I's that a docunment which was
prepared by you or under your direction or
supervi si on?

A. Yes, it was.

Q Do you have any corrections or
additions to nmeke to that docunent?

A No

Q Do you accept it and adopt it as
part of your Witten Testinony in this proceedi ng?

A. Yes, | do.

Q Do you al so have a copy of

Exhi bit C1-6, which is entitled "Suppl enenta

Response of the Canadi an Associ ati on of Petrol eum
0351
CAPP/ APMC Pane
in-ch (Yates)

Producers and the Al berta Petrol eum Marketing

Conmi ssion to Question 3(b) of Information Request

No. 1 of Trans Quebec & Maritimes Pipeline Inc.

dat ed Novenber 23, 1992", this docunent al so being

90 140 2/14/00 12:42 PM
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dat ed Novenber 199272
A. | do have that.

Q Is this also a docunent which
was prepared under your direction or supervision?

A Yes, it was.
Q O by you?
A. Yes.

Q And do you have any corrections
or additions to nmake to that docunent?

A No.

Q Do you, therefore, adopt it as
part of your Witten Direct Testinmony in this
proceedi ng?

A. Yes, | do.

Q And finally in respect of
docunents, do you have before you a copy of
Exhibit C1-7, which is the Updated Table 15 from
your Direct Evidence, which is Exhibit C1-4, this
Updat ed Tabl e 15 bei ng dated Novenber 28, 19927

A. Yes, | do.

Q Is that a docunent which was

prepared by you or under your supervision or
control ?

A. Yes, it was.

Q Are there any corrections or
additions to make to that?

A There are no changes.

Q Do you, therefore, adopt it as
part of your Witten Direct Testinony?

A. Yes, | do.

Q Dr. Waters, yesterday, at about
transcript page 311, there was a di scussion
between Dr. Mrin and Counsel for the NEB,

Ms. Chanpagne, which involved an interpretation of
Dr. Morin's in respect to your evidence relating
to the market risk prem um

file///Cdrew/docsRHA92v03.htm

0352
CAPP/ APMC Panel
in-ch (Yates)
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Do you recall that?
A Yes, | do.

Q And do you recall Dr. Mrin
expressing the hope that a question would be asked
of you to nake sure that Dr. Mrin did not
m srepresent your position on this issue?

A. Yes, | do recall that.

Q That was at page 313 of the
transcript?

A Yes.
0353
CAPP/ APMC Pane
in-ch (Yates)
Q Coul d you advi se us whether, in
your view, you think that Dr. Morin got your
position correct on the record?

A Not quite. Dr. Mrin spoke of
my meking an adjustnent for the fact that
Il ong-term bond i nvestors, on average, had not
achieved as high a rate of return as they had
prospectively anticipated, that latter item being
measured by the yields prevailing on bonds at the
begi nni ng of each year

While | have, in sonme testinony that
| presented before this Board nade an explicit
adj ustment for that consideration, in this
particular Testinony | have treated that as a
qualitative elenment which has inplications for
whi ch end of the range of observed market realized
risk premuns | have adopted.

There is no explicit change made to
the observed values fromthe cited sources to
reflect this factor.

That is discussed in nmy Testinony at
page 50.

MR. YATES: Thank you, Dr. Waters.

M. Chairman, Dr. Waters is available
for cross-exam nation.
0354
CAPP/ APMC Pane
cr-ex (Leclerc)
THE CHAI RMAN: Thank you, M. Yates.

M. Leclerc, please.

11 of 140 2/14/00 12:42 PM
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CROSS- EXAM NATI ON BY MR LECLERC
MR. LECLERC: Good nor ni ng
Dr. Waters.

THE W TNESS: Good norni ng
M. Leclerc.

Q The first area that | would like
to go over with you, Dr. Waters, is a conparison
bet ween your 1990 Evi dence and your 1992
Evi dence.

Is it correct to state, sir, that in
1990 your DCF results for non-utilities were 12
1/2 per cent?

A I will accept that, subject to
check.

Q And that this year, the result
is 11 per cent?

A That is correct, yes.

Q And in 1990 you had adj usted
these results by a factor of 50 to 70 basis points
to get your results for pure utilities?

A I will accept that, subject to
check.

I am saying that sinply as a
0355
CAPP/ APMC Pane
cr-ex (Leclerc)
formality, because these nunbers seem very
reasonabl e.

Q Do you have it with you?

A | have it upstairs.

Q Therefore, your DCF result for
pure utilities was in the range of 11 3/4 to 12
per cent?

A Yes.

Q And that this year, the
adj ustnment fromnon-utilities to pure utilities is

in the order of 60 basis points to 80 basis
poi nts.

Is that correct?

12 of 140 2/14/00 12:42 PM
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A 60 to 80 basis points, yes.

Q Is there a particular reason why
you raised it froma range of 50 to 70 to a range
of 60 to 807

A 10 basis points difference?
Q Yes.
A | believe the calculation is

made starting with the equity risk premiumfor the
mar ket as a whole and then taking the relative
risk values for the first septile |lowrisk
non-utilities and for the utilities in the sanple
and establishing what is the inplied risk prem um
0356
CAPP/ APMC Pane
cr-ex (Leclerc)
for both of those groups, and then sinply taking
the difference and using that difference in the
context then of the DCF Test, as well as using it
in the context of the Equity Ri sk Prem umtest.

So the magni tudes at which we speak
here -- 10 basis points difference -- could conme
fromeither a slight difference in the relative
ri sk value established for non-utilities or in the
equity risk prem um val ue

I do not think either have changed
very nmuch from 1990. 10 basis points is very easy
to get just within the rounding, alnost, of the
dat a.

Q Are you suggesting that this is
just a mathematical result of the application of
the sanme theory, the sane approach?

A Yes.

Q So to continue where we were,
sir: this year your DCF result for pure utilities
is 10-1/4-to-10-1/2 per cent?

A That is correct.

Q And | take it, sir, that you
view these results as being very | ow

Is that correct?

A I regard them as being | ow
0357
CAPP/ APMC Pane
cr-ex (Leclerc)

130f 140 2/14/00 12:42 PM
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They are, | think, the | owest values | have
computed in sone 14 years on the DCF Test. They
are not much | ower than they have been for the

| ast couple of years now.

Q Is that the reason why you
appear to have discarded them sir?

A The reason that | discarded the
DCF val ues -- and "discard" perhaps is a strong

wor d.

I did not utilize themformally in
com ng to nmy reconmmendation because | noted that
they were slightly bel ow the value of the | ow end
of the range of the Equity Ri sk Premiumtest, and
I felt that, in light of the volatility of capita
mar kets over the last year and a half in
particular, it would be appropriate to focus on
the Equity Risk Premiumresults, which do reflect
nmore directly and nore i nmedi ately the changes
that occur in capital markets.

So | regarded the DCF val ues as
i ndi cative of that.

The Equity Risk Premumresults were

not unreasonable, but | felt that, in |ight of

the, can | say, "stickiness", perhaps, of the DCF

val ues, it was best, in uncertain tines --
0358
CAPP/ APMC Pane
cr-ex (Leclerc)

"particularly uncertain tines", as all tines are

"uncertain" -- to concentrate on the results of

the Equity Ri sk Prem um Test.

Q Is it fair to say, sir, that,
stated differently, for all practical purposes,
you have given no weight to these results?

A The end result of ny
reconmendati on suggests that | have given no

weight -- and I will accept that characterization,
if it will help you get along here
Q Let's nmove on to your narket

ri sk prem um anal ysis and the conpari son between
the two years.

WIIl you accept that, in 1990, your
mar ket risk premiumfor the market as a whol e,
prior to adjustnent, was in the range of
5.7-t0-5.9 per cent?

A Prior to adjustments being

made?

14.of 140 2/14/00 12:42 PM
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Q Yes.
A Yes.

Q And that this year, the same
value is 4.7-to-4 per cent?

A I did not quite hear you
Q | said that for this year, the
0359
CAPP/ APMC Pane
cr-ex (Leclerc)
sanme values are 4.7-to-4 per cent -- your range of

the market risk premium prior to adjustnent.
A 4.0-to0-4.7 per cent.

Q Yes. And that in your previous

testinony -- and | think this is what you were
alluding to in your response to M. Yates'
question -- you had performed an adjustnent of 1.4

per cent, to reflect what you perceive as a
shortfall between achieved and expected returns
for long-term bond hol ders?

A That was in the 1990 Testi nony,
yes.

Q Correct. And that you have al so
then perfornmed ---

A Just one conment. It is sinply
that | do not recall, for the noment, whether or
not that 1.4 was applied to both the 5.7 and the
5.9, or not.

If your advice is that it was, then |
will accept that.

Q No. We will get to that |ater
on. | amnot suggesting that is the case.

But you had considered a 1.4
adj ustment - --

A I did.
0360
CAPP/ APMC Pane
cr-ex (Leclerc)
Q -- to go fromyour market risk

premiumto the market risk prem umthat you use
for the determ nation of your reconmendation?

A Yes.

Q And then afterwards you nmade an
adj ustment of 1.5 per cent for what | believe is
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call ed the "purchase power prem uni?

A The "purchasing power risk
premiuni, yes. | nade an adjustment for that
factor, also.

Q Which was at the level of 1.5
per cent. Correct?

A | accept that, subject to check
Q And that your ultinate estinmate
of the market prem um for the nmarket as a whole
was in the range of 3-to-4.2 per cent?

A 3.4 to...?

Q 3-to-4.2 per cent.

>

3.0 to...7?
Q To 4.2 per cent.
A Ckay.
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| Q Wuld it be fair to say, sir,

| that you took the upper range of your risk

| premum prior to adjustment, of 5.9 per cent and

| that you applied literally the two adjustnment

| 0361

| CAPP/ APMC Pane
| cr-ex (Leclerc)
| factors to that range in order to reach the | ower

| end of your estimate of the market prem un?

I
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A It would appear that that was
the mechanics of it, because the two adjustnents
add to 2.9 per cent.

Q And it woul d al so appear that
you have not perfornmed exactly the sanme exercise
for the other end of the range?

A That is correct. That is the
point that | raised with you as one of

clarification earlier. | agree that | did make
that particul ar adjustnent in only one end of the
range.

Q If I use the mathematics of

going from5.7 to 4.2, would it be reasonable to
assunme that you had only nmade, then, for the upper
range, the adjustnent for the purchasing power

ri sk prem unf

A Yes.
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Q Is there a particul ar reason
that you recall why you had not made the
adj ustment of 1.4 per cent, then, for the upper
range?

A There was a reason. The 1.4 was

deducted fromthe value of 5.9 per cent, which
0362
CAPP/ APMC Pane
cr-ex (Leclerc)

applied to the period 1950 to 1987. | nmde the

adj ustment to reflect the fact that, over that

particul ar period, the shortfall between

i nvestors' anticipated yields on | ong-term bonds

and their actually-achieved yields was very

substanti al .

It reflected, in a structural sense
the substantial degree of unanticipated inflation
that was experienced in the latter part of that
1950 to 1987 period

So | felt that the anomaly, or the
shortfall, that we observed was |argely
concentrated in that particular period of time and
was nost appropriately made to that tine.

In 1990, when | undertook this
analysis, | did not have data on the observed
differentials between prospectively required
yi el ds and achi eved yi el ds goi ng back to 1926, but
I made the -- what | thought plausible --
assunption that inflation |evels had not been as
dramatic, and certainly unexpected inflation had
not been as prevalent in the earlier period and,
hence, the adjustment was | ess necessary for the
earlier period of tinme.

Q Do | understand fromthat, sir,

0363
CAPP/ APMC Pane
cr-ex (Leclerc)

that in the period going from 1950 to 1987 we

experienced unusual inflation and, therefore, that

has produced the 1.4 result, but that prior to

1950, you had antici pated, back in 1990, that

there was no unusual inflation and, therefore,

that you woul d not have experienced it?

A It is all a matter of degree. |
woul d not say that | anticipated none but that,
relatively speaking, there was nmuch | ess and that
as a result, and not having any data, the
reasonabl e approach to take was to nake the
adjustment to the 1950 to 1987 period only.

Q Wul d you normal ly assune, sir,
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that at |east there would have been sone el ement
in there, for the follow ng reason: the period
goes from 1926 to 1987, and surely in there you
woul d have found your higher inflation?

A Sure, | accept that. The point
was to nmake the adjustnent on a relatively
conservative basis, given that the data for the
entire period was not available. And, also, it is
a controversial adjustnent.

Frankly, the nunber 1.4, while
arithnmetically sound, if | can put it that way, is
one that can be argued about as to its direct
0364
CAPP/ APMC Pane
cr-ex (Leclerc)
applicability.

Q But | take it that this year you
did find sone information to permit you to
cal cul ate what woul d have been the adjustment for
the period prior to 19507

A Yes, | did. | have added that
-- | do not recall the first case. Certainly
it ---

Q | believe it is on page 49 of
your Testinony, sir.

A -- would be there, | think, for
this case. It has been added before this case
that is to say, this particular information.

Q But it was not added in 19907

A. No

Q It has been added since that
case, in other evidence?

A. Yes.

Q And | take it, reading the first
full answer on the top of page 49, that you have
obt ai ned, now, the information from 1937 to 1991.

I's that correct?

A. That is correct.

Q And that the result that you
obt ai ned for that period is now a .9 per cent

0365
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CAPP/ APMC Pane
cr-ex (Leclerc)
di fference?

A Yes.

Q So if we cone back to ---

A. Excuse nme. The .9 is for 1937
to 1991; and then to fill out the information on
the footnote, | conputed a value of .7 for the

entire period. That was based on the assunption
that the differences were zero for the period 1926
to 1936.

Q But that is just an assunption
for the earlier part, prior to 19377

A Yes.

Q To cone back, sir, to what you
have done this year, we start off from your range
of 4-to-4.7 per cent for market risk prem um --
and you highlight in your Evidence what the
adj ust mrent woul d have been.

| take it that that woul d have been a
range from.9-to-1.3 per cent?

A Yes. Actually, .7-to-1.3 per
cent.

Q On the assunption, of course, if
we go back to 1926, that it was zero from 19267

A Back to 1926, that is right; and
that we would nmeke the adjustnent to the full
0366
CAPP/ APMC Pane
cr-ex (Leclerc)
period, 1926 to 1991.

Q | take it, sir, that this year
you woul d again highlight the 1.5 per cent
purchasi ng power risk prem um adj ust nent ?

A | identify it.

Q At the top of page 50 ---

A At page 50, line 6, | suggest
that perhaps the 1 1/2 percentage points "is an
overstatement of the currently required purchasing
power risk prem uni.

Q You nonetheless refer to it?
A Oh, yes. | think it is an
i nportant consideration. It is one of these
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difficult items to neasure, but neverthel ess
rel evant.

Q So this leads you to the result
of an estimate of the market risk premi umas a
whol e of a range from4-to-4.5 per cent?

A When you say "this"

I did not nmake either of these
adj ustments. The 4.0-to0-4.5 is based on the
observed average values for two different periods,
the 1926-to0-1991 period and the 1950-to0-1991
peri od.

Q So going from4.5 to 4.7 is just

0367

CAPP/ APMC Pane
cr-ex (Leclerc)
roundi ng out?

A. Yes, basically.

Q And in your calculation, you
have not nmade any adjustment for the two
adj ustments that you had made in previous
testi nony?

Q In your |ast Evidence, the
I ong-term Canada Bond rate that you had relied
upon was 11 per cent?

A Yes.

Q And in this year, it is a range
of 8 1/4-to0-8 3/4 per cent?

A That is correct.

Q And your estimated risk prem um
for the lowest-risk utilities in 1990 -- on the
assunption that utilities are half as risky as the
mar ket -- was 1.5-to0-2.1 per cent?

A I will accept that, subject to
check.

Q And this year, your range has

gone from2 to 2.3 per cent?
A. That is correct, yes.

Q Your investor-required return in

I
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| 1990 was 12.5-t0-13.1 per cent?
I
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CAPP/ APMC Pane
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A Yes, | will accept that, subject
to check.

Q And the result this year is 10
1/ 4-to-11 per cent?

A I amsorry, the nunber you gave
me was...?

Q 10 1/4-to-11 per cent?

A To 11 per cent, yes. That is on

page 61.

Q From that point on, sir, to
reach your final recomendation in 1990, you had
added to your range, | believe, 25 basis points to

the I ower end, and nothing to the upper end of
your range in 1990.

Is that correct?

A The suggestion is that it was
added to the | ower end of the range?

Q That is correct, sir.

A But not the upper end?

That was not quite my

Q Correct.
A
I thought it was added to both.

recol | ecti on.

Q This is what we have taken out
of the Testinmony, sir.

A That is fine.
0369
CAPP/ APMC Pane
cr-ex (Leclerc)
Q And that you had deducted 10
basis points fromthe upper end: you have gone
from13.1 to 13 per cent?

A That, | suspect, is rounding,
going from13.1 to 13.

Q And in the determination of your
final recommendation in 1990, you added to the
required rate of return for TQM the range of
13 3/4-t0-13 per cent, what | gather is 1/8th of a
per cent to the upper range and also 1/8th of a
per cent to the lower range, to account for
financial market conditions.
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Is that correct?

A That is the adjustnent that |
t hought you were nentioning earlier. | think
woul d agree with the 25 basis point upward
adjustnment to the lower end for 1990. That was
not TQWrel ated; that was sinply my establi shment
of the appropriate range for lowrisk utilities.

I believe you are now speaki ng of the
speci fic adjustment added for TQM when you
mention the 1/8th.

Q I had thought, sir, that the

earlier adjustnent, from12.5 to 12 3/4, was for

the uni que circunstances of TQM and that, beyond
0370
CAPP/ APMC Pane
cr-ex (Leclerc)

that, you had nade a further adjustment to account

for the financial market conditions, which brought

you from 12.5-t0-12.78 at the | ower end, and from

13-t0-13 1/2 for the upper end?

A | amsorry, |I amjust not able
to confirmeach and every one of those steps at
the monent.

Let me put it this way: | typically
round the estimate of the investors' required rate
of return for utilities, and I then add an upward
adjustment for the slightly higher risks of TQM
then | further add what | call a "cushion" to
reflect the circunstances in financial markets at
the tinme, to ensure that the ultimte
recommendation that is made is high enough, in ny
view, to provide the Conpany with the investors
required return, no matter what happens in
financial markets over the test period, with a
hi gh degree of probability.

Q This is what | had understood
you to do, sir. And | thought that you had
i ndicated that TQM s uni que ri sk was 25 basis
poi nts?

A I thought | had as well

Q That is why | was trying to
0371
CAPP/ APMC Pane
cr-ex (Leclerc)
figure out what the total for the other financial
conditions was, to go from12.5 to your fina
reconmendation of 12.78
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A Then | guess it was 25 to 50

basi s points, given the range that we have here.
Q Looki ng at what you have done

this year, sir: as we said earlier, your

i nvestors' required return for utilities, as a

whole, is 10 1/4 to 11 per cent?
A. Yes.

Q And your final recomnmendation is
11 1/2-to-11 3/4 per cent.

You will find that at page 2 of your

Evi dence.

A Thank you. It is also at page
10.

Q Correct.

A. | have the sane nunber in both
places. | will not say that | have it "right"

but | have the sane.

11 1/2-to-11 3/4 per cent, that is
correct.

have done this year, sir, to go froma range of

10 1/4-to-11 per cent as your investors' required

0372

CAPP/ APMC Pane
cr-ex (Leclerc)
return for utilities as a whole to your

11 1/2-to-11 3/4 for TQW

A As | indicate at page 62, in the
first full answer, the upper end of the range of
my estimate of the investors' required rate of
return for TQMincludes a 25 basis point add-on
There was not an add-on to the |ower end of the
range. Then to go from11l-to-11 1/4 to
11 1/2-to-11 3/ 4 involves adding to both ends of
the range the 50 basis point "cushion", as
describe it, that is discussed at page 10.

Q As | see it, sir -- and correct
me if | amwong -- the adjustnent that you are
meki ng to your lower end is 125 basis points?

A That is taking literally the
10 1/4 at page 61, line 3, which is the range
formally established on the basis of working
t hrough the nunbers associated with the Ri sk
Prem um Test, and then on page 62, at line 3 also,
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230f 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3 file/l/CY/drew/docsRHA492v03 htm

utilities, and also TQVM by using a range of
11-to-11 1/4 rather than what otherw se woul d have
been a range of 10 1/4-to-11 1/4.

Q | gather what you have done is
essentially change the 10 1/4-to-11 to
0373
CAPP/ APMC Pane
cr-ex (Leclerc)
11-to-11-1/4?

A That is correct. And the 1/4 on
the 11 is for TQVM s uni que ri sks.

The fact that | was rounding up or
narrowi ng the range by slicing off the 10 1/4 and
goi ng higher | felt incorporated an adequate
al  owance at the |ower end for TOM s special risk

Q Then you go from 11-to-11 1/4 to
11 1/2-to-11 3/47

A That is correct. And that is
the "cushion" for financial market conditions
seem ng uncertain and nmy concern that the
recomrended fair rate of return be sufficiently
high to permt, under all but the nmpbst unusua
conditions, TQMto earn the investors' required
rate of return over the two-year test period.

Q | take it, sir, that these
adj ustments are judgnments on your part, and not
enpirical conputations?

A | think that is fair -- oh, the
50 basis points is not. That is an enpirica
conputation. That is based on my exami nation of
the volatility of long-terminterest rates over
t he past seven or eight years.

What | do is | look at nmonthly data

0374
CAPP/ APMC Pane
cr-ex (Leclerc)

and see to what extent actual values of long-term

interest rates deviate in subsequent nonths from

the value that prevailed at the beginning of the

year.

I am | ooking at the extent to which
| ong-term bond investors could have been wrong in
their forecasts of interest rates for the ful
year, and then | have taken, | believe, one
standard devi ation fromthe nmean val ue, and that
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is approxi mately 50 basis points.

So the 50 basis points is enpirically
det erm ned.

Q Wuld it be fair to say, sir,
that an overall conparison of the |ast Evidence to
this Evidence is that your |ong-term Canada Bond
interest rates have fallen from 11 per cent to
8-1/4-t0-8-3/4 per cent, and that your risk
prem um has increased froma range of 1.5-to0-2.1
to a range of 2-to-2.3 per cent.

Is that correct?

A So the increase in the risk
premiumis something |ike 20 basis points at the
top end and 50 basis points at the bottom end.
Yes.

Q But, nonethel ess, an increase in

0375

CAPP/ APMC Pane
cr-ex (Leclerc)
the risk prem unf

A Yes.

vi ew t hat conditions have changed, and that they
are now riskier than they were back in 1990?

A It may be so. The process that
I went through to establish the risk prem um for
the utilities is essentially the same as the
process that | undertook in 1990. However, the
mar ket risk premiumthat | have utilized is
somewhat different.

As you noted earlier, in 1990 the
mar ket risk premiumwas 3.0-t0-4.2 per cent; this
time it is 4.0-to0-4.7 per cent.

Q Does this also indicate that it
has gone up, as opposed to |ast year?

A The difficulty I am having in
answering you directly is that the process that |
went through established a particular value for
the risk premium That val ue was established
maki ng adj ustments of the sort that we described
earlier.

If either of those adjustnents were

formally made again this year, then we would have
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CAPP/ APMC Pane
cr-ex (Leclerc)
bef ore, which would ---
Q I will discuss that with you
|later on, Dr. Waters.

A Ckay. But what | am suggesting
is that | think you can fairly ascribe the
difference in the risk premiumfor utilities this
year to the difference in the estimate that | have
of the market risk premum which in turn, this
year, does not reflect the downward adjustnents
that | nade in the previous case but which,
qualitatively, | feel act to reduce the market
risk premumfromthe value that is given

In terns of the data that you see,
there is a larger utility risk premum It is
generated by virtue of the fact that there is a
slightly larger market risk premium But |
qualify that "slightly larger risk prem uni by
saying that it does not reflect the two
adj ustments which | made explicitely to reduce it
last time and which | only note qualitatively this
time.

So that is why | say | amnot sure
can say that there has truly been a change in the
risk environnent for utilities.

Q But your end result is that, not
0377
CAPP/ APMC Pane
cr-ex (Leclerc)
havi ng done these adjustnents, your risk prem um
is higher this year?

A That is true. So reflecting the
adj ustments then, we could get back to my previous
ri sk prem um

On that basis, you could say that ny
reconmendati on today is not reflective of two
factors which | consider are bases for reducing
the risk premum

Q Yet, you had nmede these
adj ustments in the past?

A Yes, | did. | indicated in ny
Testinony that | have not made them because |
found that they have been a matter of considerable
controversy.

I acknow edge that they are very hard
to neasure, and rather than continue to have
substantial discussion about the nmerits, or
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ot herwi se, of the particular nunbers that | have

arrived at, | have sinply taken out those
adj ustments, but noted that, qualitatively, they
are conceptually and, | think, practically

rel evant to ne.

Q But nonet hel ess, in past
evi dence you have nade these quantitative
0378
CAPP/ APMC Pane
cr-ex (Leclerc)
adj ust ment s?

A. I did. | did not make themthis
time, for the reasons that | have indicated.

Qualitatively, | think they should be
made. But in ternms of the mechanics of making
them there is enough controversy that | feel
will just |leave themas qualitative itens.

Q | propose to get back to that a
bit later on, but I would now |ike to conpare your
"TQM 1992" Evi dence with the Evidence you filed
in the 1992 TransCanada case.

Wul d that be fair, sir?

A I have it. It is a smaller
book. It fits nore easily into nmy bag than the
"TQM 1990" nateri al

Q Wiy is that?

A Because | stripped down the
TransCanada nmaterial just to contain the Evidence,
whereas the 1990 TQM material has all of ny
back-up material in it as well.

Q Wuld it be fair to say, sir,
that, other than the adjustnents for the
particular circunstance of TQW your 1992
TransCanada Evi dence and your 1992 TQM Evi dence
are al nost a carbon copy of one another?
0379
CAPP/ APMC Pane
cr-ex (Leclerc)
A They are certainly very
simlar. M client is grateful for that, because
the incremental cost was very | ow

Q | take it if we were to go over
your results for the DCF test, we would get the
sane numbers?

A I hope so.
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Q And the sanme for the market
risk?

A Yes.

Q And it is only in your final
recomrendati on that you went from in our case
11 1/2-to-11 3/4 ---

A. Yes.

Q -- and in the other
11 1/4-to-11 1/2 per cent?

A Yes. That is with respect to
the investors' required rate of return.

There is a little nmbre work that went
into the capital structure, | suspect.

| amjustifying my fee here, as you
can under st and!

Q I would like to briefly go to
your adjustnments at the outset. | believe it was
Exhibit C 1-9.
0380
CAPP/ APMC Pane
cr-ex (Leclerc)
Do you have that before you, sir?

A. I think so

Q | gather what you are telling us
is that since you prepared your Evidence,
| ong-term Canada Bonds have gone fromthe nmd
range of what you had expected to the upper end of
your range.

Is that correct?
A. On Table 14, the nean is 8.61.

Q That is why | am suggesting,
sir, that your range in the discussion we just had
went from8-1/4-t0-8-3/4. And 8.61, is that not
close to 8 3/4?

A Actually, no. It is closer to 8
1/2. But it is certainly closer to 8 3/4 than it
is to 8 1/4.

Q And | gather that these changes
have not brought you to change your
recommendati on?

A No. Interest rates, as we know,
these days, unfortunately, are noving around very
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substantially on a day-to-day basis. W have had
noves of as nuch as 15 basis points.

Even with M. Mazankowski's rather

wi shy-washy "econom ¢ comment”, | think it was
0381
CAPP/ APMC Pane
cr-ex (Leclerc)

called, interest rates fell by five basis points.

So ny 8.61 would be 8.56 if | had done it this

nmorni ng i nstead of yesterday norning.

I amonly suggesting that the
volatility of interest rates is very substanti al
t hese days.

So wherever we are in the range,
think it is prudent to continue as if there was no
change necessary in the recommendati on.

Q Woul d that bring you to
enphasi ze one end of the range as opposed to the
ot her?

A Not really. The difference is
not enough for me to do that at this tine.

Q | take it that your answer is:
Notwi t hstanding this volatility, you believe that,
for the future, they will remain at basically the

sane, in the range of 8 1/2?

A That is the basis for ny
recomrendati on. But then, as you know, | add the
50 basis points "cushion", and that "cushion",
particularly in the context of TQM is primarily
for volatility that we know exists and which m ght
take us, for an extended period of tine, above
8.75 per cent.
0382
CAPP/ APMC Pane
cr-ex (Leclerc)
I have a 50 basis point allowance for
that consideration.

Q And | believe, sir, you have
poi nted out the extrene volatility in short-term
interest rates in Canada.

That is an understat enent. Is it
not ?

A Yes. The volatility in
short-termrates is driven largely by concerns
with respect to maintaining the stability of the
exchange rate for the Canadi an doll ar
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To the extent that the specul ators
"get on our case", if | can use the vernacul ar,
then the noves that the Bank of Canada has to make
are even larger than they otherw se woul d be.

So it is not surprising, frankly,
that we have seen interest rates, at the short
end, change as quickly as they have.

The reason for these changes is
because there is an incredible amount of liquidity
in the world economic financial systemtoday.
There are literally billions of dollars which wll
go from Country "A" to Country "B" for a 10 basis
poi nt overnight differential.

Dependi ng on the pressures in the
0383
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gl obal markets, and the extent to which the noney
is moving away from Canada, the response has to be
rather dramatic.

I nmentioned a 10 basis point
differential. |In fact it will go for a 1 basis
point differential on an exchange-hedged position
But sonetines it is difficult to arrange the
hedges. And even if you do, they are potentially
expensive -- although, in theory, arbitragers are
wor ki ng both si des.

So you have to have the currency
differential in the rate that is available for
Canadi an short-term noney as wel | .

Al'l of those factors make for extrene
volatility. But it is essentially foreign
exchange rate driven at this point.

If it were not for that, we would be
down in the 6 per cent area for short-term noney
today, bank prinme; and even well below that for
comrerci al paper.

Q Is it reasonable to suggest that
the Bank of Canada will keep on doing these
interventions in the future?

A. Yes.
Q This is not a spot event that we

0384
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are now goi ng through?

A As long as it feels (a) that it
has to do so in order to protect the dollar; and
(b), it has the currency reserves to carry that
out .

Q I's your expectation that the
volatility that we have just gone through will
keep on through the two Test Years 1993 and 19947

A Wth respect to short-term

rates?

Q Yes.

A No. | believe what you woul d
call the "purchasing power parity rate" -- that

is, the rate which would exist in foreign currency
mar kets for the Canadi an dollar under conditions
of free flow of currencies and free fl ow of goods
wi t hout intervention by central banks -- would be
in the range of 75 to 80 cents.

I made that position clear about nine
or ten nmonths ago in a case in British Col unbia
and | have seen no reason to change that.

The underlyi ng fundamental structura

circunstances of the conpetitiveness of the

Canadi an econony suggests to nme that 75 to 80

cents is a sensible location. And 77 1/2 which |
0385
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mentioned this norning -- which mght have sounded

li ke an odd nunber at the tine -- is sinply the

m dpoint of that 75 to 80 cent range. The

Canadi an dollar is selling at approxi mately 78

cents today.

I think we have seen, finally, a
change in the relative value of the Canadi an
dol lar, which now brings it into relatively
long-run equilibriumwth the U S. dollar at
| east, our principal trading partner.

So | think the volatility that we saw
over the last three or four weeks was what you
normal Iy see when you are noving from an untenable
position -- which our dollar was in, even at the
82 cent level, or so, that it was at at that tinme
-- to what is a nore sensible position,
consistent with normal trade flows, rather than
with a policy strategy inplenmentation set of
activities, which is what we have been observing
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as the dom nant feature of the Canadian doll ar
relative to other currencies; that is to say,
M. Crow and the Central Bank have been pursuing a
policy of maintaining a relatively high Canadi an
dollar in order to fight inflation. | think they
feel the fight has probably been won, and
0386
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certainly to a sufficient extent to permt, now,
letting the dollar fall to the point where our
exports can be pushed up again, with a resulting
i nprovenent in the enploynment |evel

I think we have gone through the
phase of enphasi zing nonetary and forei gn exchange
policies directed towards containing inflation to
now an enphasi s on enpl oynment - generati on
policies. And the level of the dollar being at 78
cents, and perhaps going to 75 cents, is
consistent with that.

Q That was very long, sir. Let ne
see if | understood what you are saying.

Is it correct to state that what you
are saying is that so long as the dollar renains
within a certain range, we should not expect
volatility?

A That is correct. | believe that
we are in that range now. And, yes, 75 cents is
the lower end of what | think is the equilibrium
| evel under easy trade and foreign currency flow
conditions. So, | do not think there is nuch nore
that will happen in ternms of the Bank of Canada
attenpting to maintain higher interest rates in
order to maintain flows of foreign currency.
0387
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Q Provided the dollar remains in
that range, of course.

A Yes. But | think that it should
because of the basis upon which Canadi an goods are
conpetitively priced, which | believe is at 75 to
80 cents.

If they are conpetitively priced,
then we will have the flows of currency from
foreigners who want to buy Canadi an dollars,
generated sufficiently through their desire to buy
our goods, and we will not have to have high
interest rates in order to attract those dollars.

Q Did | hear you correctly to say
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that you had taken this decision in a British
Col unbi a case?

A Yes. Ten nonths ago, 11 nonths
ago.

Q When you | ook back, were you
right with respect of the volatility that we have
just encountered?

A I did not speak of the
volatility at the tine. | was surprised that
there has been as nuch volatility as there was.

If we get |ow enough, there will be
no volatility, except in one direction.
0388
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Q Dr. Waters, did you use the sane
techni ques as you did | ast year?

A Do you nean in 19907

Q That is correct, when | said
"l ast year".

A Yes.

Q Essentially we have gone over
t hat .

Is it fair to say that you are using
only one technique this year?

A | amrelying on only one. |
have done a |l ot of work on the other one. But |
have relied on only one.

Q You heard Dr. Morin yesterday,
did you not?

A Yes.

Q And do you agree with him sir,
that the building up of a recomrendation of a fair
return involves an exercise in both judgnment and

the use of techniques?

A. Yes. And a careful exam nation
of the underlying data.

Q Correct. There is no doubt
t here.

VWhen does one use the techniques, and

0389
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why do you use thenf

A Perhaps it is a matter of
personal preference. If | were ---

Let nme give you an anal ogy: If |
were NASA, 20 years ago, and wanted to get soneone
on to the noon, | think what | would have done is
essentially examined, in mnute detail, the

various possibilities for acconplishing that, and
I woul d have settled on the one technique or the
one algorithmthat woul d have done the job, in our
consi dered opinion -- because NASA, of course, is
many peopl e.

The alternative woul d have been that
i nstead of sending up one manned spaceship --
which in fact got there, as was intended -- you
woul d send up, say, seven, w thout quite so nuch
anal ysi s, and hope that one of themhit.

Somehow or other | prefer the very
detail ed approach to rate of return analysis and
rely on what | think has provided the best base
for a recomendation, rather than | ooking at a | ot

of data and saying: "Well, it is not perfect, but
it has sonme potential value. Let's see what it
says" -- and then start throwing themout. That

isalittle bit like saying: "Let's send up seven
0390
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space ships, and as we see sone of them going out

of orbit, we will just fire a particular device

and let it explode.”

My anal ogy relates to Dr. Morin's
st atemrent when he spoke of throw ng out the
Canadi an energy conpani es.

That is sort of like hitting the
switch as the thing is going -- it got halfway
there and you just explode it and it goes away.

Q Dr. Waters, are you not
referring to the material that is going into the
techni que itself?

A I am | amreferring to the
techni que and the material, both. | amtalking
about the data that you use for the analysis, and
I amtal king about the extent and the care with
whi ch the anal ysis is undertaken.

Q Is it correct to say that when
you focus on the data that you use, that is where
the judgment call cones in?
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A Well, the judgnent call probably

is data driven to a large extent. 1In the
Conpar abl e Earni ngs case, or the situation of the
conparabl e earnings, | say | do not know what to

make of the data that the accountants create,
0391
CAPP/ APMC Pane
cr-ex (Leclerc)
given their purposes and what they are trying to
acconplish, in the context of these rate of return
anal yses. These data are not created by the
accounting profession in the expectation that
people are going to take themliterally for
establ i shing what a real conpany should be all owed
to earn.

Knowi ng the fragility of those data
and the bases on which the accountants nake their
al | ocati ons of depreciation, and so on, it seens
to me that | have no base on which to start. And
I, for the life of me, do not know how to nmake the
adj ustments to make those input data to the
Conpar abl e Earni ngs nodel useful for fair rate of
return reconmmrendati on purposes. So | just give

up.

Even if | did not, if | soldiered on
as it were, and tried to nake sonething out of

these data, | then have to deci de whether or not
the values reflect what | will call disequilibrium
conditions -- which is to say that the conpanies

in those sanples are earning rates of return which
are consistent with their risks or inconsistent
with their risks.

They may be inconsi stent because of

0392
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recessionary conditions or restructuring, or

whatever it is; they may be inconsistent because

the conpani es have opportunities to earn above

conpetitive rates of return for sone significant

time on some product |ines.

Both coul d apply to any given conpany
in any |ong enough period of tine.

So, there is a conceptual difficulty
then, even if you believed the nunbers, of
deci di ng whet her or not they are conpetitively-
determ ned nunbers, or nunbers that are consistent
with conpetitive conditions.

Q Is that responsive to ny
question, sir? | amnot sure it is.
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I will probably ask it again.

I had asked you whether the data
portion that goes into a technique is where a
judgnent is called, and | believe your answer, in
summary, would be: "yes, at least for the
Conpar abl e Earni ngs techni que"

A Yes, certainly. | just wanted

to explain why the data would be rel evant and the

consi deration of them would be relevant. But

al so, even after you have | ooked after that part,

you have the conceptual issue of the
0393
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interpretation of the data

Q Once it has gone through the
process, if you wish; once it has gone through the
machi ne of the technique?

A Yes.

Q Why do econonists |ike yourself
devel op these techniques? 1Is it not to
conparatively verify the results of your judgment
call? Wiy do you rely on thenf

A Before | got involved in
st udyi ng econoni cs and studyi ng finance and
teaching them | had no idea of what would be an
appropriate rate of return for a utility. So |
did not have a preconceived judgnent at that
poi nt .

I studied the issue, and one gets
cl oser to some notion of what a plausible nunber
m ght be. But it is only through empiricism if
you like, |ooking at data, that you can cone to a
conclusion as to what the number mi ght reasonably
be.

As you know, in teaching economcs --
and as Dr. Morin said yesterday -- we often assume
away much of the problem You are always dealing
wi th hypot hetical nunbers.
0394
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I remenber a nunber of years ago
had as my dissertation supervisor at the
Uni versity of Chicago, Professor Merton Ml ler,
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who won the Nobel Prize in Economi cs in 1990.

I hope there are sonme basebal |l fans
here, because what | have done is very simlar to
what Manny Lee, who is a shortstop for the Toronto
Bl ue Jays, did when Fred McGiff was also with the
Bl ue Jays.

Fred MGiff for those who do not
know, is a very high-powered hitter. He hits 40
homeruns a year, or sonething like that. And
Manny Lee hits one or two.

It happened that on the same day they
both hit home runs. Manny Lee, in the post-gane
interview said: You know, | think this is going
to be a great season for the Blue Jays. | would
not be surprised if Freddy and | hit 50 homeruns!

And | say | do not think Dr. Mller
got his Nobel Prize because of the insights that I
provi ded himthrough the dissertation work that |
did, but perhaps a little part of his Nobel Prize
was attributable to that.
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| Q Can we get back to the question

| Dr. Waters?
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| A. Yes. But | just wanted to
| indicate that when we talk in economcs or finance
| about the nodels and the concepts, we introduce
| nunmbers that are often just off the top of our
| heads, soneti nes.
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| brought up Professor MIler because
he al ways used as a cost of capital 10 per cent.
Then when he got into the enpirical work, sonmeone
said facetiously to him "Why are we doing all of
this? W know the cost of capital is 10 per
cent. You have been telling us that all year, and
every exanple you have used to date has been 10
per cent."

So, one does not have any
preconcei ved notions out of their study of
econom cs and finance as to what the appropriate
fair rate of returnis. One has to | ook at the
data that exist, and it is in the analysis of the
data that | think your notions about what is a
rel evant piece of information and what are
rel evant orders of magnitude conme to the fore.

That is the long way of saying you
need to |l ook at the data at the sane tine as you
are form ng your judgnent. The judgnent is in the
context of today's data and today's information
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I would not like to suggest that one
starts off with their preconceived notion of the

nunber, and then says: "Ch yeah, | will find sone
data that will go along with that."

Q That is not what | was
suggesting at all, sir. \What | was asking you

is: What is the useful ness of the techniques?

A The useful ness of the techniques
is to tell you what type of data to | ook for and
how to utilize that data in coning to a
concl usi on.

Q But the techni ques thensel ves
have very set paranmeters to establish how they
wor K.

Is that not correct?

A Conceptual ly, there is very
little to say; but when it cones to the
i mpl erent ati on of the techniques, there can be
novel approaches, | think, that will not be
applied by all who are using those particul ar
t echni ques.

So there is roomfor discretion or
for inmagination, also, in the application of those
t echni ques.

Q Woul d that not be the result of
0397
CAPP/ APMC Pane
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soneone having found a flaw in a techni que and
suggesting a nodification to inprove the results?

A A flaw in the technique...?
guess | woul d accept that characterization.

For exampl e, the purchasi ng power
ri sk prem um aspect that | consider, for a nunber
of years there was skepticismas to its existence.
In the early 1980s there were a nunber of articles
written on the subject, and a nunber of
participants in the regulatory arena warmed up to
that idea. | recall that | introduced it in ny
di scussions, if not in ny measurenents, in 1980,
and | believe Dr. Sherwin explicitly noted the
exi stence of the technique and the difficulty of
measuring it sonewhere around 1985

So, a flaw...? Let's say that there
are nuances or there are elenents of the

380f 140 2/14/00 12:42 PM



NEB/ONE-Heating Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CY/drew/docsRHA492v03 htm

application of the technique which certainly can
change, and shoul d change.

Q Do | gather fromthat, sir, you
are in general agreenment with nme that judgnment is
applied in respect of the data before putting it
through the technique and judgnent is applied when
you |l ook at the results of these techni ques, and
with respect to the technique itself, you analyze
0398
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whet her there is a flawin it -- you nmay want to
use another word; and if so, then you suggest
changes to the techni que?

A I think that iterative process
does go on, yes.

Q But the technique itself is
rat her nmechani cal ?

A It's conceptually sinple,
typically. 1f that neans that it is nechanical
then, all right. But there are obviously
di fferent nmechanics applying it here.
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| Q That is the point | was neking
| to you earlier, sir. You were relying, in your
| estimates, on essentially two nechanics, the Risk
| Prem um and DCF techni que.
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Is that correct?
A Yes.

Q Are you aware of others, other
techni ques than the DCF -- setting aside the
Conpar abl e Earni ngs, of course, that you set aside
and do not use?

A There was, as Dr. Mrin
menti oned yesterday, or the day before, the
Arbitrage Pricing Mdel

That becane very fashi onable eight or

0399
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ni ne years ago when Professor Stephen Ross of Yale

Uni versity developed it. Then he, who is as

entrepreneurial as nost finance professors in

busi ness schools, decided to try to nmeke it

operational. He and Professor Richard Roll of

UCLA formed an organi zation to market anal yses for

regulated utilities, which would incorporate that

i nformati on.
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Their marketing vehicle for this
i nformati on was | bbotson & Associ ates, which is an
organi zation that you will be talking to nme about
| ater, probably ---

MR. LECLERC: You are absolutely
right.

THE W TNESS: I think their
brochures came out in about 1987 for this, and |
thought: "This is a new and very interesting
service. | should subscribe to it."

So we paid our $1,300 (U.S.) for a
year's subscription, and six nonths [ater we got a
| etter asking whether we would Iike our $1300 back
because they were are finding difficulty in
i mpl ementing this product.

My point, sinply, is: Yes, there are

ot her techni ques which people are attenpting to
0400
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introduce -- and to sone extent they are

successful, and to sone extent they are not. |

was surprised, although I do not followthe

i ndividual witness in the United States, that

anyone in fact was using the Arbitrage Pricing

Model. | think it is sonething that can be --
wel |, you would have a fine tine discussing that
with a witness. | think you would destroy them

So | was surprised it was in play, if
I can put it that way.

Q My | ast question in this area,
sir: Wuld you agree that you feel confortable
with DCF and Ri sk Prem um and you do not see a
need to change.

Is that correct?

A Not at this moment. | will be
glad to change if there are sonme new paradi gns
that cone along that | can understand and
utilize.

There is -- and | do not nean to be

facetious, but there is a "great interest in

chaos" theory as a basis on which to nodel what is

going on in financial markets. That may result in

sone insights that were as valuable, or nore

val uabl e, than the insights we obtained when
0401
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Pr of essor Sharpe and Professor Markowitz did their

40 of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3 file/l/CY/drew/docsRHA492v03 htm

work on the Capital Asset Pricing Model. | will
be perfectly happy, if that work seens to have
direct application, to adopt it. | am open

Q And to reach the conclusion that

you are perfectly happy with the DCF and Ri sk
Premium | take it you nmust al so conclude that
there is no difficulty with these techniques. You
see no problenms with thenf?

A No, | do see problenms with them
VWhen | say "I am perfectly happy", | am perfectly
happy to use them given that | find that the
Conpar abl e Earni ngs techni que has the probl ens
that it has -- given that the Arbitrage Pricing
Model theories, | do not think, have been
devel oped sufficiently for practical application
and the "chaos" theory has certainly not been
devel oped for practical application here, | am
happy to use what is available, and which | think
is a useful point of departure, and it is those
two techni ques.

I am not saying there are no probl ens
with inplenmentation. There are

Q This is what pronpted you in the
past to nake the two adjustnments we were talking
0402
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about earlier, with respect to the Risk Prem um
anal ysis at |east?

A | amstill, conceptually, of the
mnd to nmake those adjustnments. | say quite
explicitly that | think they are rel evant.

Q I amnot disputing that at this
time. All | amsuggesting to you, sir, is that
the Risk Prem um produces a result, and you fee
the need to adjust that. Therefore, surely there
must be sonething wong with the technique
itself.

A The Ri sk Premi um technique is
sinply something as sinple as: | would like to
establish the appropriate prem um associated with
the incremental risk of an investor going froma
ri skl ess security to a risky security in the
equity grouping. And the reason for all of this
fooling around or fiddling around with the
pur chasi ng power risk premiumis because there is
no such thing as a risk-free security to start off
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with

The nodel is perfectly easy to
articulate and -- one night alnpbst say naively --
to inmplement; but to do it well, and to do it in

order to best reflect what you are trying to
0403
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accomplish, which is to add 'X to a risk-free
rate, you have to do significant adjustnents, and
that is where the purchasing power risk prem um
comes in.

Q I would like to nmove on, sir, to
the notion of risk

What are your expectations with
respect to the Canadi an econony in the future,

sir?

A I would not be surprised if we
have 8 per cent unenploynent for the next five
years.

| amvery negative, | think, on the
prospects for the Canadi an econony. | am negative

because | do not believe that Canadi ans yet

under stand that our prosperity, over all of our

history to date, has been largely a function of

our being able to appropriate for ourselves as

hurman bei ngs and individuals what, if |I can put it

this way, "nature gave to us". W just happened

to land on the shores -- our ancestors did -- |and

on the shores of a country which was incredibly

wel | -endowed with resources that nature had

provi ded and whi ch happen to have great value in

use by human bei ngs.
0404
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W were are able to grow grain, cut

ti mber, harvest fur -- if | can put it that way --

in the 19th century at costs which were incredibly

|l ow by world standards, and we could ship all of

this great distances and everyone becane, as a

nation, quite prosperous.

We have built in Canada a soci al
structure to maintain people in need at |evels of
decency of housing and incones, starting in the
1920s in particular, which were unparalleled in
nost of the civilized world.

Al'l of this was because we had an
endownent from nature which was there just to be
had and to be resold to others.
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Well, we are running out of that easy
source of wealth for Canadians. And because we
are, we have to adapt to a different set of
trading conditions and a different set of
activities.

Canadi ans have not been used to the

i dea that you actually have to work hard in high

school and | earn sonething. You cannot go off and

work in the factories of the notor parts suppliers

in southwestern Ontario any nore. Those factories

are all going, first to the United States and
0405
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secondly to Mexico

We are going to have a | ot of
adj ustments that we have to make structurally, not
only to the way in which Canadi an i ndustry does
busi ness, but in the way in which Canadi ans think
about what is worth doing and how t hey are going
to do it, and how they are going to equip
t hensel ves.

Thi s whol e notion of getting involved
in comuni cations industries and information
i ndustries is good. It is going to take a |ong
time to get people redirected to all of that.

I have a conpany that is in the
conmput er software business, and our sales, this
year, will be probably 40 per cent represented by
United States sales.

G ven the type of products we have,
we could have ten tinmes the market in the United

States as we have in Canada, eventually. It is a
perfectly fungible application, if | can put it
t hat way.

When Canadi ans get the idea that they
shoul d work hard at systens devel oprment, as wel
as just learn it, which is something we are having

to deal with, then we will get the econony back in
0406
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shape.
But in the neantine -- five years,
think, at least -- we are going to have difficult

times. The rest of the world is recognizing the
difficulties that exist and are adapting to

changi ng needs, to changing circunmstances -- and
some of them are nore adept and are going to be
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faster off the mark.

We are going to have a recessionary
set of conditions for a long tine.

Q Is it fair to summari ze that as
sayi ng that you believe there are structura
problens with the Canadi an econony and that you do
not believe that, in the short term they will be
corrected?

Is that a fair summary?
A That certainly is true, yes.

Q Do you think that Canadi ans can
in fact work harder?

A On average, | think they weigh
165 pounds, and they are nutritionally capable. |
guess the know edge is there to be nutritionally
conpet ent .

We have an educational infrastructure
which is very high-ranking, worldwi de. So as |ong
0407
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aspects soon, | think they can work hard.

Q So, it is not that they are
i ncapabl e of doing it.

| take it you do not share
Dr. Morin's optimsmthat they can be shaken into
doing it.

A They can, eventually. | guess
am saying there is going to be five years of
di ssonance before that shake-up occurs.

It is very hard for sonebody who went
to work at CGeneral Motors at age 18, immediately
after high school, and they are age 33 now, to

understand that the old bad work habits -- and
they are bad -- have to be discarded. Those
people will not learn it fast enough
But hopefully others will, those who

are younger. They want the cars to drive and want
that standard of living still.

Q So in the long run you have
faith but it will take a bit longer than Dr. Mrin
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A. I amafraid so.

Q And given all of these "doont
situations of structural problens, added to a
0408
CAPP/ APMC Panel
cr-ex (Leclerc)
recessionary context, does that have an inpact on
conpany earni ngs?

A. Yes.

Q A very strong inpact?

A Certainly for sone conpanies it
will be the end of their lives. For others, those
who adapt quickly, it will be okay.

Q So it would it be fair to say
that their cashflows will be affected strongly

within these circunstances?

A Yes. And there will be
bankruptcies -- and certainly in Quebec, in TQM s

wor | d.
Q You recogni ze that as a fact?
A Sur e,
Q And, of course, these reduced
cashflows will have an inpact on the ability of

these conpanies to neet their financial
obl i gati ons.

A Yes.
Q And that the circunmstances --
how should | say this -- increase where one has a
smal | level of equity and a large | evel of debt?
A OCh, | do not know about that.
Q In general. | amnot talking
0409
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about TQM s circunstance. | amtal king about the

econony in general .

A Oh, sure. The ones that have
very little equity are the first to go.

Q They are the first to go.

A But as long as you are talking
in general and not. ..
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Q I was not being specific.

And if a conpany in general were
faced with the situation of having to refinance
its debt in the next two or three years, it would
also face a difficult situation. Wuld it not?

A If it were having difficulty
creating adequate earnings, it would find it
harder, all other things being equal, to
refinance.

Q Woul d you agree, sir, that the
i mpact of plant closures, et cetera, can have a
nmore severe inpact in a market where the
proportion of the gas consuned or transported is
for industrial purposes, as opposed to where the
consuners represent the larger portion of the
mar ket ?

A. Al'l other things being equal
that woul d be so.
0410
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I was surprised, in |ooking at the
docunent you gave nme yesterday, at the extent to
whi ch the declines were simlar in throughput |ast
year for GM for the residential and the
i ndustrial sectors. One would expect, a priori,
that the residential sector is going to be the
stronger one.

Q And you accept, based on that
docunent, that GM's nmarket area i s conposed,
roughly, at |east over the last five years, of 65
per cent industrial sales?

A That is right.

Q And that there has been an
overall decline in GM's throughput during the
| ast year?

A There was in the |ast year. But
the throughput for industrial sales is still
hi gher than it was five years ago.

Q I amreferring to the total
t hr oughput ?

A Yes, it was lower. But it, too,
is higher than in nost of the previous years.

Q Is it not a fact, sir, that it
has declined in 1990, based on the docunment | have
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given you -- and unless you disagree with it, 1 do

0411
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not propose to file it. This is based on GM's

Annual Reports for the last five years ---

A That is fine.

Q -- and the total vol unes on
GM's system have gone from 189 Bcf in 1990 ---

A That was the highest nunmber in
the 2, 4, 5 years you have shown nme. So 1987

t hrough 1989 were all bel ow 1991.

I
I
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| Q But wasn't 1990 the year when we
| really started feeling the effects of the
| recessi on?

I

| A. Yes, | woul d expect so
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Q And that in 1991 these vol unes
have gone down to a level of 182 Bcf?

A. Yes, from 189 Bcf.

Q And based on the discussion of
the "gloony" situation that we are now facing,
would it be reasonable to expect it to go down
further, at least for 1992, if there are a nunber
of plant closures?

A In a totally general sense, |
woul d say "yes". M expectation would be that
i ndustrial activity will be no higher for this

I

I

|

I

| particul ar area, based on ny review of the
| Conf erence Board Provincial Econom c Forecasts, in

| 0412
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| 1992 than in 1991. About the sane in terns of the

| nunmbers that you see for economc activity.

| think M. Mazankowski says that, overall, he

| t hi nks perhaps the Canadi an econonmy will grow by 1

| per cent in 1992

I
I
I
I
I
I
I
I

Q Has he been wong in the past?

A I was going to say | ama bit
surprised at that. | do not think the econony is
growi ng. | would expect that 1992 would be

somewhat worse than 1991, in ternms of corporate
profitability, or other indicators. The data that
I show in Table 15, updated, for the interim

47 of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CY/drew/docsRHA492v03 htm

earni ngs of the I owest risk Canadi an conpani es are
about the same level in 1992 as in 1991, roughly
speaki ng.

I ama bit surprised by that. |
t hought they would have been lower still. But
neverthel ess, there is nothing that |I have seen or
read whi ch suggests that 1992 is in any neani ngful
way going to be a stronger year.

So while the economnmic indicators that
| have just described woul d suggest that perhaps
1992 woul d be no worse than 1991, | do not expect
it to be any better.

Q That is fine, sir. | take it it
0413
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is your viewthat TQMis somewhat sheltered from
all of this because it receives all of its revenue
streans from TransCanada Pi pelLi nes?

A It is sheltered, yes, because
all of its revenues cone from TransCanada
Pi peLi nes. The actual charges to the users of the
systemare only a small proportion of the total
that is, of the revenue requirenent.

Q In your Evidence, | believe,
sir, you discuss the political environment and the
effects of the "Constitutional Debate Disease"
that we have in Canada

A | did not wish to use the word
"di sease" in my testinony -- but that is fine.
think it captures the idea that we have our own
pecul i ar set of circunstances that occupy us and
concern us.

Q | believe at page 6 of your
Testinony you estimte what you believe will be
the effects of the Referendum

Now that it has happened, what do you
think will be the overall effect?

A Not hi ng much different than what
| amanticipating will be the trend of econonic
activity and the trend of interest rates generally
0414
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i n Canada

Q So you are basically saying
"busi ness as usual ", just as though nothing has
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happened?

A Wel |, something happened a | ong
time ago with respect to Constitutional issues.
You can pick your own date, as it were, depending
on what kind of student of political science or
hi story you happen to be. But certainly since
1970 the issue has been one that we have had to
grapple wth.

So when you say "just as though
not hi ng has happened”. ..

I would say, basically, it is an
aspect to which a |l arge segnent of the popul ation
and a | arge segment of the investnent comunity,
be it Canadi an or foreign, have become sonewhat
inured to and are accepting that that is part of
t he Canadi an worl d.
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| Its particular nmanifestation at any
| given point in time could well be different from
| what it was before. W have never had a

| referendum for all of Canada like this, to ny

| know edge, before, on this kind of issue; but it
| is yet just, if you like, another manifestation
| 0415
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that the larger issue is there. It's |like Meech
Lake. It is a manifestation of the issue being
there. O itself, | do not think it has a

particul ar consequence, from an econonic
perspecti ve.

Q | have given you, through your
counsel, a copy of the Novenber 3, 1992 update of
the credit rating of the Province of Quebec and
Hydro Quebec by the CBRS?

A Yes.
Q Do you have that, sir?
A I do.

Q Woul d you agree with me, sir,
that, at least in the view of this agency, the
effect of the referendumis sonething to watch
careful ly?

A Yes, in their view But | do
not think it is so nmuch the effect of the
referendum | think it is the whole issue of
Constitutional relationships, and in particular
how we deal in Canada with all the disparate
interests that we want to see formally considered
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and recogni zed.

Q It is a fact that they have
reduced the credit rating of the Province of
0416
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Quebec?

A Yes.

Q I nvoki ng, anobngst other reasons,
and | quote:
"This uncertain political climate, if
it persists, could hinder investnent
spendi ng and consumer confidence in
Quebec during what has so far been a
period of fragile econom c recovery.
It remains to be seen how the recent
rejection of the Charlottetown Accord
will affect political and econonic
conditions in Quebec over the next
several years."
Is that a fair ---
A That is their position.
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| Q At | east sone participants in

| the market may consider that there is increased

| risk. Would that be fair to say?

|

| A I think they have suggested

| that, clearly, with their downgrade. The issue --

| and | am afraid | have not |ooked at it, and

| per haps should have -- is what are investors

| sayi ng about Quebec as a risky type of investnent,

| rather than the bondrating agencies.

| 0417
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| I am never sure whether investors pay

| a lot of attention sonetines, a little attention

| other times, and no attention part of the tine to

| what the rating agenci es say, and whether or not

| the rating agencies are ahead of investors or

| behind themin their assessnents.

I
I
I
I
I
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I

So | amsaying the ultimate test, the
crucible, if you like, is the investor reaction
rather than one of an anal yst.

Q What you suggest is that you do
not know whether they rely or not, but you are not
suggesting that they do not?

A | am suggesting that a | ot do

not pay much attention to them | know that for a
fact.
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I talk to investment counsel

i nvest nent nanagers, a great deal, in various

capacities: one as a professor and a person who,

therefore, has at |east the opportunity to talk to

people of this sort; another as a nmenmber of the

Presidential Investment Advisory Conmittee of the

Uni versity of Toronto; and another as President of

a financial nodels conpany which provides

i nvest nent anal ysis and accounting software to

t hese organi zati ons.
0418
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I talk to a |lot of these people.

Sone are totally indifferent to what the rating

agenci es have to say, except to the extent that it

makes a difference to the formalities of what they

can hold or not hold, as to any of the trustee

provisions. But in terms of what they have to

say, many of themare totally indifferent.

Q That is what | was going to get
into with you, sir. Sone investors are obliged to
follow the credit ratings with respect to what
t hey hol d?

A Yes. They are obliged in the
sense that sonme mnimum |l evel has to be hel d.

Q And these investors are fairly
|l arge investors, are they not?

A Sone are; sonme are not.
Q Basi cal ly, insurance conpanies?
A. No. Insurance conpani es can,

through their basket clauses, or for their own
account, invest in things which have no ratings,
for exanple. W are hearing about the

i nvestnents, the huge investnents, that many life
i nsurance conpani es have nmade in real estate on
their own account.

Q On their own account. Not with
0419
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the funds they hold on behalf of soneone el se?

A VWhen | say "on their own
account”, | nean on behalf of the policyhol ders,
not when they were nmanagi ng segregated funds for a
pension fund, let's say, of XYZ Corporation.

They have a | ot of discretion and
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freedom

It is the ones that are in the
category, typically, of trustee plans, such as a
nunmber of pension funds, where the Funds, per se,
do not have investnent expertise on hand. They
contract-out the job to an investment counselling
firm

That is where you usually find the
prohibitions on lowquality investnents, such that
the trustees can say, if something goes wong:

"Do not blame us. We were careful about what we
put in the portfolio."

MR. LECLERC: M. Chairman, before |
move on to the next question, | would like to file
the CBRS report that we were referring to.

THE CLERK: That will be Exhibit
B- 29.
0420
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--- EXH BIT NO. B-29
CBRS Credit News Report, dated
Novenber 3, 1992, re Rating
Downgrade for the Province of Quebec
and Hydro Quebec

MR. LECLERC
Q Dr. Waters, | think it is a
reasonabl e expectation that we will have el ections

in Canada in the next two years?

A. I think we nust have one next
year.

Q And is it not the sane in the
Provi nce of Quebec, sir?

A. M . Bourassa has been around for
sone tinme. So | think that is true, yes.

Q W Il you accept, subject to
check, sir, that he was elected in 19897

A. Fi ne.

Q And that provincial |egislatures
must go to an election four years afterwards?

A. | agree.

Q Do el ections have an inpact on
uncertainties, sir?

A They usually replace one
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| uncertainty with another. W just had the

| 0421
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| el ection south of the border, as we all know, and

| M. Bush's policies were unclear to a |ot, or they

| were dissatisfied with them even if they did not

| know what they were. Now we are going to have

|

I

I

I

M. Clinton's policies -- and we are not sure what
they are -- and we are not sure what the Congress
will say about it all, and so on.

I think it is just rolling over the
uncertainty, if you like.

Q That is overall, sir. If we
| ook particularly at the Province of Quebec, are
you famliar with the position that has been taken
by the "No" side?

A. I think I am-- but perhaps you
could informnme of the position you want ne to
respond to.

Q I would |like to know what your
understanding is. |If we coincide, | have no
pr obl em

A | see. Well, the "No" side
with respect to the referendum was that they were
not going to go along with the framework -- which
was witten up quickly -- in the Charlottetown
Accord.

Q That was for Canada as a whol e.
0422
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But in the Province of Quebec, would you agree
that the | eader of the "No" side was the | eader of
the Official Opposition in the Province of Quebec?

A Yes, okay.

Q And that their platform of
course, is the sovereignty of the Province?

A Yes.

Q Woul d you agree, sir, that in
past el ections, when the now existing Opposition
was elected to office, that they had set aside,
for the purposes of the election, their
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sovereignty platfornf

A That is true. In other words,
they were not proceeding with their agenda, with
that particul ar agenda, while the Referendumissue
was in play.

Q Woul d you agree, sir, that
during the Referendum the Opposition maintained

that, in the next election, that will be the
debat e?

A Yes.

Q If there is an election in the

Provi nce of Quebec during the next two years, do

you not believe that that would increase

tremendously the uncertainty?

0423
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We are not dealing with a nornal

el ection here, sir. W are dealing with an

el ecti on where one of the issues will be, as |

bel i eve your words were, "the changi ng of the

rel ati onship between Quebec and the rest of

Canada" ?

described it, has been well-known to financi al

mar ket participants. So that should be reflected
inthe risk prema that they require in order to
i nvest in Quebec-rel ated businesses at this tine.

Q But | thought you had agreed
that in the past they had not used the platform
that this would be the first tinme that the
sovereignty platformw Il in fact be debated?

A Yes. But the point | am making
here is that you and I know what that platformis
all about today, and yesterday, and in the days
before that. Financial market participants knew
the same thing. They have the opportunity to
factor into their required rates of return the
uncertainty that they see with respect to the
out cone of that election.

Q You are suggesting that they
have al ready di scounted that and it is "business
0424
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as usual "?

A. It is "business as usual" at
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| what ever rates they now require
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This sort of situation involves

probability analysis, in a formal sense. | do not
know whet her all investors go through this or not,
but there will be some bet inplicit in the yields

that one observes that sonmehow or other the Parti
Quebecois would win and in fact woul d inpl ement
any one of a variety of, if | can put it this way,
"real world" nodels of sovereignty.

After an election of that sort, to
the extent that there was a change which investors
had insufficiently discounted, then there could be
an increase in yields again. But the risks that
i nvestors see today with respect to those outcomnes
would | think -- in the capital markets that we
have today, which reflect information very quickly
-- woul d be inpounded in the yields.

Q So | take it, from your
perspective, there is no increased risk at this
time; that it is only if the result was that the
Opposition were to have won this election ---
A Il think it is fair to say that
every event brings forth a new perspective on
0425
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future circunstances, and there is a re-evaluation
of the risks associated with investing in Quebec
after the Referendum

I woul d not say that those risks were
identical to what they were before the Referendum
for investors. But what | amsaying is that, for
Governnent of Canada | ong-term bonds, that set of
circunstances is already inmpounded in the yields
that are required, and we just have to wait and
see what the effect would be of any kind of event
of the sort that many of us would not like to see.

Q The | ast question in this
regard, sir: Assuming that this unfortunate -- at
least to nmy point of view -- situation were to

happen, would it not follow, sir, that there would
be possibly inmmedi ate or increased pressure on the
part of producers and gas purchasers to set aside
the Board's Decision in RH 3-86, whereby TQM s
costs are rolled into that of TransCanada?

A It could well be. | do not
know. The producers, very frankly, have a | ot
more to worry about than the rolling-in of TQM s
costs -- these days -- to TransCanada's Cost of
Service. They worry about those kinds of things
when they seemto be selling lots of gas at a

0426
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reasonabl e price.

The restructuring that has gone on in
the Canadian oil industry has had a noticeable
effect on the nunber of people in regulatory
affairs concerned with Canada. They are al
worried about California and other such
possibilities. So | think it is rather |ow down
on the list of priorities.

Q So | take it, sir, that,
notw t hstanding all of the elenments that we have
just been discussing on risk, you do not believe
that TQM s ri sk has changed since the last tine
you appeared before this Board?

A Not really, no
Q Yet, your risk prem um goes up?
A That woul d have been the case

al so in TransCanada. The risk preni umthat
explicitly reflects the circunmstances of TQMis
the add-on of 25 basis points. | have that add-on
to reflect the possibility that the TQV system
woul d be anputated fromthe total system since |
first testified on the rate of return for TQM

I think there is a higher risk
associated with TQMthan there is with
TransCanada, and that is the reason for that
0427
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differential. But | do not think it is sonething
that has meani ngfully changed throughout this
peri od.

Q I was not focusing on the
differential, sir; |I was focusing on the increase
in the market risk premiumas a whole for
utilities.

A No. As | indicated to you,
believe one could say that | have, in sonme sense,
over-estimated that prem um due to not making the
explicit quantitative adjustments for the factors
that | have previously nmade the adjustnents for.

Q I would now like to turn, sir,
to your DCF Anal ysis.

I take it you have again used current
prices, as opposed to "beginni ng-of-the-year"
prices, to estimate future growth

56 of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CYdrew/docsRHA92v03 htm

Is that correct?
A To estimate the growh rates?
Q Yes, the growth rates.

A | have used ---
Q I n exam ni ng your past periods,
you used current share prices.

Am | not correct?

A Not quite. | have used the

0428
CAPP/ APMC Panel
cr-ex (Leclerc)

average price, over a year, for periods ending, |

believe, in the mddle of 1992, and the m ddl e of

1989 and the m ddl e of 1987 -- sonething like

t hat.

Q Whet her it is an average or not,
you are nonet hel ess | ooki ng at today's current
prices, or those that prevailed, on average,
during 1992, as opposed to the prices which
prevail ed at the begi nning of those periods?

A Well, | used 5, 8 and 10-year
periods. | guess the prices five years ago would
be close to the beginning of the period for the
five-year rates.

Q I thought this would have been
an easy "yes", in light of your response to our
I nformati on Request.

A Then, | amtotally
nm sunder st andi ng t he questi on.

Q In your technique you | ook at
three periods: 5, 8 and 10-year peri ods.
Correct?

A Yes.

Q And you | ook at past growth
rates?

A. Yes.
0429
CAPP/ APMC Panel
cr-ex (Leclerc)
Q And the price that you use in
t hose past growth rates is the current price of
t hose shares.
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Do you not recall having this |engthy
di scussion with M. Courtois last tine?

A The prices we are tal king about,
| presume, are to establish the weight that is
given to each security?

Q Yes.
A Let ne ask you to turn to page
38, and the first full Answer. In the |ast
par agraph of that Answer, it says:
"Each aggregation"” -- (that is, of
the sanple conmpanies) -- "uses the

share prices in a different base period
as the conmpany wei ghts. The three base
periods are 12-nopnth periods begi nning
July 1991, July 1988 and July 1986."
Q That is right. But none of

those are the beginning prices of the period.

Is that correct, sir?

A They are not current prices,
either -- oh, you mean current to the start of the
peri od?

Q Correct.
0430
CAPP/ APMC Panel
cr-ex (Leclerc)
A I amsorry. | was interpreting
"current" as being "today's" price

Q Excuse ne, if | was not clear
sir.

A One is close to the five-year
But, no, the weighting periods do not conformto
the beginning of the 8-year period and the
begi nning of the 10-year period.

| amsorry to have taken so |ong.
Q And do you recall that that is

the exact question that we asked you in our first
guestion to you?

A I did not recall it -- but | am
willing to accept it.

Q Can you take your Response to
our Question, sir -- which | believe was filed

this norning. It is Exhibit C1-5

A Yes.

58of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CYdrew/docsRHA92v03 htm

| Q | take it that your response is
| a Table shown as Schedule 1. If we were to conpare
| these figures, sir, to what you have on your

| Schedule 2 ---

| W Il you take that, please. Your

| Evi dence.

I

A Table 2 of nmy Evidence?
0431
CAPP/ APMC Pane
cr-ex (Leclerc)
Q That is right.

| take it, on the basis of your
response sir, that if we look at the first 10-year
colum on the left-hand side of the page, on Table
2 of your Evidence ---

A Yes.

Q -- that the nunber that is shown
as the nmean, of 7.8 for historical growth in
di vi dends, woul d now be 8.7?

A If we use that particul ar
wei ghting for which the results are shown in the
extrenme | eft-hand corner of Schedule 1.

Q Correct.
A Yes.

Q And that the difference between
the two is a full percentage point, or close to
it; .9?

A Very cl ose

Q And if we were to do the sane
exercise for the required rate of return, the
nunber that is shown on Table 2 as 10.7 would read
11. 6.

Is that correct. At the right part
and the last nmean, if you w sh

A That is right.
0432
CAPP/ APMC Pane
cr-ex (Leclerc)
Q And if we take the rea
historical growth in dividends, the nunber that is
shown as 3.2, the nmean, would change to 4.1?

A That is right. They would al
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go up by the 90 basis points, sure

Q And if we do the sane exercise
for the 8-year period, the nunber of 7.6 that is
shown for historical growth in dividends would go
to 7.9.

Is that correct?

A Yes.

Q And the number for the required
rate of return would go from 10.6 to 10.8?

A That is right.

Q And the |ast one would go from
3.1to 3.47

A. That is correct. They are not
all 30 basis points because of rounding, | guess,
in Part "B".

Q Would | be correct, Dr. Waters,
that if | had used those nunbers, your DCF result
for the pure utilities would have gone up by
roughly 1 per cent?

that in recognition of, essentially, the rates of

0433

CAPP/ APMC Pane
cr-ex (Leclerc)
inflation over the entire 10-year period being not

terribly different fromwhat investors probably

expect, | would have given the same weight to the

5, the 8 and the 10-year peri ods.

I amjust looking to confirmthat.
It is at page 41, the second paragraph in that
Answer. | indicate that the real rates of return
woul d be very simlar due to the inflation rates
not being nuch different, and so | would have
given weight to all three of the periods.

What you need to do is to take
the .9, the .2 or .3 and a zero, and average them

Q You are suggesting, | gather
i nstead of one full percentage point, where we
woul d go fromis sonmewhere between your result and
goi ng higher, but not a full percentage point?

A. The mechanics of it would be: .9

I
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| plus .3 plus zero, divided by three, or about .4.
I
I

Q Is it correct to say sir ---
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LE PRESI DENT: Est-ce que |e nonment
serait opportun pour une pause?

Me LECLERC: Qui, certainenent,
monsi eur | e President.

LE PRESI DENT: Merci .
--- A Short Recess/Pause
0434
CAPP/ APMC Panel
cr-ex (Leclerc)
--- Upon resuming/A la reprise de |'audience
THE CHAI RMAN: Pl ease proceed,
M. Leclerc.

CROSS- EXAM NATI ON BY MR LECLERC (conti nued):
Q Dr. Waters, | believe we |eft
of f at a discussion about your DCF technique.

Is it correct, sir, that in your
previous Testinmony you had used two periods, a
five-year and an eight-year period, for your
growth estinmates?

A I have always had three -- five,
eight and ten years. The particular period to
which | gave the greater enphasis depended upon
the extent to which each period's realized rate of
inflation was consistent with the anticipated rate
of inflation.

That nmeant that several years ago |
used five-year growmh rates exclusively. And then
| believe | indicated, two years ago, that
ei ght-year periods also had the sane |evel,
approxi mat el y speaki ng, of achieved inflation as
what was anti ci pat ed.

Q I take it that what you were
concerned with is the high inflation encountered
in the late 1970s and the early 1980s?
0435
CAPP/ APMC Panel
cr-ex (Leclerc)
A Basically, yes. | did not want
to use nominal growth rates which reflected that
| evel of inflation, when investors may not
reasonably expect the level to be as high in the
future.

Q But this year you are using the
10-year growth periods?

A Yes. | have essentially said,
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fromny exam nation of the data, that the achieved
rates of inflation over the last ten, eight and
five years have been approximtely the same. So
all years' worth of nominal growth rates, it seens
to me, would be relevant to investors.

Q And you are giving equal weight
to each of these periods?

A Yes.

Q Is it not a fact, sir, that your
10-year period starts in 1982?

A Pr obabl y.
Q And since it starts in 1982, it

does not happen to have, as a part of it, the high
inflation that you have just tal ked about?

A | believe it does not. And if
it did have a year ---
Q You woul d have taken it out?
0436
CAPP/ APMC Pane
cr-ex (Leclerc)
A No. It would have been averaged

out through the other years.

I have a table in the Testinony --
actually, it is called Appendix XV. It shows the
conpound growth rate of inflation over the period
1982 to 1992. The conpound rate over the
five-year period is 4.2 -- that is, the nost
recent five-year period; the rate for the
ei ght-year period is 4.2; and the rate for the
10-year period is 4.3.

Q Yes. But the 10-year period
does not include the extraordinary inflation
encountered in the early 1980s?

A That is right, it does not.
VWile | do not know what the rate was for all of
1982, certainly from Septenber 1982 to Septenber
1983 the rate is only 5.0 per cent.

Q Had we not encountered these
very, very high inflation rates in the early
1980s, would you normally have used five-, ten-
and 15-year periods?

A I cannot tell you. | do not
think I would have used the 15-year period. |
think that is too long a tine.

| have been doing this since -- 1980

file///Cdrew/docsRHA92v03.htm
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0437
CAPP/ APMC Pane
cr-ex (Leclerc)
| believe was the first Testinmony that |
undertook. The 10-year growh rates would have

taken me back, say, to 1970. | could have chosen
15-year rates, if | had thought they were rel evant
at the time. | did not.

Q Woul d you agree that one of the
precepts of this nodel is to assess the growth
rates over the long ternf

A Yes. In theory, it is
infinity. 1In reality, it is nmuch shorter than
that. The latter periods get discounted and not
much weight is put on the dividends that are
anticipated 11 years hence, if you are discounting
at a rate of anywhere from 10 to 13 per cent,
which is normally what | found for the DCF val ues
in the last few years.

If you take the reality of the

arithmetic, which says that there is not nuch

wei ght put on cashflows after ten years, and you

take the reality of how investors go about trying

to anticipate what the future holds, which is that

they are looking, in general, at a relatively

short horizon -- perhaps three years to five years

at nost -- then going past ten years, it seens to

me, does not add any information that is
0438
CAPP/ APMC Pane
cr-ex (Leclerc)

rel evant.

In fact it night even be
disinformation if the circunmstances in the earlier
period are nmeaningfully different, particularly
with respect to inflation, to those which prevai
prospectively as of today.

Q What woul d you have done, sir,
if the high inflation that we encountered in the
late 1970s and the early 1980s had in fact
occurred in 1988, 1989 and 19907

A I have a hard enough tinme com ng
to grips with the facts that you provide me with
VWhat | would do with this hypothetical situation
| just do not know.

I think | would have gone through the
sanme process as | was doing in 1980 through to
1992, under the circunstances which did prevail
which was to | ook at both nominal growh rates and
real growth rates and see the circunstances under
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which the inplicit rate of inflation associated
with the dividends was sinmilar to or different
fromthat anticipated as of the day on which | am
using this information.

Q What | was saying to you, in a

different way, sir, is that you have di scarded the
0439
CAPP/ APMC Pane
cr-ex (Leclerc)

very high inflation in the past because you do not

believe it reflected what woul d happen in the

future, and I was asking: If this very high

inflation had occurred in the npst recent period,

as opposed to the further-away period -- if |

m ght express nyself that way -- what woul d you

have done?

If you chose to elimnate it in one
peri od, would you have chosen to elimnate it, as
well, fromthe shorter period?

A I do not believe that |
elimnated it, in any sense

Q By not giving any weight to the
period in which the high inflation had occurred.
That is what | amreferring to when | say that you
elimnated it.

A | amsorry. Then, what you have
to do is to add in yet another consideration,
which is: Had there been high inflation in the
latter part of the 1980s, would it have been
reasonable to think that investors al so thought
there was going to be simlarly high | evels of
inflation in the foreseeable future.

My sel ection of the particul ar period

-- whether it was five, eight or ten years --
0440
CAPP/ APMC Pane
cr-ex (Leclerc)

woul d have been a function of the congruence of

the actual rate of inflation over one or all three

of those periods with the rate which was

anticipated at that tinme, under those conditions,

by investors.

So you have to add anot her piece of
information to the set.

Q And the other piece of
information is that you would | ook at what is your
estimate of the prospective inflation. And if
that had matched, you would not tend to elimnate
that period in which the high inflation had
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occurred, even if it was just recent?

A Probably not. As | say, what
did do was to | ook at the congruence of the
average rate of inflation over each period of tinme
-- the five-, eight- and ten-year periods -- with
the level anticipated by investors, and sel ected
the ones which were the nostly congruent with the
future expectation.

Q Does that nmean, sir, that the
data is only valuable if it matches the
expectation of the inflation?

A I think so. Because it is
pretty clear that ---
0441
CAPP/ APMC Pane
cr-ex (Leclerc)
You say "matches"... W are always
usi ng approxi mations. But | think so.
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| It seened to ne that it was quite
| conclusive that the rates of growth in dividends
| that | observed historically were systematically
| related to the rates of inflation that had been
| observed over those sane periods, because when
| reduced the nominal rates of return by the

| observed rates of inflation in those periods,

| got very simlar real return rates; that is to
| say, net of inflation there seenms to be a rate
| that investors are looking for, in real terms,
| that is rather consistent over the many years that
| | have been doing this.
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Q | take it, sir, that having gone
through this exercise this year, your results of
10 1/4 to 10 1/2 per cent you did not view as
bei ng reasonabl e?

A They were not consistent with
the risk premiumvalues. They were |lower. They
certainly told me that, if anything, the risk
prem um val ues were too high. But all things

considered, | did not believe themto be. So the
DCF rates | ignored in the final analysis.
Q I would like to turn now to your

0442

CAPP/ APMC Pane
cr-ex (Leclerc)
Ri sk Premi um estimtes, sir.

I gather fromyour |ast answer, sir,

that you believe your Risk Premiumresults were
too hi gh.
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Is that correct?

A No. | felt that, if anything,
the DCF results would suggest that they were, but
I concluded that the Risk Premumresults were
reasonabl e.

Q Your Ri sk Premium analysis, sir,
| believe starts at page 45 of your Testinony?

A Yes.

Q The first question that | have
for you, sir, is: For your historical values you
have taken essentially the sane information or
sources that you had | ast year?

A. Yes, | started with those sane
sour ces.

Q And then you added the nore
recent information available -- from Scoti aMcLeod,
| gather?

A No, actually it was fromthe
Canadi an Institute of Actuaries Study. | spliced
that on to the end of the Hatch & White data.

Q So you did not use at all the
0443
CAPP/ APMC Pane
cr-ex (Leclerc)
Scoti aMcLeod i nformation?

A Not directly, no. | reviewed
it, but I did not formally incorporate any of the
figures in ny Testinony.

Q And we nentioned this norning,
sir, that you speak of, at page 49, the achieved
versus expected shortfall for bond hol ders over
the period of 1937 to 1991

A Yes.

Q And then also for the period of
1950 to 1991.

A Yes, | do.
Q And you go on at page 51, sir,

to say -- and | do not think I will have to quote
it -- that there has been sone controversy in the
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NOVA case in 1992.
Is that correct?

A No. There has been controversy
about this purchasing power risk prem um
adj ust ment ever since | have used it.

For the purposes of ny NOVA
Testinmony, | concluded that | had had enough of
the discussion of the quantitative manifestation
as | sawit, of these factors and that | would
sinply list themas qualitative issues, to be
0444
CAPP/ APMC Pane
cr-ex (Leclerc)
considered in the overall assessnment of what was
the appropriate market risk prem um

So in ny NOVA Testinony, | had
al ready incorporated, if you like, the type of
anal ysis that | have in this Testinony on the
matter.

Q Previous to that, you had been
quantifying it very specifically?
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| A Yes, that is right. And

| incidentally, the Board at the same tine,

| unbeknownst to ne, said: "This is a very difficult
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matter to come to grips with, and we will ignore
it" -- in a quantitative sense, roughly speaki ng.
Q You are referring to the

West coast Deci si on?

A Yes. However, | had already
taken that on my own, if | can put it that way,
since my NOVA Testinony was prepared before | read
t hat .

Q What you are suggesting to ne,
sir, is that because of the controversy, you have
backed off on your quantitative adjustnents?

A Yes. And | effectively said:
Let me not clutter this Testinony with sonething
that is going to cause a lot of difficulty, and
0445
CAPP/ APMC Pane
cr-ex (Leclerc)
sinply treat it as a qualitative el enent.

Q What do you nmean by that,
"qualitative el enment"?

A | do believe that the purchasing
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power risk prem um should be adjusted for, in
doing this type of analysis, and the adjustnent
woul d be to reduce the equity risk prem um

When | talk about a range of 4.0 to
4.5 per cent, | indicate that one of the
consi derations that bears upon adopting the 4.0
val ue is the purchasing power risk prem um and
t hat another consideration that bears upon
adopting the 4.0 value is the shortfall between
the achieved returns on long-term bonds and the
prospective returns.

Q Do you not also state in your
Evi dence, sir, that one of the considerations for
adopting the 4.5 value is -- | believe you state

at page 48 of your Evidence, in the mddle
par agraph: "On average, the annual achieved real
rate of return for the full period has been 8 per
cent in both Canada and the U.S."
And in giving consideration for that,
that would be a factor that would draw you towards
the upper level. |Is that correct?
0446
CAPP/ APMC Pane
cr-ex (Leclerc)
A That is correct. That is why
stayed where | was. But there were two factors
which | felt advanced the case for the |ower end
and one factor which advanced the case for the
upper end. And since | amnot into quantitative
aspects anynore, | did not say: "Because of two,
we will adopt the |ower end and because of there
bei ng one only for the upper end."
Q Sir, your 4.0 to 4.7 range of
the market risk premiumas a whole, prior to
adj ustment -- but non-existent adjustment today --
how did you obtain that, sir? How was that
cal cul at ed?

A One of the values was the
average for the Canadi an market over the period
1926 to 1991, and the other value was the average
over the Canadi an market for 1950 to 1991.

Those were geonetric averages, and
they were values of 4.0 and 4.7

Q Is this the only explanation for
the reduction fromthe range that you had in 1990
of 5.9-t0-5.7? O are there other factors
i nvol ved?

A There are two explanations. The
5.9-t0-5.7 values used in the past were in one
0447
CAPP/ APMC Pane
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cr-ex (Leclerc)
case an arithmetic average and in the other case a
geometric average.

Q Whi ch one was the arithnetic?
Do you recall?

A The 5.7 was the arithmetic.
That was for the period 1926 to 1987

You asked ne what factors were
involved. There is also the fact that the data
for 1988 to 1991 were al so added.

Q So essentially the reductions
that we see are due to the nore recent data that
you have added, as well as the fact that you have
changed one of the historical periods from an
arithnmetic average to a geonetric average?

A. Correct.

Q Is this the first tine that you
used only the geonetric average?

A. No. | used it in the NOVA case
and in the TransCanada case. And as | indicated
in the TransCanada case, | shoul d have been using
it at all times. 1t was an inadvertent use of the
arithmetic nean.

Q Is it not a fact, sir, that you
have been using the Ri sk Prenmiumtechni que since
19887
0448
CAPP/ APMC Pane
cr-ex (Leclerc)
A Yes. So | was inadvertently

using the arithnetic nmean for four years.

Q That is what | was getting at.
The mni stake had been going on for four years?

A. Yes.
MR. LECLERC: Thank you, sir.

THE W TNESS: After a while sone of
these tables tend to becone old friends and you do
not |look at themthat carefully, you see. That
was the case with this one

Q | take it that you woul d agree
sir, with the proposition that the geonetric
aver age al ways produces |lower results than the
arithnetic average, except where returns are
constant ?
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A That is correct. | believe
state that in ny Testinony.

Q What woul d have been your
estimate of the risk premumin this case, had you
perpetuated the m stake, if you will?

A The arithnetic nmeans are in
Appendi x VI .
Q For what period, sir? Did I
hear you say 67 | amsorry...?
A I neant Appendix VI.
0449
CAPP/ APMC Pane
cr-ex (Leclerc)
Q I amsorry. Go ahead.
A This Tabl e does not appear to
have the year 1991, | am enbarrassed to say. But

in any event ---

Q What woul d have been the
average, sir -- again, had you used the sane
met hodol ogy?

A | believe the arithmetic mean
for 1926 to 1990 woul d have been 5.6 per cent. |
am reading that as the difference between common
stocks and | ong-term bonds for the period 1926 to
1990.

Q So what woul d that have equated
for the full results, sir?

That is only one period. Correct?

A Yes. And then the question is:
What wei ght would | have given to that?

If I had sinply gone ahead, as | did,
with the use of the geonetric neans excl usively,
then the 5.6 would have replaced the 4.0 in Table
8. | think the 5.6 is a little high, due to the
non-inclusion of 1991

Q Had you used fully the -- | am
sorry. Go ahead.

A The inclusion of 1991 woul d have
0450
CAPP/ APMC Pane
cr-ex (Leclerc)
| owered the cunul ative differential by
approxi mately 12 percentage points. This is with
respect to the arithmetic nean. This is on the
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basis of the data contained in the Canadi an
Institute of Actuaries April 1992 docunent.

If we reduce the anpbunt that was
achieved in total, adding up each year's
arithnetic mean by 12 percentage points, and
divide it by 76 years, we would reduce it by

about . 2.

Q .2, did you say?

A Approxi mately. Rounded to

Q If | understand you correctly,
you are saying that the 5.6 ---

A -- woul d have been 5.4 for the

period 1926 to 1991.

Q But 1.4 full percentage points
above the 4 per cent that you get with solely the
geonetric neans.

Is that correct?

A That is correct. It is higher
by that order of magnitude, yes.
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| Q Had you used exclusively for

| both historical data the arithnetic neans,

| gat her you woul d have reached the sane results as

| 0451

| CAPP/ APMC Pane
| cr-ex (Leclerc)
| Dr. Morin?
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A I would have had 5.4 for 1926 to
1991; and for 1950 to 1991, | would have had to
have taken 30 basis points off the 6, because | am
dividing 12 by 41 to include 1991. So | would
have had 5.4-to0-5.7 ---

Q That is fair enough, sir.

A -- using arithnetic means
exclusively for the sanme periods for which | used
the geonetric neans.

Q Did you use anywhere in this
Evi dence the arithnmetic neans?

A Arithnmetic neans?

Q Yes.

A Yes, | have used it in a nunber
of contexts.

Q In this Evidence?
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A. But not for the market risk
pren um

Q I n your whole analysis of the
mar ket risk prem um and the various adjustnents
that you meke, do | understand you to say that you
do not use the arithnmetic means?

A No. | do not believe so. | do
not intend to.
0452
CAPP/ APMC Pane
cr-ex (Leclerc)
Q Qbvi ously, because you are a

believer in the geonetric neans?

A Yes. But since | also believe |
make m stakes fromtine to tinme on this very
matter, | amnot sure that there is not another
one.

Q We all nake m stakes, sir.

Let ne backtrack a bit, sir, and cone
back to what | will call the "purchasing power
prem unf adjustnent and your achi eved versus
expect ed.

I want to see if you will agree with
me in this regard, sir: Had we used these
adj ustnments to your data of today with respect to
the market risk premiumas a whole, had we
quantified them and used them as you were
suggesting in the past, your estimate of the
mar ket risk prem um woul d have been 1.9-to0-2.5, as
opposed to 4.0-to0-4.5?

A You are having me start with
4.0-t0-4.5 and then ---
Q No, | amstarting with your

4.7-t0-4.0.
A. 4,0-to0-4.7, fine.

Q From which | woul d have deduct ed
0453
CAPP/ APMC Pane
cr-ex (Leclerc)
your past adjustment of 1.4. Let's use 1.3 this
year as opposed to 1.4.

A For the shortfall. Yes.
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Q And then you use the 1.5
adj ust ment .

A That is for the purchasing power
ri sk prem unf

Q That is correct. | know you are
not suggesting that. You have expl ained that.

A | understand. If you did that
arithmetic, you would then get 1.2 to -- to
what . ..?

Q | have 1.9-to-2.5.

A To 2.57

Q The 2.5 is because | have used
the sane nethodol ogy that you had | ast year and
am not deducting ---

A | amsorry, you are not
deducting it from both.

Q -- it fromboth sides.

A Ckay. So you end up with...?
Q 1.9-to-2.5.

A That woul d be the arithnetic.

Q And on the assunption -- and

believe that it is the same in both Testinpnies --
0454
CAPP/ APMC Pane
cr-ex (Leclerc)

that utilities are just half as risky as the

mar ket as a whole, we would divide that by half,

to reach the risk premumfor utilities?

A Yes.

Q And if we had done that this
year, we woul d have obtained a risk prem um I
believe, in the range of .9-to-1.2, roughly?

A Yes. | should nention one thing
about the purchasing power risk prem um adj ust nent
-- which | only nention because you raise it as
an arithmetic exercise that you are undert aking
here.

It is appropriate to only adjust for
what | would call the "increnmental purchasing
power risk prem unf which was not already earned
by |l ong-term bond investors.
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I will freely make that as a
qualification to all of the testinony that has
previously been filed which discusses this
matter.

If the bond investor has achi eved

t hat purchasing power risk premium then we woul
expect to see that in the realized rates of
return.

There woul d al ready be recognition of

that in the higher rates of return that the bond

i nvest or achi eved.

So the narrowed risk prem umfor
equities would be appropriate to take as your
add-on to the |l ong-term governnment bond rate --
but only to the extent that it had in fact been
achi eved.

Q Do | take it, sir, that you
not recogni zed that in the past, though -- what
you have just said?

A That is right. The nore |
t hought about it, the nore that seened to be an

d

had

appropriate qualification to nake to the anal ysis.

Q If we followto the end of t
process and add the utility risk prem um of
.9-t0-1.2 to your 8 1/4 and 8 3/4 bonds, we woul
reach a return of somewhere between 9 1/2 and
9 3/4s?

A. That is correct.

Q And | believe you would
recogni ze that that woul d be unreasonabl e?

A. It is certainly very |ow.

he

d

Q And is that precisely why you

have not made these adjustnents this year,
quantified them at |east?

A No. The reason that | nmde the

adj ustments was that | recognized the error that
had been made in the use of the arithnetic mean.

Q I am tal ki ng about the
adj ustment, the 1.4 versus the 1.5.

file///Cdrew/docsRHA92v03.htm
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A No. Those were adjustments that
I made on the basis of the contentious nature of
the analysis -- which in fact was borne out by the

Board's own comments, |ater on
Q I under st and.

| believe, sir, that your Appendi X
X'l is your response to the Board's concern in
TQM s |last rate case, or request?

A Yes.

Q When was the first time that you
used this Appendix, sir, in your response? 1In
what case?

A The first case in which
appeared after the Board's Decision in the 1990
TOM case was i ssued

Q Wuld it be fair to say that you
have been using it since?

A Yes.

Q That was basically what | was
getting at, sir.
0457
CAPP/ APMC Pane
cr-ex (Leclerc)
A Il amsure | was in a case early
in 1991, after the Board had issued this Decision
and | used it at that tine.

Q Is it fair to say, sir, that
nowhere in Appendix XIlIl do you refer to financial
literature in support of the position that you are
t aki ng?

A I think that is true.

Q Is that because there is not

any? O is that because you chose not to?

A I think the nature of the
financial literature on the geonetric versus the
arithmetic nmean was wel | -canvassed by your
predecessor. To ny know edge, there is not a
di scussion of it, in the sense that | have it
here, in the literature.

The materials that you provided at
that tine were materials that approach the matter
in what | would call a general sense; that is to
say: This is a rule that you should follow in
maki ng project investnment decisions or
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establishing cost of capital because of the marked

di fferences between the arithnmetic and geonetric

means that will materialize typically under the

ci rcunstances that nost textbooks treat of.
0458
CAPP/ APMC Pane
cr-ex (Leclerc)

So what | found when | proceeded to

wite this Appendix -- and | had not thought of

| ooki ng at the debates before the FERC with

respect to the arithmetic and geonetric nmean which

Dr. Morin has spoken of, but | will -- is that the

literature did not seemto discuss, or at |east |

could not find any which di scussed, the

circunstances of what | would call "atypical"

i nvestnents deci sions, in which the geonetric nean

gives you very simlar results as the arithnetic

mean, or vice versa. And that is the situation

where the prospective and achieved rates of return

are very, very simlar to one another

Q Are you referring to the
situation of utilities?

A Yes. And in particular |
notice, for exanple, in one of the materials that
you kindly gave ne a couple of days ago to review,
that the type of exanple they have is one where
the differences that an investor or a corporation
m ght anticipate materializing fromone period to
the next were in the order of plus 10, mnus 10,
pl us 30 per cent.

Q Whul d they be simlar to the
exanpl e that you have given in your Appendix XlII
0459
CAPP/ APMC Pane
cr-ex (Leclerc)
sir?

A They woul d be similar to the
first exanple, Case B, yes

Q Sir, having stated that, would
you agree that none of these authors or
authorities that | have referred you to make a
di stinction between utilities and commn stocks?

A No, they do not, because they
are talking in sort of general terns as to what is
the nornmal way to view things. They are not
tal ki ng about the situation of regul ated
utilities, and in particular utilities regul ated
by this Board, where the difference between the
achi evabl e and the achieved rate of return are
likely to be a few basis points.
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Q Are you not in fact, then, sir,
segregating utilities fromthe market as a whol e?

A Absol utely -- because the
circumstances of these utilities is what we are
dealing with. To the extent that this generalized
statenment of what is the appropriate nean to
utilize does not fit well, then we should | ook at
it in considerable detail

I ndeed, the Board, in its 1990 TQM

Decision, said in particular that it "would Iike
0460
CAPP/ APMC Pane
cr-ex (Leclerc)

to I ook at the enpirical aspects of the | ow

variability associated with utility outcomes of

which Dr. Waters spoke" -- and | have done that in

the attachment for that very reason.

Q Are you not a bit concerned with
circularity, sir?

A No. | am concerned with the
circunstance that we are dealing with, which is
one where the prospective risk premiumthat is
achi evable and the one in fact that is achieved
are typically only a few basis points different.

There is no circularity there. | am
| ooking at what is the result, in terns of the
congruence between the prospective and the actua
risk premum in the context in which we are
applying all of this analysis.

Q Are you not in fact nodifying,
fully, the whole technique, which | thought was
that you | ook at what has happened in the nmarket
as a whole -- and utilities are a part of the
market -- to assess what the risk premumis, and
then go on to do your adjustnments for the
situation of utilities.

What | hear you say is that you are
doi ng that beforehand, and possibly tw ce.
0461
CAPP/ APMC Pane
cr-ex (Leclerc)
A Oh, this double-dipping which
heard about in TransCanada, which is not
doubl e-dipping at all. It is making a decision
about which is the appropriate mean val ue, given
what your objective is as a regulator, and then
after you have established what is the appropriate
mean val ue, based on the circunstances of the
utilities being unique relative to those of other
corporations generally in this regard, you nake a
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deci si on about what fraction of that nean val ue
you would like the utility to have. That is where
the relative risk of the utility, per se, cones
in.

Q If we go to our earlier
di scussion, sir, are you not in fact saying that
had you used the arithmetic average you stated
earlier for both exanples, it would be sonewhere
in the area of 5.0 to 5.7?

A | believe so.

Q | take it that by using the
geonetric as opposed to the arithnmetic, you are in
fact making an adjustment of 1.4 to 1.7 percentage
points to account for the particular circunstances
of utilities?

A Absolutely. If | were using

0462
CAPP/ APMC Pane
cr-ex (Leclerc)

this type of analysis in the context of ny own

conpany, or that of corporations that are subject

to normal |evels of uncertainty -- if | can put it

that way -- about what they can achieve, | would

certainly use the arithmetic nean. But the

circunstances are totally different that we are

operating in here.

Q Yet, you again adjust for the
particul ar circumstances of utilities by giving
them half the risk of the market as a whol e?

A That is right. The reason for
that is that | am first of all, nmaking sure that
I get a nean value for the market which, if used
in this context, is going to give me a nean val ue
for the investor's achieved wealth | evel over a

period of time -- which is the intended |evel,
whereas the arithnetic mean would give me the
uni nt endedl y higher level -- and then | would | ook

at what fraction of that ampunt of wealth
increment for the market | would like the utility
to have.

And if the utility is half as risky
as the market, then, over a cunul ative period of
time -- and we are assuming the regulatory is in
pl ace for an indefinite period of time -- | want
0463
CAPP/ APMC Panel
cr-ex (Leclerc)

780f 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CY/drew/docsRHA492v03 htm

to give the utility half the risk premiumthat is
earned by investors on the market portfolio, and
that is the geonetric nean.

Q Is this not a way of changing
the risk premumtechni que?

A It is a way of using the risk
premi umtechnique in a fashion consistent with the
circunstances in which we are applying it.

Q For the utilities only, and not
the market as a whol e?

A No. We are trying to establish
what is the fair rate of return for a utility, and
we are using, anmong other things, in order to do
that, the achieved return on the market
portfolio. But we have to identify the
appropriate achi eved return neasure

Q You are trying to establish a
fair return for the utility on a prospective
basis. Are you not?

A Yes. And | want to meke sure

that, as this process is applied year after year

after year, the investor who holds that utility

security will get a cunulative addition to their

weal th which is the fraction of the market

portfolio addition that the regulator had in mnd
0464
CAPP/ APMC Panel
cr-ex (Leclerc)

when they started the process and continued it.

Q Are you not already accounting
for this, sir, in your measure of share price
volatility and your neasure of share price
earnings volatility?

A Yes. That is how | get the
relative risk. But | amnot accounting for how I
determ ne what is the appropriate nmarket term
benchmar k.

| do that in the context of: Wat,
ultimtely, do | want to provide by way of total
increnment in wealth to the investor?

I want to provide an increnent which
is consistent with the increnent that the investor
in a non-utility would get, and that will only be
consistent if | use the geonetric nean, given that
there is so little variability in the achieved
returns relative to the allowed. And then | want
to establish a particular fraction of that, and
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that is where the relative risk cones in.

Q | take it that you obviously do
not agree that there is doubl e-di ppi ng?

A I do not agree

Q Do you know of anyone else, sir,
t hat uses your approach?
0465
CAPP/ APMC Panel
cr-ex (Leclerc)
A. No

>

So did the first explorers to
the Antarctic.

Q Sir, | think you have agreed
with ne that the authors we have referred you to
in the past do not use your approach, and they al
suggest that it is always appropriate, when
assessing prospective rate of return, to use
arithnetic neans?

A That is right. And as | say,
that is in the context of a general statenent of
what is an appropriate approach.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
| Q Don't you feel |onely!
I
I
I
I
I
I
I
I
|
I
|
I
|

I do not have any trouble with that
as a general statement. But | amnot dealing in
generalities. | amdealing in the specifics of
utilities. And when you conme to that situation
and |l ook at it carefully, then you say: For al
practical purposes, the arithnmetic nmean val ue that
you give will convert into a geonmetric nmean of the
sanme magnitude.

Q If the returns are constant?

A There is all of the data that |
have shown in Appendix XII11l, which confirns what
have just told you.
0466
CAPP/ APMC Panel
cr-ex (Leclerc)

| said it will approach; 1 did not
say it would be identical. | acknow edge that
there are a few basis points difference -- and
do nean "few'. The indicators there are about 3

to 5 basis points.
Q But nonet hel ess, you acknow edge

that the authors that we have referred you to do
not nake that distinction?
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A I do not think that they were
contenplating that there were circunstances of the
sort that we are dealing wth.

Q I do not want to debate this too
long, sir. | would just like, for the purpose of
the record, to file these authors, to make sure
that it is conplete.

You have before you, sir, the
docunents that | provided to you, through your
attorney, two or three days ago?

A. Yes, | do.

Q | amreferring, first, to the
"Instructor's Manual to Acconpany Breal ey/ Myers
Princi pl es of Corporate Finance."

Do you have that, sir?

A Yes.

Q I think you agreed last tine,
0467
CAPP/ APMC Panel
cr-ex (Leclerc)
sir, that all professors are reputable.

Do you still maintain that?

A Al'l professors are reputable.
But they all make m stakes, too.

Q Granted. But you still have the
sane views?

A. Yes.

Q Is it not a fact, sir, if | go

to Handout C which acconpanies the Instructor's
Manual , this volunme, at the very last Concl usion
read -- and tell me if I amright -- "Always use
arithnmetic nmean returns as benchmarks for the
opportunity cost of capital”

A As | say, that is for a
text book, which is dealing with the genera
circumstances. | do not think, if |I were teaching
the Introductory Course in Finance, that | would
bot her tal ki ng about this peculiar case of
regul ated utilities, where the returns are so
close to the prospective returns.

MR. LECLERC: May we have an exhi bit
nunber for this, M. Chairnman.

THE W TNESS: There is alimt to
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what you can put in the book. But | do not think
they have even considered it, frankly. And |
0468
CAPP/ APMC Panel
cr-ex (Leclerc)
woul d not expect it to be in the book, even if
t hey had.

Q But you have no indication that
they have made an exception for utilities?

A They have not done so here.
That is clear.

THE CLERK: That will be Exhibit
B- 30.
--- EXH BIT NO B-30:
Excerpt from publication
entitled: "Instructor's Manual to
Acconpany Breal ey/ Myers Principl es of
Cor porate Fi nance", Fourth Edition.

MR. LECLERC:

Q The second docunent | want to
refer you to, sir, is put out by Messrs Hatch and
Vi te.

A Yes.

Q And it is entitled: "Canadi an
St ocks, Bonds, Bills and Inflation: 1950-1983".

I believe this is information that
you used in your own Evidence. Is it not?

A Yes. | use the updated version.
Q The updated version.

A That is fine. | wll not
0469
CAPP/ APMC Panel
cr-ex (Leclerc)
di sagree with the ---
Q | take it, sir, that you use
their information, but you disagree with their
| ogi c?

A Once again, they are in the
situation of |ooking at a general set of
circunstances. | doubt if they had thought of the
case that we are tal king about here today.

There are nany applications. And

when you get into the applications, you find all
sorts of peculiar exceptions.
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Q I draw your attention to page
44, sir, of the document that | have just given
you, the middle of the |ast paragraph, where it
states, and | quote:
"For sone purposes this arithnetic
return is appropriate when asking the
question, what is my best guess of next
period's expected rate of return?"
A Yes. They are talking here
about a portfolio of securities. Wen you are
doing that, it is reasonable to tal k about the
arithnetic nean as being the rel evant point of
departure.

You are tal king about the volatility
0470
CAPP/ APMC Panel
cr-ex (Leclerc)
in general of the nmarket when you are talking
about deci sions about components of a portfolio.

Once again, in the context in which
this is witten, it is a reasonable statenment to
make. Al | amdisagreeing with is the particular
application that we are dealing with here.

Q I thought that the market
portfolio included the utilities?

A It does. The comrent that they
are effectively making is: "lIn a general way, do
this.™

MR. LECLERC: Il would like to file
this.

THE CLERK: That will be Exhibit
B- 31.

--- EXH BIT NO. B-31:
Excerpt from a publication
entitled: "Canadi an Stocks, Bonds,
Bills and Inflation: 1950-1983" by
Hat ch and Wi te.

MR. LECLERC
Q The | ast docunment that | would
like to refer you to, sir, is "Stocks, Bonds,
Bills and Inflation: Historical Returns
(1926-1987)", by Messrs. |bbotson and Sinquefield.
0471
CAPP/ APMC Panel
cr-ex (Leclerc)

A Okay.
Q Do you know themwell, sir?
A. Yes.

83af 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3

84 of 140

Q If you turn to page 86 of this
handout, sir, and the paragraph entitled
"Geometric Mean Versus Arithmetic Mean", | read:

"The arithnmetic and geonetric mnmeans
formed by equations (28) and (29),
respectively, are of course different.
Each has a specific neaning in the
interpretation of returns; and they
shoul d not be confused with each
ot her."
Then a bit further down, on the sane page, under
"Change in Wealth Over Tine versus Performance in
One Period", | read
"A sinple exanple illustrates the
di fference between geonetric and
arithnetic neans.”
And then on the next page, the Conclusion, sir:
"The geonetric mean is backward-
| ooki ng, measuring the change in wealth
over nore than one period. On the
other hand, the arithmetic nean is a
better representation of typica
0472
CAPP/ APMC Panel
cr-ex (Leclerc)
performance over single periods, and is
the correct rate for the cost of
capital estimation, forecasting, and
di scounting."
A Yes. Again, when you are
speaking in a general sense. But not in the case
of utilities with as assured rates of return as
those regul ated by this Board.

MR. LECLERC: | would like to file
this docunent, sir.

THE CLERK: That will be Exhibit
No. B-32.
--- EXH BIT NO. B-32
Excerpt from a publication
entitled: "Stocks, Bonds, Bills, and
Inflation: Historical Returns
(1926-1987)", by Ibbotson and

Si nquefield
MR. LECLERC
Q My | ast questions in this area,

sir: Do you recall the questions asked by
M. Yates of Dr. Mrin concerning the exanple of
Case A and Case 27

A Yes.

file///Cdrew/docsRHA92v03.htm
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Q Do you agree that the case that
0473
CAPP/ APMC Pane
cr-ex (Leclerc)
was presented to Dr. Morin by M. Yates is
essentially the repeat, or very close to the
exanmpl e that you give in your Appendix X II?

A It is quite simlar.

Q And that Case 1, sir, was a
situati on where a conpany had earned a constant
return of 10 per cent during a period of three
years?

A Yes.

Q VWhi ch had produced a tota
overall wealth of 1.317

A Yes.

Q And that the geonetric and
arithnetic nmeans for both of those was 10 per
cent?

A Yes.

Q The same constant.

In Case 2 we see the situation where
there were nore highly volatile returns: mnus 20
per cent the first year, plus 51.25 per cent the
second year, and plus 10 per cent the third?

A Yes.

Q We have agreed that we were
| ooking at returns on a prospective basis?

A. Yes.
0474
CAPP/ APMC Pane
cr-ex (Leclerc)
Q If an investor were offered the

choi ce between Case A and Case 2, and were told
that you were going to get the exact sanme return
of 10 per cent, do you believe that they would be
indifferent between the two conpani es?

A No, they would not. But the
context in which that exanple was devel oped was,
hopefully, to indicate that the Case 2, as you
call it, could be thought of as the narket
portfolio. That was intended to mimc the
volatility of the market portfolio.
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I think the resulting rate of return
was 13.75.

Q Correct.
A And Case 1 was the utility type
of situation that we are tal ki ng about here

today. And that was 10 per cent.

The point was sinply to say that, for
exanple, if you used the 13.75 per cent as your

mar ket rate of return -- or the market risk
premium just to make it sinple here. |If you were
to take a nunber, like half of that, as being the

appropriate risk premumfor the utility, in which
case you would allow, under the use of the
arithnetic nean, a risk premiumof 6.875 per cent,
0475
CAPP/ APMC Pane
cr-ex (Leclerc)
if you were to allow that, you would not get a
prem um over time, consistent with the half of 10
per cent that you wanted to give. The 6.875 per
cent, although it is the arithmetic nean that is
expected to degenerate into a | ower geonetric
mean, woul d not, because the context in which you
are applying it is one of virtual certainty.

So you woul d nmake the m stake of
using a 6.875 per cent prem um when you should
have used a 5 per cent prenium

Q Are you not nmking the
assunption, sir, that Case A has virtually no

risk?
A Yes.
Q How can that be a utility, sir?
A It is no risk with respect to

the mat hematics of getting your rate of return
prospectively year to year

It is risky in the longer term That
is what we allow the risk premumfor. But that
is what the second adjustnment is nade for

Q But in going through your
mat hermati cal cal cul ati on, you have to assume that
Case A has no risk at all

Is that not what it reflects?
0476
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A No. That is sinply establishing
that the volatility or variability, as you know it
in the context in which you are making this
reconmendation, is virtually zero.

The risk adjustment that you make is
in the context of adding sonmething over the
risk-free rate, which is what fraction of this
mar ket risk prem um do you provide

Q Does your exanple not show that
you will earn the sane return over three years?
A Yes. By convenience, it showed

that. But you can see fromthe materials that are
in Attachnment B of Appendix Xl Il that even with a
differing return fromone year to the next -- you
can | ook at Westcoast Energy from 1979 to 1990

and the arithnmetic and the geonetric nmeans are
virtually identical for the achieved rate of
return.

So, even though you do not have the
sane rate of return being earned in each and every
period, you still get alnost exactly the sane
arithmetic and geonetric nmeans, due to the
consi stency of the return.

Q But doesn't this Appendix Xl II
Attachment B, only show that the utility is
0477
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allowed to earn up to what is allowed ---

A Yes. Sonetimes it earns nore.
But yes.

Q -- and not hi ng nore?

A Well, 65 basis points was earned

in 1988 over the allowed return, according to the
Annual Report.

Q | fail to see the relationship
bet ween the achi eved versus the allowed return and
the assessnent of risk on a prospective basis.

For example, if a utility were to
have in fact earned what it was granted from year
to year, if | understand your exanple correctly,
woul d see no difference at the end of the table?

A For all practical purposes, you
would not. In order to get differences between
the arithmetic and the geonetric mean that are
meani ngful, you have to have variations of the
orders of magnitude you see in the exanples that
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are given in the textbook or the exanples that you
woul d get froma normal type of corporate stock.

Q Are you not conparing the return
in a given year versus what was allowed in that
year ?

A. Yes. That is to establish the
0478
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di fference.

Q And fromyear to year, you are
telling nme that one nust not expect to see changes
in that return that is allowed?

A Yes, you will see changes. What
I am suggesting to you is that, in order to have
meani ngful differences between the arithnmetic nean
and the geonetric mean, you have to have
substantially greater variation in the achieved
rates of return from some expected | evel or from
sone average |l evel than you ever see for a

utility.

In order to get neaningful
differences -- | recall the exanple. | think it
was in Brealey and Myers's work. In their

exanple, to get a difference of 1.23 percentage
poi nts between the arithmetic nean and the
geonetric nean -- that is 10 per cent versus 8.77
per cent, on page 471 -- you had to have a plus
30, a plus 10 and and a minus 10 for the achieved
rates of return.

We just do not get those variations

inthe utility world. We do not get any m nuses,

for all practical purposes. The achieved return

for any utility regulated by this Board, to ny
0479
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know edge, has never been negative, for reasons to

do with the utility per se

MR. LECLERC: May | have a nonent,
sir.
--- (A short pause/ Courte pause)

Q If that is true, sir, howis it
that you cone up with a beta of .5 for utilities?

Wul d we not have expected, in those
circunst ances, a beta of zero?

A The beta for the utility stock
is positive because the investor who is buying the

88 af 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3 file/l/CY/drew/docsRHA492v03 htm

stock has uncertainty about what the stock will be
worth in any given period.

What we are dealing with here,
however, is: Is there uncertainty with respect to
what this conpany will earn?

We are not trying to mimc, in the
context of what we allow, the circunmstances of the
utility investor, except to the extent that we
provide themwith the risk prem um which is .5.

What we are tal king about here is the

selection of which is the nore appropriate nean

value to use. And that is because what we are

trying to acconplish is to provide a rate of

return which will cumnul atively provide an
0480
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increment in wealth to the corporation, on behalf

of the sharehol der, which is of a particular

| evel .

Q I will leave it at that for the
tinme being, sir. W are in disagreenment in that
regard.

Briefly in regard to the purchasing
power prem um adj ustment, | believe you stated
earlier that you were famliar with the Board's
Deci sion in RH1-927

A. That is the Westcoast Deci sion.
Q I n August of this year?
A Yes.

Q And in that Decision, the Board
chose not to consider this adjustnent?

A That is essentially correct.

Q And the reason for having done
so is that it did not expect the magnitude of such
premiumto be very large in the context of
expected | ow inflation?

A I think, with all due respect,
that the Board got to the right answer though
perhaps for the wong reason

The reason is, as | gave it earlier,
that one should be | ooking at the increnmenta
0481
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el enent rather than the actual purchasing power at
any given point in tine.

The reason given by the Board --
which was that inflation is currently |low and, in
general, it is expected to stay low -- | think is
not a good reason, because the |lower inflation is,
probably there is only one direction which it can
go, and that is up

I nvestors can be just as nervous
about the level of future inflation and the
potential variation in the outcones when inflation
is lowas when it is high. One has to |ook at the
structural circumstances in the econony. While
am not predicting this is going to happen, we nmay

very well see that a governnent -- and as you
menti oned, we are going to have an el ection,
federally, next year -- | suppose

If the new governnent, whatever the
party, decided that the only way to get out of the
mess was to spend | ots of noney, then we would
probably have inflation in a neani ngful way.

Q Is that your expectation for the
future, sir?

A No. | am saying that investors,

t hough, may very well be nervous of that
0482
CAPP/ APMC Pane
cr-ex (Leclerc)

possibility, and even though inflation is very,

very low today -- on the order 1.5 per cent --

they could be expecting, on average, 3 or 4, which

I believe is generally what wi tnesses before this

Board have suggested is the longer-term

expectation at this point. But that is the

average expectation, then there is the possibility

of significantly |arger values as well.

Q Is it the expectation for the
next two Test Years, sir?

A Not at this tine.

Q Not at this tine.

A | amsorry. The expectation, on
the part of investors, for the next couple of

years is hard to detect. An easier one to detect
is what they expect over the indefinitely |ong
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future, by looking at long-terminterest rates and
| ooki ng at index-linked securities, which do not
have inflation risk associated with them And
those are suggesting, as Dr. Mrin indicated

yest erday, perhaps 4 per cent as the expectation
for inflation and the purchasing power risk

premnm um

I say "and the purchasi ng power risk
prenmi uni because Dr. Mrin used the value of 8.75
0483
CAPP/ APMC Pane
cr-ex (Leclerc)
for nominally denom nated bonds and 4.75 for the
pur chasi ng- power-ri sk-prem um bond' s yield.

That 4.75, | would submt, is not a
very good nunmber. It is based on a security which
trades very, very infrequently and is quite
illiquid, and there is a very substanti al
illiquidity premium associated with it. Also,
there are tax aspects. You have to pay the taxes
whet her you have received the noney or not.

Al'l of those things conspire against
that 4.75 being a valid nunber.

What | have noticed, in |ooking at
the U K. market, is that the purchasing power
i ndexed to bonds there have had their yields fal
to about 3.3 per cent as of last week, from4.5
per cent in early Septenber.

So those investors are requiring
substantially | ess by way of real rate of return
and that nmeans that there is an another elenent --
the difference between, | would say, the 4.5 of
Sept ember and the 3.3 of today -- which is
pur chasi ng power risk prem um

Q I thought | asked you what was
your forecast for the next two Test Years, or that
assunmed i n your Evidence.
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A I am sorry. Excuse ne.
t hought you had asked ne what were investors
forecasting for 1993 and 1994.

Q If that was the case, | am
sorry. | had intended to ask you: What is the
inflation forecast for 1993 and 1994 that you
assunme in your Evidence?

A I believe | speak of a |onger
termthan that. | suggested that for investors --
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and hence nyself, because | take my cue fromthemr
in this context -- the upper end of the range is
in the order of 4 per cent. But | think the
consensus i s sonewhere in the order of 2 3/4s.

Q You agree, sir, that that cannot
be characterized as a "high" inflation rate?

A. G ven what we are used to, we
woul d no | onger characterize it as a "high"
inflation rate.

Q If we were to use the Board's
reasoning -- with which you di sagree -- would you
agree with nme that there woul d be no need to nake
t he purchasi ng power adjustnent?

A If investors thought the risk of
inflation being nmeaningfully different, in a
positive sense, from say the consensus of 2 3/4s
0485
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or 3 per cent, then | would say that there is no
need to nake the adjustment.

If they are confortable with this
Il evel and say that that is likely to be the |evel
then they will not require a risk premum | would
agree. But it seens nost unlikely to ne.

Q Sir, is it not a fact that in
the Westcoast Decision, the Board al so rul ed that
it was unreasonable, for the purpose of
determining the required rate of return, to assunme
that debt or equity investors necessarily achieve
their expected returns?

I take that from page 43 of the
Board' s Deci sion

A Yes, | believe they did.

Q Does it not follow fromthat,
sir, that bond and stock investors are not to be
treated any differently for the purpose of
determining the required rate of return?

A They are not to be treated
differently, if that is the view that you hol d.
do not hold that view

| do believe that stock investors,
over the longer term do get conpensated for
what ever unexpected inflation there was.
0486
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By definition, inflation is a nmeasure
of the prices that are charged for the conmodities
and services that are sold by corporations, as
wel | as being sold by the public sector, if | can
put it that way. In a well-functioning market for
goods and services, over the |longer term
conpani es should be able to, on average, recover
their higher costs, whether it is due to expected
or unexpected inflation, because half the tine
they will be unlucky and half the time they will
be lucky with respect to whether their prices
follow exactly, or not, the level of actual
i nflation.

Q | gather you are disagreeing
with the Board -- but yet you are not suggesting
that they nake an adjustnment, other than
qualitatively.

Is that not sonewhat contradictory?

A | did not think it was
contradictory. | said that that is an argunent
for accepting the |ower end of the range. |
sinply said that there is other information which
is also available that acts in the opposite
di rection.

Q But accepting the | ower end of
0487
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the range would nmean, at maximum giving it 25 per
cent basis points, given that you are also giving
recognition to higher returns in the U S. market?

A What ever the order of nmgnitude
m ght be -- you asked me if it was contradictory
and | said "no", because it is, in effect, a
reconmendation to use the | ower end of the range,
all other things being equal

Q I amsorry if | inplied
"contradictory".

You are not giving any weight to it,
but mai ntai ning the principle?

A I amgiving some weight. | am
saying that that is one of the reasons for
accepting the |lower end, rather than the higher
end of the range. Wthout that, all other things
bei ng equal, | would recommend a hi gher range.

Q At page 49 of your Evidence,
sir, you state that, on average, achieved rates of
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return fell short of the prospective returns by an
average of 0.9 per cent for the period 1937 to
1991 and 1.3 per cent for the period 1950 to 1991?

A Yes.

Q You are suggesting by this
statenent that bond hol ders had, on average,
0488
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systematically achieved | ower results than they
had expected over the period from 1937 to 19917

A On average, they did, yes.

Q Do you have the graph that
delivered to M. Yates last night?

A | have that.

Q The first graph that | would
like to refer you to is a graph entitled
"Di fferences Between Achi eved & Expected Returns
on Government Long Term Bonds, 1937-1991".

Do you have that, sir?
A Yes, | do.

Q Woul d you accept, sir, that al
that we have done in this graph is take the
information that you have provided to us in your
Suppl enent al Response to TQM s I nformati on Request
Question No. 3(b)?

A. Yes, | understand that to be the
case.

Q Wbul d you say, sir, that this
graph systematically shows that bond hol ders have
under - achi eved over tinme?

A No. Nor did | expect themto
have under-achi eved systematically.
concentrated on one particul ar period.
0489
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Q | take it that you accept that
it shows, sir, that bond hol ders have sonetines
achi eved nore and sonetines achi eved | ess?

A. Yes. That is true

Q And under-achi evenents are the
points that are shown below the |line and the
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over-achi evenents are the points that are above
the line?

A Yes.

Q To assune that over the |ong
term bond hol ders have under-achi eved, would we
not have to see, sir, a cluster of points downward
sl opi ng?

Do you follow what | am sayi ng?

A Ch, yes. | thought | had
identified that situation from 1972 through to
1982, with two notable exceptions. But eight out
of ten, if |I count them | think are ---

Q I thought, sir, that your 4.9
was based on data from 1937 and that the higher
figure was based on nore recent data?
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| A Yes, | agree. But the whole
| anal ysis, the inmpetus for it was the circunstances
| of the 1950-to0-1987 period, and in particular the
| peri od when the high | evels of unanticipated

| 0490
| CAPP/ APMC Pane
| cr-ex (Leclerc)
| inflation occurred. | believe | state explicitely

| that this is the basis on which the conclusion to

| make an adj ustnment was nade.
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A Yes.

MR. LECLERC: M. Chai rman, the
Clerk has pointed out that | had not asked for my
first graph to be entered as an Exhibit.

May we have an exhi bit nunber,
pl ease.

THE CLERK: Exhi bit B-33

--- EXH BIT NO. B-33
Graph headed: "Differences Between
Achi eved & Expected Returns on
Governnent Long Ter m Bonds,
1937-1991".

MR. LECLERC: May we al so have a
nunber for the second graph, sir

MR. YATES: May we wait until the
witness has identified it before we mark it.

MR. LECLERC:
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Q Dr. Waters, do you have the
second graph before you?

A Yes, | do. | mght just nention
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-- while you are | ooking for your next page --

that ny comrent about what period I thought was

particularly affected by unanticipated inflation,

and hence the one in which bond investors were

nmost di sappointed, is at page 45, in the |ong

Answer .

Q What you are suggesting, sir, is
that the 1970s and early 1980s is the period
wherein the inflation experienced was nuch hi gher
than antici pated?

A. Yes, that is correct. And not
only inflation, but also unanticipated inflation.

Q Right. | take it, sir, that is
why you are suggesting that the latter period has
a hi gher nunber than the overall period?

A Yes, | woul d agree.

Q Sir, if bond investors had not
anticipated this higher-than-normal inflation, if
you wi sh, in the end of the 1970s and the early
1980s, woul d you not expect that they would have
reacted to that for the future?

A I think they probably did; that

is to say, they adjusted their expectations about

future inflation, probably nore quickly the

greater were the deviations of the actual fromthe
0492
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expected inflation.

There is a | earning process here, and
I amsure that they finally got around to saying:
"That there is a possibility of very high levels
of inflation that no one can seemto predict, and
let's hope we asked for enough

Q Do you know if that is in fact
what has happened?

A Well, certainly since 1982
i nclusive of 1982, there appears to be very
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substanti al excess of achieved over expected
returns, which would suggest that interest rates
were going down rather rapidly at that point.

The bonds which had been introduced
earlier, and with high coupons, were now selling
at significant prem uns, which gave the rather
hi gh capital gain conponent in 1982 and
subsequent .

What that suggested is that
i nvestors, even though they might still have been
over-estimating the level of inflation, were
finding, to their absolute delight, that as events
unf ol ded subsequent to 1982, inflation was |ower
t han everyone el se had expected. And | think that
i s what has happened.
493
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Q Basically, is that not what this graph
is showing; that after 1991, would you accept that, on
average, bond investors have made 3.4 per cent nore than
they had expected?

A Yes, | will certainly accept that.

LE PRESI DENT: Monsieur Leclerc, est-ce qu'on
pourrait faire le point a ce noment-ci pour determnner si
on continue jusqu' a tenps d avoir term ne, ou bien si on
devrait faire une courte pause pour |le lunch et revenir
plus tard?

Pour environ conbien de tenps en avez-vous,
encore, maitre Leclerc?

Me LECLERC: Je vous dirais, nonsieur le
President, que quant a noi j'en aurais peut-etre pour une
vi ngt ai ne de mnutes au plus.

LE PRESI DENT: Maitre Morel...?

Me MOREL: Pour ma part, nonsieur le
President, j'estinmerais aussi une vingtaine de m nutes.

LE PRESIDENT: Alors, il senmble qu' on
pourrait termner a une heure qui serait quand nmene
rai sonnabl e, comme une heure et dem e au plus tard?

Me LECLERC. Ce serait ma preference,
nmonsi eur | e President.

LE PRESI DENT: Parfait.
0494
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MR. LECLERC:
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Q Sir, if bond hol ders have
achi eved nmore after 1980, is there still a reason
to make the adjustnent for the future? |In other
wor ds, they have wi sened up?

A I was not meking the adjustnent
for the future. | was adjusting the historica
returns, to get a better estimate of the prenium
that was due to investors wanting, prospectively,
an equity risk prem um of a given anmount, and |
did not want to inadvertently include in that
analysis a risk prem um conponent, realized by
investors in stocks, which they had not
antici pated, which was sinply because the
| ong-term bond investors had got |ess than they
wer e expecting.

Q Did you not state in your
Evi dence, sir, that the reason for this was this
unexpected inflation in the 1970s and early 1980s?

A Yes.

Q And had it not been for this
unexpected inflation, | take it that you would
agree that achieved returns would tend to be what
they were expected to be?

A They do now, perhaps. But that

0495
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was not the point. | was really attenpting to put

the two historical datasets on a basis which

enabl ed one to say that the increnmental risk

premumthat equity investors were |ooking for was

"X

I did not want to inadvertently
i nclude any shortfall in the achieved rate of
return by bond hol ders which had nothing to do
with equity investnents, which was due to them not
getting what they expected.

Implicit in all this analysis using
realized risk premiunms is that that is an average
i ndi cati on of what investors think is an
appropriate equity risk prem um

If they think it is 4, and over a
particul ar period of time bond investors got
substantially | ess than they were expecting, then
you are looking at a differential calculation
whi ch includes two things: the equity risk prem um
per se and the disappointnment of bond investors,
due to a factor which | suggest is not applicable
to stock investors.
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Q Do you agree, though, that over
time, the two tend to go together?

A They probably will. And | will
0496
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be perfectly happy to accept the data on their
face, without any even conceptual suggestion of an
adj ust ment when they are cl ose.

Q Is this not what your own
nunbers suggest: that when you [ook at the 1950 to
1991 period, you get a difference of 1.3; when you
extend the period, you are down to .9?

A | totally agree with you

Q Woul d you reach the sane result
if you were to take a higher nunber of data to
make your neans, if you w sh; instead of taking
yearly results, had you taken nonthly information,
woul d you still not have the end result that
achi eved and expected, over tinme, are the same?

A I do not think dividing the
70-o0odd years of data, or even 40-odd years of
data, into 12 times the nunber of observations
woul d change the overall result.

Q But the | onger period woul d,
t hough?

A The longer period could. It

certainly does, if you go back and far enough

historically -- in which case, | would not nake

the adjustnent. |If we ever got to zero, | would

say That is fine. Cearly bondhol ders have got
0497
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what they expected, on average; therefore, on the

assunption that common equity stockhol ders got

what they expected, the difference between the two

achi eved sets of returns will be a good estimate

of the equity risk prem um

Q Woul d you refer to the third
graph that | have given to you, sir. Do you have
that? The third one is the one with the
regression lines, sir.

A Yes.

Q W1l you accept that what we
have done, sir, is added to the former graph --
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which is B-33 -- a regression line of the
correlation between the differences over tine?

A Yes, you have.

Q Woul d you agree, sir, that there
is an upward slope to that line, sir?

A. Yes, there is.

Q And that it tends to be close to
the zero line?

A Yes.

Q And does that not nean that,
over time, expected and achieved will be the
same? |s not that what it shows?

A If |I accept that regression |ine

0498

CAAP/ APMC Pane
cr-ex (Leclerc)
literally, it would say, if | project it far

enough, | amgoing to get |ong-term bond investors

systematically achi eving nore than they

anti ci pat ed.

periods -- which were not the ones of concern to
me -- which pull the line down at the |eft-hand
si de, and we have the weight of the two in
particul ar, and perhaps four, observations since
1984, which are pulling it up. Indeed, if that

does include 1991 -- and | think it nust, because
it looks like it is about 12 ---
Q Is does include 1991, sir.
A It does include 1991. W have a
ful crum here around 1950, | suppose -- or 1975
nmore precisely -- which says that the prospective

estimate of the rel ation between achi eved and
expected returns on Long Government Bonds is that
the achieved will be systematically higher.

That is what the |ine says. But that

is not a very neaningful conclusion to reach, | do
not t hi nk.

Q But does it not show, sir, that
the variances between the ups and downs,
notwi t hstanding the | arge variances -- for

0499

CAAP/ APMC Pane
cr-ex (Leclerc)
exanple, if you take the year 1981, where you have
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averaged themout, the regression |ines, they tend
to be close to the zero line?

To get to the zero line, you have to
have val ues that are above and val ues that are
bel ow.

A Yes.

Q And isn't the latter part of the
line, from 1980, sinply showing that, for that
period, on average, the returns were above what
was expected, as we have seen in Exhibit B-34?

A Well, it probably is. | just do
not know. There is also weight, when you fit the
straight line, to all of the points below the zero
line in the early part of the period.

| imagine it is, but it is not shown
conclusively by the regression line per se

Q Time will tell?

A No. You can tell by doing the
sinple arithmetic mean of the points since 1982
and see whether or not they are above the line

arithmetic nean is zero, froma statistical point

of view, sir?

0500

CAAP/ APMC Pane

cr-ex (Leclerc)
A Probably. | do not have any

quarrel with that.

I was concerned with the extent of
bias in the use of the nunbers as they
materialized for a particul ar purpose.

MR. LECLERC: Thank you, sir.

Can we have an exhi bit nunber for
that | ast graph, M. Chairman?

MR. YATES: Excuse ne,
M. Chai r man. | do not think that we have an
exhibit nunber for the second-Ilast graph yet.

My concern, when | rose a few nonments
ago, was that we were proceeding to mark exhibits
bef ore any docunent had been identified. Perhaps
I mssed sonething on the way by, but | did not
think that the second graph was identified on the
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| take it fromthe questions that
wer e asked that what the second graph represents
-- although there is no indication on it -- is a
graphi cal representation of the nunbers which
appear on Schedule 2 of the Suppl enentary Response
of CAPP and the APMC to TQM

Perhaps M. Leclerc can confirmthat
for ne.
0501
CAAP/ APMC Panel
cr-ex (Leclerc)
MR. LECLERC: | thought we had gone
through that, sir; that when | asked Dr. Waters to
review the first exhibit, that that basically is
what he had acknow edged.

MR. YATES: We did that with the
first exhibit. W are dealing with the second
exhi bit now.

MR. LECLERC:

Q The second exhibit is the sane,
is it not, for identifying the period 1980 to
19917

A Yes, it is, | presune, the sane

set of data, just segregated for a much shorter
period of tine.

MR. LECLERC: Correct, sir.

MR. YATES: M . Chai rman, that
identification having taken place, | do not have
any objection to the exhibit being marked.

Wth respect to the third graph, the
di scussi on which M. Leclerc had with Dr. Waters
did in fact identify the data, so | do not have
any objection to that one as well.

I woul d suggest that we can now mark
both the second graph and the third graph.

THE CLERK: Those will be Exhibits
0502
CAAP/ APMC Panel
cr-ex (Leclerc)
B- 34 and B- 35.
--- EXH BIT NO B-34:
Graph headed: "Differences Between
Achi eved & Expected Returns on
Governnent Long Ter m Bonds,
1980-1991".
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--- EXH BIT NO B-35:
Graph headed: "Differences Between
Achi eved & Expected Returns on
Governnent Long Ter m Bonds,
1937-1991: Regression Line".

MR. LECLERC:

Q Sir, would you turn to your
Suppl enent al Response to our Information Request
No. 3, on which all of these graphs have been

based. | believe that was Exhibit C-1-6.
A. I have that.
Q If you will turn to the |ast

schedul e of that, sir ---
A. Schedul e 2?

Q Correct.

Can you tell me how your numbers in
the first colum, entitled "Achieved Return", were
cal cul at ed?

A | believe | attenpted to answer
0503
CAAP/ APMC Panel
cr-ex (Leclerc)
that for you in the original Response to your
I nformati on Request.

Q  Exhibit C1-5?

A Yes.
Q Sir, you had referred in there
to the literature of Hatch and White, | believe.

But we could not figure out how that was
cal cul at ed.

A If you could just refer nme to
the particular pages from Hatch and White that |
attached, since | seemto have mslaid, for the
monment, nmy copy of Exhibit C 1-5.

Q I will do that, sir. You have
referred to pages 70, 71, 72, 73; and then it goes
to pages 203 and 204.

I amassuming it is the sane
ref erence.

A. Yes.
Q And then you add an Appendi x C,

"Report on Canadi an Econom ¢ Statistics:
1924-1991".
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A As you see in the Hatch and

VWhite material that | appended to the Answer, or

at |l east included in the Answer, starting at page

202, they have a calculation of long-term
0504
CAAP/ APMC Pane
cr-ex (Leclerc)

Governnent of Canada bond returns.

Is this the itemthat you are having
trouble wth?

Q The achi eved return?
A. Yes.

Q Yes, that is the itemthat we
are having trouble with, sir.

To nmake it sinpler, sir: Is the
figure in the left-hand colum the return that one
woul d have obtained if, in 1937, he had sold,
after one year, the long-term bonds that he was
hol di ng?

Is that correct, conceptually?

A That is my understandi ng of
their methodol ogy, yes.

Q And you are conparing this, sir,
with the second col um.

Coul d you tell us what the nunbers
represented in that second colum are, where you

state the prospective return -- and you give your
source as being, | believe, the Bank of Canada
Revi ew.

A Yes. That is the return

reported by the Bank of Canada on their bond

series B14013. That is the yield that they report
0505
CAAP/ APMC Pane
cr-ex (Leclerc)

as prevailing on those bonds at the end of the

year, which | then take as the yield that is

prospectively required over the follow ng 12

nmont hs by i nvestors.

Q 12 nmonths only, and not to the
remai ning maturity of the bonds?

A No -- because | am conparing
what they were | ooking for over one year from
hol ding this | ong-term bond, which is
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approxi mtely neasured by the yield on the bond
for that year.

Q | understand that. Because if
you were not, you would be conparing short-term
rates with long-termrates?

A That is right, yes.

Q Are you sure that this
information, sir, appearing on the right-hand side
colum is in fact the yield that the Bank of
Canada is reporting as to what they would expect
for the one year only, and not the maturity?

A No, it is the yield to maturity.
Q To maturity?
A Ch, sure
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| Q Then, are you not conparing in
| fact one-year returns with long-termreturns?
| 0506
| CAAP/ APMC Pane
| cr-ex (Leclerc)
| A This is the closest estimte
| that | can get of what is the return that is
| expected by the investor over that one-year
| hori zon.

I

| Q My concern with that, sir, is
| that that is the conponent of the yield one would
| get if they kept the bond to maturity?
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A Yes, that is the average yield
over that full period of tine.

Q That is right. In that return
woul d not one expect to get the returns for all of
the years up until maturity?

A Goi ng back to our earlier
di scussion, we have in fact the geonetric nmean
that is expected over the entire termto
maturity.

Q That is not what | am getting
at. | just want to make sure that the information
you are conparing is apples and appl es and not
appl es and oranges.

| am asking you: |Is not the yield
the yield that one would get to maturity of the
bonds?

A That is what you see in the Bank
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of Bank Report.
0507
CAAP/ APMC Pane
cr-ex (Leclerc)
Q That is what you see in the Bank
of Canada Report?

A Yes.

Q So, it is not the yield that one
woul d get if he had sold that bond, after hol ding
it for one year?

A. No. That is the achieved
return.

Q So you are conparing achieved
versus ---

A -- versus the prospective |ong
return, at the beginning of that year

Q At the beginning of that year
But you are, nonethel ess, conparing the Iong-term
return with a one-year return?

A Certainly. | amtalking about
the circunstances of an investor in long-term
bonds, and | am saying: "Wat did the investor
expect to earn, on average, over the life of the
bond?"
That is neasured by the yield that
you observe at any given point in time, and
approxi mate the expected return fromthat bond for
one year as being equal to the yield to maturity
that you observe, and then | calculate -- or nore
0508
CAAP/ APMC Pane
cr-ex (Leclerc)
precisely, Hatch & White calculated -- the
achi eved return on that type of bond for a
one-year period

Q Woul d you not expect the yield
to be higher than the one-year bond? |s there not
a "locked-in" prem umthere?

A Than t he one-year bond?

Q In the yield.

A Probably there is. | amusing
the yield on long-termbonds at the begi nning of
the year.

Q So woul d you not expect that

that return would be higher than the achi eved for
a given year ---
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A Not on a long-termbond. On a
short-term bond, perhaps. But not on a long-term
bond.

Q Are these not precisely

short-term bonds, the ones that you have in your
first colum?

A. Let me put it this way: they are
not intended to be.

The prospective return is ostensibly
measured, as | have described it, by the yield
prevailing on | ong-term bonds, Series B14013, at
0509
CAAP/ APMC Pane
cr-ex (Leclerc)
t he begi nning of each year

Q Put it this way, sir: Do you
not think that the market forces would force
equality between the prices?

If I were to have a |l ong-term bond

and sell it at the end of a year, would not the
mar ket force equality of price with a one-year
bond?

If not, is there not an opportunity
for arbitrage?

A Not in ternms of realized
return. Certainly there would be a marked
di fference, because the one-year bond matured at
that point and you would have the yield that you
anticipated and in fact received.

Q But for the one year?
A. Yes.

Q And you are conparing this to
the yield that you are anticipating for the |long
term

That is where we have the difficulty,

A | amtrying to see to what
extent the investor in |long-term bonds had
di sappointnment, if | can put it that way, in terns
0510

CAAP/ APMC Pane
of how his bonds perforned over that first year, cr-ex (Leclerc)
and the way | do that is by | ooking at the
achi eved return, as neasured by Hatch & Wite, for
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that type of long-term bond and see whet her or not
that is much different fromthe yield that the
bond was selling at.

Q Woul d you not conpare it with
t he perfornmance of the bond over the sane period,
as opposed to a | onger period?

A. I am | amconparing the yield
at the beginning of the year to what was achi eved
over that full year, and inplicit in that exercise
is my assunption that the yield that was
prevailing at the beginning of the year is the
return that the investor expected to get over the
course of the year

MR. LECLERC: I will leave it at
that, sir.

| amturning to my |last area of
questions, M. Chairnman.

Q I would like to talk to you
about betas, Dr. Waters.

Do you recall our Question 4(a) of
our Information Request, where we had asked you to
confirmthat you have consistently used raw or

0511
CAAP/ APMC Pane
unadj ust ed bet as. cr-ex (Leclerc)

Do you recall that, sir?
A Yes, | do recall the question.
Q And do you also recall that your

response was that you had consistently used beta
val ues for portfolios?

A Yes.

Q So you are inferring fromthat,
sir, that portfolios of betas do not have a
tendency of regressing towards the nmean?

A Especially if they are selected,
as | have selected the conponents of the
portfolio, on the basis of measures of risk other
than the beta value itself.

In other words, the process | have
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gone through here is intended to establish the
risk location of a particular security, on the
basis of five nmeasures of risk.

What | amtrying to do, by using five
measures of risk, is to make sure that | did not
i nadvertently characterize sonme security as |ow
risk when in fact, because the data was neasured
with error, it was a high risk security.

Q One of your neasures is beta, is
it not?
0512
CAAP/ APMC Panel
cr-ex (Leclerc)
A It is one of the five.
Q | understand. |Is your answer to

my question: Yes, that essentially you take the
position that portfolios of beta do not have a
tendency of regression towards the mean?

A Only when they are selected on
the basis of factors which provide you with
i nformation about their risk |level which is
i ndependent of the beta val ues that they happen to
have.

In other words, | feel very
confortable saying: | have really found | ow risk
securities that do not regress towards the nean
with respect to their beta values. They are there
because they should be there.

Q Is that basically what you
explained in last year's Testinony -- and |
believe it was Appendix X?

A | believe so.

Q And you have an excerpt of that
in your Response. |s that correct, sir?

A Yes. | see at page 2 of
Appendi x XI'l, which is attachnent 2 to ny Response
to Question 4(b), | say:

"My approach to creating a group of
0513
CAAP/ APMC Panel
cr-ex (Leclerc)
| owest risk conpani es involves the use
of five indicators of the conpany's
riskiness, only one of which is the
beta value. Consequently, ny
met hodol ogy minimzes the Iikelihood
that a conpany will inadvertently be
classified as a | owest risk conpany,
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should its beta value in a period

happen to be extrenely | ow due to the

i npact of abnormal observations in the

statistical estimation process.”

Q Have you published an article in
this area, sir?

A No
Q Your approach?

A No. But | do not need to
publish an article to confirmthat particular
assessment. We know that there are securities
that are truly low risk. They should not nove
directionally on average in future periods of tinme
to different beta val ues, because they were
correctly classified in the first place.

Q But is not your approach, sir,
di fferent than what nost people in the field do?

A No. It is totally consistent
0514
CAAP/ APMC Panel
cr-ex (Leclerc)
wi th what everyone knows in Finance: That if you
classify securities accurately with respect to
their risk level in the first place, half the tine

in the future their beta values will be alittle
bit higher and half the tinme in the future they
will be alittle bit | ower.

There is essentially no drift if you
have kept that security at the sanme risk |evel
and you have nmeasured it in sonme other fashion.

Q Do you recall a discussion you
had with maitre Courtois |ast year concerning this
el enent ?

A | reread it quickly, yes.

Q Do you recall that he had
submitted to you an article by Professor Blume?

A Marshal | Bl ume, yes.

Q And woul d you agree, sir, that
this article, at least in Professor Blume's point
of view, denonstrates that even portfolio betas
have a tendency to regressing towards the nedi an
line?

A. Sure, if the portfolios are not
pre-selected on the basis that the securities are
correctly classified by risk. Professor Blune
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talks in terns of your getting a beta value, in
0515
CAAP/ APMC Panel
cr-ex (Leclerc)
his exanple, of .85. |If you have npbst of the
securities truly with a correct beta value of .8
and there is 25 per cent of themthat are at 1.0,
they will be at .85 on average, which is a
m srepresentation of their overall risk level, for
the portfolio.

But if you constructed the portfolio
carefully on the basis of other attributes, to
make sure that they were at .8 or very close to it
in the first place, then what you woul d expect to
see in future periods is that perhaps the val ue
for the portfolio might be .77, perhaps it m ght
be .83, .81, .79; that in fact it would not nove
directionally towards 1.0 systematically.

Q Do | take it, sir, that in your
evi dence the beta for utilities, in general, is
hal f of that of the market?

A. No. The beta value that |

found, | think, is .4 on average.
Q .4, on average?
A But | use several neasures in

order to cone to a conclusion that .5, if it were
the val ue adopted, would not be unreasonably | ow

Q Are you not in fact though, for

all intents and purposes, using an adjusted beta
0516
CAAP/ APMC Panel
cr-ex (Leclerc)

for TQM when you state that TQMis at 60 per cent

of the mdpoint of the equity risk prem umfor the

mar ket as a whol e?

A No. | am not using an adjusted
beta. | amgiving a value which is equal to 60
per cent of the risk premium And | did not do
that on the basis of saying: That is consistent
wi th an adjusted beta.

Q But the end result is the sane,
is it not?

A As it happens, the end result is
as if | had done that.

Q As an adjusted beta?

A But, conceptually, | would not
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do that with my sanple in this context.

MR. LECLERC: Thank you, very much

I

I

I

| Dr. Waters.

I

| Merci, nonsieur |e President.

I

| LE PRESI DENT: Merci, nonsieur
| Lecl erc.

I

| Monsi eur Morel, s'il vous plait.
I

| Me MOREL: Merci, nonsieur le

| Presi dent .

I

EXAM NATI ON BY MR MOREL:
Q Good afternoon, Dr. Waters.

0517
CAPP/ APMC Pane
(Morel)

Dr. Waters, on the first day of the Hearing,

di scussed with M. Laforge the appropriateness of

forecasted | ong-term Canada Bond yi el ds used by

TOMto estimate the rates for the proposed Series

"E" and Series "F" bond issues, expected for late

1994.

A. | recall that discussion

Q The proposed rates are conposed
of a forecast of |ong-term Canadas, plus a
corporate issuance spread of 145 and 130 basis
points for Series "E' and Series "F" respectively.

Dr. Waters, could you please conment
on the reasonabl eness of these spreads and on what
factors come into play when you are trying to
determ ne such spreads?

A These spreads are higher than
woul d apply to TransCanada, or to even Westcoast.
| say "even Westcoast" because Westcoast, as a
corporate issuer, is nuch riskier, | believe, than
the utility conponent.

The spreads, | cannot say are

unreasonable. It is fair to say that with the

limted issuing capability of TQM-- that is to

say, they come to the market very infrequently.

They have typically gone to the private placenent
0518
CAPP/ APMC Pane
(Morel)

mar ket, where they can make their case a little
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more easily, | think, to | enders about the nature
of their business and what yield spread that
shoul d dictate.

But when you go to the private
pl acement area, you may get a buyer of your bonds
who says: This is what | have been waiting for
for the longest tine. | amso glad you have
cone. | wll take the whole thing off your hands
at a yield which is nore attractive than what you
coul d have done in the public narket.

But, by and | arge, nobst investors who

put private placenents in their portfolios are
cogni zant of the illiquidity of those placenents
-- that is to say, the general public is not
famliar with them they are not traded actively
-- and, effectively, look for an illiquidity
premium that is to say, "W cannot sell at any
time we like; therefore, we require a higher yield
on that bond."

| have a feeling that npst recipients

of private placenents have no intention of trading
them anyway. So the illiquidity prem umthat they
can get is extra nmoney. But neverthel ess, they
have given up an attribute which is typically

consi dered worth sonething in the marketpl ace;
nanely, the opportunity to sell easily into a

mar ket where the activity is high enough that the
spreads between the "bid" and "ask" are relatively
smal | .

So nmy anbi val ence, as you can see,
relates to the fact that the private placenent
market is not liquid; that typically investors
require a premumfor holding illiquid
securities. And while perhaps they have no
intention of ever liquifying the security, they
neverthel ess ask for that premium and are
typically able to get it.

That prem um can vary rather
significantly fromone period to the next,
dependi ng on what portfolio conposition the
institutional investors have in mnd.

If they want to be highly liquid
because they are very concerned about the future
course of long-terminterest rates and they do not
have liabilities that they want to match which are
exactly of the same duration, then the prem um
will be larger; and conversely, when they have no
concerns about whether or not their portfolio
woul d have to be readjusted significantly
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0520

CAPP/ APMC Pane

(Morel)
unexpectedly in the future.

| amat a loss to tell you what
premium | would expect for this illiquidity, other
than to say that the literature suggests that it
is typically on the order of 15 basis points. And
if indeed it is, roughly speaking, then the Series
"E" -- which is the longer-termissue, | do
believe -- would have 130 basis points net of the
liquidity premium and the Series "F' would have
115 basis points net of the liquidity prem um

Bot h of those are on the high side --
but not dramatically so, frankly. If | were to
shave it because | had an obligation to do so,
woul d not do it by nore than 10 basis points.

But | do not have good information,
quite frankly, that | can offer to you which would
say that it should be shaved. It just |ooks |ike
it mght be alittle high

Q Thank you very nmuch.

Dr. Waters, you may al so recall the
conversation that | had with M. Laforge about the
forecast of Canada Bonds for ten-year expected
yi el ds and five-year expected yields.

TQOM used a 10-year-plus rate,
al t hough the proposed bonds woul d be 10.17 years
0521
CAPP/ APMC Pane
(Morel)
or 10 years and two nonths; and they used the
five- to ten-year rate for the five-year bond.

I had suggested to M. Laforge that
the 10-year-plus rate should not be used but
rather the 5- to 10-year rate.

Do you have any views on this?

A Yes. | recall that in the |ast
case | supported just about everything that
M. Laforge said. But here | will differ on one

poi nt.

It seens to nme that the average term
on long-termbonds is on the order of 17 years.
The five- to ten-year cones closer to ten, than
does this |long-term bond group

| just updated for you today the
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val ues for the 10-year bond, which is actively
traded in the market. That was in Table 14.

What we see is that for the 10 per
cent Governnment of Canada bond due May 1, 2002 --
whi ch is approximtely a 10-year bond -- the yield
is 8.13 per cent.

That is a little higher than a fresh
bond being issued with that termto maturity,
because the coupon is about 200 basis points
hi gher than the prevailing yields. So, there are

conplications involved with respect to the capita
gain at the end of the period.

Probably a 10-year Governnent of
Canada bond would trade at a yield in the order of
8 per cent today, and one woul d add perhaps 10
basis points for the fact that a new issue, even
of Government of Canada bonds, woul d have a
slightly higher rate associated with it to clear
the market. So you can speak of 8.1 for a 10-year
bond as a base.

You can conpare that to what we see
for the 20-year bond, which is 8.49, with | ess of
an adjustnent due to the coupon differing fromthe
current yield, the 9.75 of 2021, which is a
29-year bond, being about 8.6.

So you can see that if you were
taki ng an average of the | ong-term bonds, you
woul d get sonething perhaps 40 or 50 basis points
hi gher than you woul d have for a 10-year bond
t oday, as your benchmark.

MR. PRI DDLE: Dr. Waters, you have
been reading off the original of that table. |
think that the nunbers that you gave us this
norning are slightly different than, say, the 8.6
that you have just quoted for the very long-term

bond. | renenber that you gave us a corrected
sheet .

THE W TNESS: | see that now,
M. Priddle. | amsorry.

MR. MOREL: You gave us the

Cct ober 16th, and there is a Decenber 1st update.

THE W TNESS: | was reading that as
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if it was yesterday's.

I was not reading it fromthe sane
table, either. It was from Table 14, but it was
an earlier copy, which is why | amtaking the tinme
that | am

You can see that the direction is the
sanme -- that is to say, the yield curve is upward
sloping -- and the 8.42 for the 10 per cent could
be approximately 8.3 if the coupon were in the
sane order of nagnitude as the yield; and then if
we add our 10 basis points for marketability, we
get to 8.4.

I think | said 8.0 originally.

And we can see that the 19-year bond
is 8.66; and the 29-year bond, 8.76. So we are
| ooki ng there, after making adjustments for the
coupon difference on the 9.75 per cent of 2021, at
probably 8.7 per cent on the |onger end.
0524
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So the 10-year end is preferable.
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| If all you have is a five-to-ten and
| a ten and over, then the five-to-ten cones cl oser
| to the 10-year bond.

I

| MR. MOREL: Thank you
I
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I
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Q Dr. Waters, you may al so recal
my discussion with M. Laforge with respect to the
cost rates associated with its forecast unfunded
debt bal ances, and those cost rates, as proposed
by TOM are 6.5 per cent and 7.27 per cent for
1993 and 1994, respectively.

These rates woul d be adjusted in 1994
to the prine rate at the end of 1994.

During cross-exam nation, M. Laforge
i ndi cated that TQM t hought that the refinancing of
the unfunded debt in late 1994, at prine rate,
woul d be refinanced at what he considered a
conpetitive rate.

Do you have any views on that,
Dr. Waters?

A | am agai n the anbival ent
econom st, perhaps, on this.

VWhen M. Laforge had first nentioned
that the rate would go to prine, | thought: "Wy
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on earth would any trust conpany want to charge a
0525
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credit like TQM prine, when credits of TQM s
character can typically borrow from banks at
sonet hing | ess than prinme?"
Then M. Laforge gave the reasons why
Montreal Trust felt that it was going to have to
charge the higher rate, and the one that sticks in
my mnd, that has some strength to it, is that the
trust conpani es are now subject to reserve
requi rements with the Bank of Canada, | presune,
and that means, all other things being equal, they
are going to earn less on what is designated as
reserves than they woul d have if they had gone out
and either bought real estate or invested in
nor t gages.

That is prospectively. The real estate aspect, we
do not need to talk about in terns of what has
happened to trust conpani es.

That part attracted me to the idea
that perhaps prinme was appropriate. But | was not
convinced totally because of the fact that it
seens to ne that the | evel of economc activity,
especially in the building side, where trust
conpani es typically invest, is going to be very,
very flat for a long tine, and | would have
0526
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t hought that the opportunity to have a significant
investnent in TQM rather than shopping around
trying to conpete for scarce nortgages, would be

|
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| | say they are going to earn |ess.
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I
| attractive to Montreal Trust.
I

The climate for lending is one of, to
my nmind, total inactivity.

I will give you a personal anecdote
-- and | hope that it does not take too |ong.

The Conpany that | ama 50 per cent
owner of that is in the conmputer software business
has a $3 nillion nortgage with the Canadi an
I mperial Bank of Commerce, and then we have
another $1 1/2 worth of equipnment and operating

|l oans. So we have a grand total of $4 1/2 mllion
of loans with the Canadi an I nperial Bank of
Conmmer ce.
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And very frankly, in the corporate
world, | do not think that is very nuch.

well, two weeks ago we had the
Vi ce-President of the North York Regi on phone us
and ask us if we would like to have a visit from
hi m and one of the four Vice-Chairnen of the
Bank.

We said "yes" -- because we thought
that perhaps we could finally get our conputer

software into the bank's Investnent Division. W
have the other four big ones, and the one that we
do business with, we do not.

So we wel comed this opportunity, and
it turned out that M. Frank Logan was there just
for a general we-want-to-get-to-know you-better
type of chat.

I thought: "Well, if he has got this

much tinme to spend on us, there cannot be very
much activity going on in the corporate | ending
area."

W like to think that we are a good
credit, but | do not think that we are worth nore
than an hour of his tinme in our office, plus al
the tinme it took himto get out to the far reaches
of M ssissauga fromwherever it is that he is
nornmal Iy situated.

So, | amof the view that when push
cones to shove in 1994, and TQM says, "Can't you
do any better than that?", sonmebody else will say
that they can do better than that -- unless

| endi ng conditions change rather dramatically over
t he next couple of years.

So, | think M. Laforge should have
anot her conversation with the people at Mntrea

Trust and tell themthat he understands that some
peopl e at | east think that the | ending
opportunities for themare going to be abysmal in
two years' tinme, and would he not like to

reconsi der.

Q Thank you, Dr. Waters.
I would like to nove on to the

subj ect of the capital structure. |In your
Evi dence you state that you have concl uded t hat
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the business risk of TOM has not increased since
the RH 2-90 hearing and that a deemed conmon
equity ratio of 25 per cent continues to be
consistent with those risks.

Dr. Waters, do you think that raising

the equity conponent to 30 per cent would inprove
TQM s bond rating?

A I have a great deal of
difficulty answering questions about what bond
raters would do. They so flumopxed me with their
approach to TransAlta and Al berta Power over the
| ast year and a half that | have a great deal of
difficulty discerning what appear to be the
criteria that they use.

To give you a "yes" or a "no
that | can infer sonething about the reasoning

process for the bond rating agencies. | am not
able to do so.

I think they might, sinply on the
basis that there was change nade and it increased
i nterest coverages, and otherwi se nothing else is
happeni ng. So yes.

But | am very | ukewarm about saying
that, because even still with a change of the sort
that we are tal king about, and with the rates of
return that the Board has allowed relative to what
has been requested, the interest coverages are not
likely to enter the range that the rating agencies
say are needed as a mninmum for an A-level

But we al so know that the ranges, can

I put it this way, violated -- in a rather
meani ngful way -- with respect to TransCanada
Pi peLines and its A-rating.

So | am once again ambivalent. |
frankly do not think that Trans Quebec & Maritines
should be rated as a Triple-B, as it is. As far
as | can tell fromlooking at the yields on its

securities -- and, incidentally, these are not
mar ket yields; these are ones established by the
Canadi an Bond Rating Service every nmonth -- it

does not have yields that reflect a Triple-B

situation. It looks Iike it is already an A from
the perspective of the Canadi an Bond Rating
Service, which provides the bond val uations that

i mplies
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consult for this purpose.

Q Thank you. Wth respect to
TOM s business risks for 1993 and 1994, you are of
the view that TQM s busi ness ri sks have not
changed since the 1990 hearing

Dr. Waters, how sensitive are TQM s
revenues to business cycle risks?

A Totally incentive. TQMis paid
by TransCanada. | am sure that the anpunts
transported will vary somewhat with the business
cycle. We were |looking at GM's sales, and they
were 182 Bcef for 1991, 189 Bef for 1990, and 181
Bcf for 1989

The anmpunts that are transported
provi de revenues for that particular service --
not directly to TQM so to speak -- which are only
a small fraction of TQM s total revenue
requi rements.
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| So (a) TQM is not dependent on these

| revenues per se, or the throughput to GM for its

| own revenues; and (b), to the extent that soneone

| is, then it is for only a very small proportion of
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| the total.
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If, for exanple, the anpunts
collected in regard to activity on the TQM system
are in the order of 20 per cent of the total
revenue requirement of TQM then you can have a
pretty big downturn in volunmes for the industrial
area, and perhaps comrercial area, to some extent,
and still not nmake nuch of a change in the orders
of magni tude of the ampbunts that have to be
ef fectively supplied by other users of the system

to support TQM

If we go down to 15 per cent, from 20
to 15 is a big drop, and it inplies a drop of 25
per cent in the revenues paid for TQM s servi ce;
yet, it is only taking us from80 to 85 per cent
as to what has to be provided by others. But in
any event, formally there is no effect.

Q Wul d that be the sane for the
|l ong tern?

A Yes. As long as TQM s tolls are
collected from TransCanada by TQW then that will

apply.

120 of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 3 file/l/CY/drew/docsRHA492v03 htm

My 25 basis points for the additiona

busi ness risk of TQMis there to reflect the

possibility of some doonsday scenari o, however
0532
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initiated. But |I do not really expect it to

occur.

Q Dr. Waters, do you agree that a
regulated utility with a | ower interest coverage
ratio may be as capable of covering interest
charges as a non-regul ated conpany which has a
hi gher coverage ratio?

A Yes. Perhaps even nore capabl e,
because of the fact that in the case of npst
utilities, certainly under the jurisdiction of
this Board, where weather-sensitivity is not an
i ssue, the revenues are essentially assured
t hrough the ratenaki ng process

So what you lack in level, due to the
fact that you have high I everage in the utility,
you nmore than nake up for in stability and
certainty -- which is certainly prized by
i nvestors or |enders.

Q Thank you. On page 24 of your
Direct Evidence you state:

" GM continues to be viewed as a

strong credit."

On what basis have you concl uded
that, Dr. Waters?

A. That was on the basis of the
0533
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anal ysis of yields that was undertaken in one of
the tables that | have attached

Q | believe it is Table 17

A Yes. What we are | ooking at
here in Table 17 is the yield differences between
particul ar corporate bonds and a Governnent of
Canada i ssue which has approximately the sane term
to maturity.

I will acknow edge that the terns and
condi tions associated with each and every one of
these bonds, in ternms of indenture requirenents
and provisions, are not the same. So |I am | ooking
at themas a whole in arriving at a concl usion
with respect to TQM But you can see that the
entry for GM is currently showing a | ower spread
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requi rement than even Interprovincial Pipe Line.
So GM, at least on the basis of these data, which
are fromthe Canadi an Bond Rating Service, cannot
be said to be on the edge of the abyss.

However, these data are quite
approximate -- and I will readily acknow edge that
-- because of the fact that they are not, in
general, for publicly-traded bonds. They are the
val ues that are presented by the Canadi an Bond
Rating Service. But they are the best data that

we have.

So | amnot surprised that there is
an aberration or two fromtinme to time in the
val ues that we see.

Q But you woul d conclude that in
the short term-- let's say for the next two years
-- there is really no significant risk that GM's
financial situation will deteriorate?

A I do not think so, no.

Q Dr. Waters, what, in your view,
is the nature of the relationship between the
busi ness risks faced by GM and TQM s busi ness
risks?

A There is a very critical aspect
with respect to TQM s revenue source, which is the
payrment of its tolls by TCPL.

As long as that contract is in force,
and enforceable, the revenues of TQM are not at
ri sk, whereas the revenues of GM are at risk, to
the extent that the rate structure that they put
in place is not congruent with the set of
deliveries that they ultimtely make. But there
is no relationship, as long as you have the
TOM TCPL contract.

There is this inferential or inplicit

ri sk, which relates to the idea that if GM went
down for the count, then you would not have any
meani ngful reason to have TQM around. And | guess
there woul d be a significant reconsideration of
what to do about that. But that is not in the
foreseeable future. So | do not see that it is of
any concern at this point.
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Q Thank you. | would like to
di scuss flotation costs at this tine.

Dr. Morin, in presenting his
evi dence, indicated that he adds a flotation cost
conponent in his RCE calculations to help
conpensate utilities for past bond issues.

A I amnot sure he did say that --
but go ahead.

He said that the process does permt
recovery of the flotation costs associated with
bonds; that is to say, whatever bond di scount and
expense was incurred on the issuance of the bonds,
there is a provision for the recovery of that over
the termto maturity of the bonds.

That is another line item somewhere
in the revenue requirenent.

Q Yes. You are getting to where |
was trying to get to.
0536
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If I can draw your attention to page
278 of yesterday's transcript, starting at l|ine
13, where Dr. Morin stated
"This Board, and npbst Boards in North
America, as a routine matter,
conpensates utilities for flotation
costs associated with past -- past --
bond issues. It becones part of the
conputation of the cost of debt.”
A Yes. That is for the discount
frompar at which the bonds are issued and
what ever underwriting expenses are incurred.

It is a flotation cost in that sense,
and it is recoverable fromthe time that the issue
i's made onward.

Q But in determning the cost of
funded debt, are those costs not al so included?

A I hope not. The Board went to
the net-proceeds basis for costing debt, two or
three years ago, and | becane very know edgeabl e
of it for that particular hearing, and | pronptly
al l owed the specifics to fade away.

It seened to ne that the process that
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the Board was using in fact did permt of recovery

of the appropriate cost, but not a

0537
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doubl e-recovery.

Q Dr. Waters, when you are
di scussing the allowance, in your Evidence, for
flotation costs, you point out that it applies to
equity, and you justify it with respect to equity
and the issuance of equity.

G ven that TQM has no publicly-traded
shares and no apparent plans to issue shares, do
you feel that the allowance for flotation costs is

still warranted?
A The noneys were put in initially
by NOVA and TCPL -- | presune to provide the

equity -- and NOVA and TCPL had to raise that
money in some fashion or another.
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| I do not know to what extent there
| was a concession to the market price when they
| i ssued securities in order to raise the noney
| required for TM Indeed, for all | know, they
| did not raise any noney in public narkets at all

| because retai ned earnings could have done the job

| as wel .

I

| So we have a difficulty, if you like,

| of tracing the original source of the funds, in

| terms of what costs were associated with those

| funds.
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| We al so have the further issue of:

| Was there any dilution involved for the

| shar ehol ders of TransCanada and NOVA at the tine

| any such issues were nade.

|
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So while we mght have underwriting
costs to concern ourselves with, we m ght not have
any "market pressure costs" to concern ourselves
with.

Recogni zing all of that, and
recogni zing that the prospects, at this point in
time anyway, for the foreseeable future for TQMU
with respect to raising equity are | ow or
non-exi stent, then it strikes ne that the
flotation cost issue is noot.

Frankly, 1 do not hold to the idea
that if you do not give it to themtoday, you have
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sent a signal that you are not going to give it to
anyone whenever they need it.

They need ease of entry into
financial narkets.

The situation is so obvious at this

point, fromthe minds of investors, that they

accept flotation costs as an increnent that is to

t he account of the sharehol ders, wi thout any

meani ngful |ikelihood of there being a reduction
0539
CAPP/ APMC Pane
(Morel)

in the value of the sharehol ders' investnent if

there were additional funds added.

I just do not think anybody expects
TQM to raise any equity, and therefore there can
be no dilution of the existing sharehol ders
equity. As a result of that, | do not think
capital markets and participants would get very
excited if that were to be the case; that is to
say, no allowance was made in their situation

As | have structured ny
reconmendation, it involves 50 basis points for
all kinds of uncertainties, no matter where they
materialize from dilution being one.

To the extent that there are a few
basis points in ny usual, of late, 50 basis point
"cushion" for dilution, it is not needed here.

But it is there anyway.

Q Thank you.

Dr. Waters, | gather that you are
famliar with the Capital Asset Pricing Mdel, as
well as the Enpirical Capital Asset Pricing Mdel

Can you comment on the useful ness of
these nodels in determi ning an appropriate return

for TQW?

A Both of those npbdels are nore
0540
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specific variations on the sort of CGeneral Equity
Ri sk Prem um Model

The Capital Asset Pricing Mdel has
as its contribution to our know edge and
understanding the fact that it specifies, in a
very clear way, how to establish the appropriate
amount of conpensation per unit of risk. It has a
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very clear statement of how to measure the units
of risk; nanely, the degree to which the price of
the common stock of the conpany varies
systematically with the outcomes on the market
portfolio. These are the risks that you cannot
diversify away, as an investor

The so-called "beta factor" is a
measure of the degree of congruence between the
out cones on the individual security returns and
those for the market portfolio as a whole.

If you establish the risk prem um for
the market as a whole, then, if you can establish
the proportionality factor between the volatility
of the security in question and the nmarket as a
whol e, you can establish the fraction of the
mar ket risk prem um that you should include in the
return to the common equity sharehol der.

The difficulty with all of this is

0541
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that there is Il ess than unaninity anobng

practitioners and acadenici ans as to whet her or

not "beta" is in fact the sole indicator and

conpl ete indicator of the risk of a particular

security.

So while there is a systematic
relationship that can be observed and can be
estimated using historical data, we also have a
body of literature which says: WlIl, naybe that
is not the only part of the total risk story that
you should try and absorb.

We have a very recent article, issued
just a few nonths ago, by Professor Eugene Famm of
the University of Chicago which is suggesting a
great deal of doubt about the predictive
capabilities of the beta factors that we describe
at this neasure of coherence or congruence between
the outcomes on returns for security and the
outcones on the market as a whole, as the ful
statenment of what the risk/return relationship
woul d be.

More and nore | think users of

quantitative techni ques and anal yses of the sort

that the Capital Asset Pricing Mdel fits into are

using auxiliary pieces of information, in the same
0542
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fashion that | used five measures of risk, to cone

to a concl usion about what is the relative risk of

126 of 140 2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3 file/l/CY/drew/docsRHA492v03 htm

a security.

The Capital Asset Pricing Mddel gets

us off in a very fine, formal sense. It is a very
ri gorous nodel and -- probably not the way that |
have described it -- inits own way intuitive for

many people, and is a good point of departure for
any anal ysis that one undertakes. But | think it
has to be severely qualified as to what you do
with the results.

The Enpirical Capital Asset Pricing
Model is in the sane category, because it depends
upon the same basic risk/return relationship. It
sinply says that whatever it was that one did in
order to estimate the systematic risk val ues of
securities was not enough; that indeed, when you
| ook at the relationship between outcones for
securities and their beta val ues, you do not find
the one-to-one proportional relationship that you
wer e expecting, and so you nake sone adjustnents.
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| Al'l of that says that you are

| adj usting again for sonething which was neasured

| imprecisely in the first place, which in turn was
| not necessarily the construct that would have told
| 0543
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| you the exact story about the relationship between
| risk and return anyway. It tells you sonething,
| but not everything.
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Q Thank you.

On pages 45 and 46 of your Direct
Evi dence you devel op an argunent which suggests
that equity risk premiums in Canada have declined
over the past two decades.

In your opinion, what is the
relationship between interest rates and risk
prem uns?

Is it positive or negative; and has
it ever changed?

A Ch, I think it has changed. But
I think it is in large part because of the
purchasi ng power risk prem umthat we were
speaki ng of earlier.

In the early 1980s, there were
articles which had titles to themalong the lines
of "Is the equity risk prem um negative?". The
article is cited in one of ny appendices.
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This was at the tinme when we were
having long-terminterest rates for Covernnent of
Canada bonds in the order of 17 and 18 per cent,
and regul ators were providing -- in the case of
0544
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TransCanada, in any event, this Board provided 16
per cent, and the market did not groan and say:
"This is ridiculous and awful."
The price of the security maintained
a val ue above book, after you nade the appropriate
adj ustment for its other invol venents.

What that suggested to ne was that
the equity risk prem um per se -- what investors
require in order to accept the additional risks
associated with being a junior in the claimline
-- was not necessarily different; that what was
happeni ng was that there was an additional risk
associated with the so-called "risk free" bond
that [ ong-term bond investors were requiring, a
return which was not paralleled by a sinilar
requi rement by investors in utilities such as
TransCanada.

I

|

| You knew that if you bought a

| I ong-term Governnent of Canada bond yielding 17
| per cent in 1980 or 1982, that that was all that
| you were ever going to get. It sounds high by

| today's standards, but you could be very nervous
| about it then. But you also knew that if you got
| a 16 per cent return in 1982 for TransCanada and
| bond yields went up to 22, and cost rates

| 0545
| CAPP/ APMC Pane
| (Morel)
| generally went up, the Conpany woul d be back the

| next year and the Board woul d be able to adjust,
| and woul d adjust, the allowed rate of return
| accordi ngly.
I

I

I

I

I

I

I

I

I

I

I

I

So, the lock-in of a particular rate
that required a premiumon the part of long-term
bond i nvestors was not required by equity
i nvestors.

The point that | make here is that
you saw very |low so-called "equity risk prem uns"
at that tinme because we were poorly and badly
measuring the equity risk premum |t was not
just the differential between the then long-term
bond yield and what investors required in order to
invest in equity; it was the differential between
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the long-term bond yield, net of the prem um which

was required by bond investors for risks peculiar
to them and the equity required by equity
i nvestors.

| am suggesting that it is very hard

to undertake this type of analysis if you do not
properly control for the purchasing power risk
prem um

Because no one has done that to ny

satisfaction -- and ny satisfaction apparently has

not necessarily been to the Board's satisfaction

even -- then | think that we are not in a position

to tal k about any enpirical statenent of the
rel ationshi p between | ong-term bond yields and
equity risk premumvalues. | think we are |eft

with [ ooking at the data as we see them and maki ng

some concl usions on the basis of those

It is problematical as to whether
there is any systematic relationship, or not.

I amnot relying on one
incidentally; and neither is Dr. Mrin in making
his recommendation here. W neasure the cost of
equity independently of the |level of bond yields,
in the sense of undertaking the DCF anal ysis.
Even though we both use the Equity Ri sk Prem um

test, we have an indicator of whether or not those

inplicit premiuns are ridiculously high or |ow

MR. MOREL.: May | have a nonent,

pl ease.
--- (A short pause/ Courte pause)

Q Dr. Waters, for your Appendix Vi

in Exhibit C1-4, you used the 1926 to 1949 data
fromthe Canadian Institute of Actuaries Study,
and conmbined that with the 1950 to 1987 data from
the Hatch & White Study, and then added the ClIA

data for the period 1988 to 1991, to cone up with
your risk premiumfor the market.

Is that correct?

A. Yes, | did

Q Coul d you pl ease explain why you

have comnbined the studies in this particul ar
manner ?

file///Cdrew/docsRHA92v03.htm

CAPP/ APMC Pane

CAPP/ APMC Pane

2/14/00 12:42 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Vaume 3 file/l/CY/drew/docsRHA492v03 htm

A The Hatch & White data for the
period 1950 to 1987 utilize a database which is
far broader than the database utilized for the
Canadi an Institute of Actuaries Study.

It is based on not just the stocks
whi ch were included in the various Toronto Stock
Exchange i ndexes over the years, but al so severa
hundred nore securities which were listed either
on the Toronto Stock Exchange or the Montrea
Stock Exchange. So that you had a broader neasure
of the market portfolio using the Hatch & White
data, and it seened to nme that it was helpful to
use those data, to the extent possible.

The differences between the two sets
of data, however, for the period 1950 to 1987, are
not great, except for one year, which is 1950.
The Hatch & White data for that period show a risk
premiumin the order of 27 per cent.
0548
CAPP/ APMC Pane
(Morel)
Incidentally, | think there is a typo
in Dr. Mrin's study in that regard, in his
schedul e.

The Canadi an Institute of Actuaries
Study shows a rate in the order of 51 per cent as
the achieved rate of return on the stock portfolio
over the year 1950.

The various auxiliary data that
have exam ned subsequently, which includes the TSE
I ndustrial |Index, the TSE Gold Index, the TSE
Metals and M nes Index of that period -- because
there was no TSE 300 -- suggest that the Hatch &
White data are preferable for that particul ar
year.

But after you take the val ues out for
that year, you have very little difference in the
remai ni ng ones.

So while conceptually it seens
appropriate to use the Hatch & White on the basis
of its broader coverage, in fact, after you nmeke
the adjustnent for the error in the Canadi an
Institute of Actuaries Study, it does not nmatter
much.

Q Dr. Waters, in using the Hatch &
White Study and the Canadi an Institute of
0549
CAPP/ APMC Pane
(Morel)

Actuaries Study, would it be inappropriate to use
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the historical return on the market and then
subtract the current |ong-term Canada bond rates
to determne a risk prem unf

A Yes, | think it would. If you
were to do that, you are making the assunption
that the achieved rates of return, over the entire
period of time, for the conmon stock index was
inplicitly acconpanied by a yield on long-term
bonds whi ch was approxi mately equal to the
long-term bond rate that applies today.

While that might in fact be the case,
| doubt very nuch that it is.

So, you would be utilizing a risk
prem um which reflected conditions that m ght not
have pertained over the period that you got the
hi storical data from

Q Dr. Waters, you recommend a
range of 11.5 per cent to 11.75 per cent as a fair
rate of return for TQM however, you have not made
any conments as to whether you would prefer or
reconmend the upper, the lower, or the m ddle of
this range.

Coul d you pl ease explain why you have
not recomended any of those ---

0550
CAPP/ APMC Panel
(Morel)
A I did not have a basis for
choosing either end. So inplicitly, I am

reconmendi ng the nidpoint.

MR. MOREL: Thank you,
Dr. Waters. That conpletes ny exam nation.

EXAM NATI ON BY BOARD PANEL:

MR. PRI DDLE: Dr. Waters, | wonder
if you could repeat your confession about your
overestimation of risk prem a in previous
testi nony.

You are on the record, as |
understand it, that by using the arithnmetic mean
rather than the geonetric nean, you now feel that,
for exanple, in your 1990 Evidence in the TQM case
you had overstated the required risk prem um

Is that correct?

THE W TNESS: Yes. | had perhaps
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overstated, also, the deduction that | nade from
it for the purchasing power risk prem um

That is confession nunber 2.
MR. PRI DDLE: Thank you

Dr. Waters, in C-1-9, which is the
table on page 5 of C-1-4 of your Direct Evidence,
with annotations to correct the interest rates to
Decenber 1, 1992, in responding to naitre Leclerc
0551
CAPP/ APMC Pane
(Board Panel)
this norning | think I heard you saying that these
changes do not |ead you to change your
reconmendati ons, partly because your
recomrendations do not derive directly at all from
current interest rates

THE W TNESS: Certainly not fromthe
short-terminterest rates. They are driven by the
|l ong-terminterest rates, yes.

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

|

| MR. PRI DDLE: VWhat would it have
| taken, Dr. Waters, in ternms of a change in the

| interest rate which Governnent of Canada |ong-term
| i ssues presently command for you to have changed
| your recommendati on?

|

| There has been a change, you noted
| here, of 17 to 29 basis points. |If there had been
| 100 basis points of change, would you have changed
| your recomendation?

I

|

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

I

THE W TNESS: | probably would
have. It sounds |ike a set of circunmstances which
reflects a fundanental change in investors
expectati ons about sonething in the economy, and
woul d, | believe, certainly have reflected that
order of magnitude.

The values that | introduced on Table
14 indicate that the average yield for 10-, 20-,
0552
CAPP/ APMC Pane
(Board Panel)
and 30-year bonds that | utilize is 8.61 per cent,
as of yesterday, and that falls within the range
of 8.25 to 8.75 that | had utilized as ny base, or
11 basis points above the nidpoint.

That small deviation, if you like,
fromthe mdpoint, while still being within the
range, would not |lead ne to nmake a change,
particularly since in nmy fair rate of return
recomrendation | had included the 50 basis point
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"cushion", which, in turn, itself is based on an
exam nation of just how volatile rates in the
Il ong-term markets are.

M. Priddle, it would depend as much
on what the circunstances surroundi ng the change
inrates was as the rate change itself.

To tal k about a number which m ght be
a harder one to deal with than 100 basis points,
if the rate were 9 per cent today, which would be
25 basis points above nmy top value in the range,
think I would have made a change, if accompanyi ng
that 9 percentage points were indications that
this was in response to a change in Canada's
circunstances, vis-a-vis the rest of the world's,
and in particular the United States, long-term
bond vyi el ds.
0553
CAPP/ APMC Pane
(Board Panel)
If it were just what seened to be the
happenstance of volatile markets, | probably woul d
not have made that change.

So it would have been a function of
what were the associ ated events.

MR. PRI DDLE: | think we have heard
fromyou that the events that you see as being
associated with the current upswing in rates do
not represent a fundanental change in Canada's
circunstances, vis-a-vis the U S.A or the rest of
the worl d?

THE W TNESS: That is certainly ny
view. The volatility has largely been in the
short-termend. | say "largely" because 30 basis
points on the long-termend, which is one of the
29 that | show here, is not trivial, but the nuch
| arger changes -- 93, 77, and so on -- are in the
short end.

I think those changes are going to
danpen or becone qui escent as the Canadi an dol | ar
shows strength at its present |evel of 78 cents,
which | think it will.

MR. PRI DDLE: Dr. Waters, | think
that you, like Dr. Morin, are not proposing any
change in the recomnmended return on equity for
0554
CAPP/ APMC Pane
(Board Panel)
1994 conpared to 1993.

Is that correct?
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THE W TNESS: | amcertainly not
recomrendi ng a change. | believe that the
two-year test period, while it is twice as long as
t he one-year period, does not expose the Conpany
to sufficiently higher risk that a higher return
is required.

If sonmething terribly untoward
happens in markets, then you woul d probably
observe an Application, and it woul d be handl ed
t hat way.

Under the circunstances, as
perceive them in econom ¢ and financial markets
today, | think the rate is appropriate for both
years.

MR. PRI DDLE: So you are not,
therefore, persuaded by argunments about possibly
hi gher inflation in 1994 and hi gher interest
rates.

I think M. Laforge's tabul ations
suggested higher interest rates, and also naitre
Leclerc's pronpting about the possibility that
both in the Province and Federally we will have a
di fferent governnment or admninistration.

THE W TNESS: | am governed by the
data that | observe in financial markets. Wile
the best data that we can observe on financi al
futures are U. S. data -- because the narkets are
far nore active -- the Canadi an futures markets do
not indicate that investors are expecting
long-terminterest rates to be neaningfully higher
18 months from now than they are today.

MR. PRI DDLE: Dr. Waters, Dr. Morin
made sonething of the greater integration of
Canadi an and United States capital markets. You
find that at pages 320 and 321 of the transcript,
and you may renenmber that.

| was asking himabout what that
meant for equity markets, and he commented that it
opens up choices for investors and neans that
there is nmore conpetition for equity investnent.

The inplication, | guess, was that we

have to be careful how we reward, in a public
utility setting, Canadian equity investors in this
much | arger market.

Do you have any comments to nmake
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about that?

THE W TNESS: | think that is so.
The opening up of the markets neans that the
0556
CAPP/ APMC Pane
(Board Panel)
anount of funds that have to be invested in
Canadi an securities is relaxed sonmewhat. That is
to say, the linmtation on the fraction of pension
fund portfolios that could be invested in foreign
securities has been wi dened, in the sense of
providing nmore investnment. Up to 20 per cent
think will take effect next year

But still, there are very, very
substantial amounts of funds coming to the
Canadi an markets through, can | call it, the
"forced saving" of the pension fund vehicle.
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| I do not think there is going to be a
| dramatic effect, because our RRSP and pension fund
| i nvestnents are taking up the bulk of the types of
| i nvestnents that Canadi ans now make in

| securities. So the anpunt that would fl ow across
| the border as a result of opening up the borders,
| and hence, further, if you like, ensuring that the
| mar kets are at one in ternms of risk/reward

| mechani sns, is not that dramatically higher than
| it was throughout the | ast decade or so.

I

| I think that is a point to consider.

| I think the best point to consider in all of this

| is what is the inplication of making a particul ar

| award. How is it received by investors?

| 0557
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| (Board Panel)

| That is our best test, if you Ilike,

| as to whether or not we have the investors

| required rate of return right when we are making

| our fair rate of return recommendati on.
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I

I
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I
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One indicator of that is: Wat has
happened to the market price of the securities of
utilities who have had their rates of return
recently adjudi cated? And when we | ook at those
prices, we see that the conpani es who have been

affected are still able to appear sufficiently
attractive to investors to have a narket price
above 1.0.

BC Gas, which is one which was
recently adjudicated, has a market price of about
115 per cent of its book value, and while book
val ues, and hence nmarket-to-book ratios, are not
very interesting for industrial conpanies, they
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certainly are pertinent for utilities, given that

it is the book value that is used in the econonic

establi shnent of the revenues that are required or
allowed for the utility.

So while, yes, we have to be careful

about whether or not the returns are in sync with

what are available fromforeign markets, we have a

way of evaluating that. It is harder in the case
0558
CAPP/ APMC Pane
(Board Panel)

of sonme utilities than others. Sone are well

diversified into non-utility activity, and that

attenuates the clarity of the nessage that you

get. But to the extent that they are relatively

pure, then we have that benchmark to tell us

whet her or not we are onside.

MR. PRI DDLE: Thank you, Dr. Waters.

Dr. Waters, | had a discussion
yesterday with Dr. Morin about whether the
regul ator should say what wei ght he or she has
given to various approaches to, let's say, return
on equity in making an award.

He took the view -- and it is at page
325 of the transcript -- that we should not. He
said: "If | were a regulator, | would never

di vul ge my recipes."”

I wonder, as a well-known wi tness on
rate of return, Dr. Waters, what you would like to
see fromregul ators.

Whul d you |ike themto indicate what
had nost inpressed them about the evidence that
you put forward and what wei ghting they had given
to various conmponents of it?

O woul d you rather that we just
said: "Having regard to all of the evidence before
0559
CAPP/ APMC Pane
(Board Panel)
us, we canme up with such and such a nunber.™

THE W TNESS: | am sorry,
M. Fredette, but | will have to say that | prefer
the full, true disclosure, if you like, of the
process. So that your black box, | would like to

see a little nore of its guts.

THE CHAI RVAN: | do not have one.
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THE W TNESS: You do not have one.
That is too bad.

The reason is that | think you are
going to get nore useful responses in future cases
if you indicate to the witnesses what it is that
you found sensi ble and what seened to be not
pl ausi ble, to the extent that you feel strongly
about them

I do not want you to tell nme about
every nuance of nmy testinmony and whether | score
hi gh or I ow.

But on the basic principles and
wei ghtings, | think that that is inportant to
know. | do not think that |locks you in or paints
you into a corner in any way.

The circunstances under which you
heard t he evidence and the know edge that your
staff have, et cetera, et cetera, are such that
0560
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you meke a reasoned judgnment and concl usion. And
anot her day, circunstances will change

I have no trouble telling you that
give, for all practical purposes, no weight to the
DCF test today. | do not nmind if you tell nme the
sanme thing, or sonething different.

We change because we have the view
that capital market circunstances result in one
test or another providing a better indicator at
any given point in tinme, and | will change ny nind
as to what | think is the root or the methodol ogy
which is nost fruitful to pursue and to look at in
detail .

And | would like to know why you
woul d di sagree with ne, on occasion, so that |
could either reflect your view because | adopted
it in future analyses, or tell you, on an occasion
like this, that I did not agree we the reasons
that were given for ignoring the purchasing power
risk premiumin the | ast Westcoast Decision

I think it is helpful to have that
di al ogue.

MR. PRI DDLE: Dr. Waters, do you
agree that, anong Canadian utilities, TQM has
probably the | owest deemed equity in its capita
0561
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structure?

THE W TNESS: Yes. | believe 25 per
cent is as low as there is for any. Foothills is
formally 25, or nominally 25, but it is sonewhat
hi gher, typically, because of the process through
which their rates are set.

MR. PRI DDLE: Shoul d the presence of
a very -- what sone people call a "thin", in
gquotes -- a very "thin" equity equity proportion
i nfluence us in where we conme out on return on
equity? Should it shade us towards the upper end
of ranges?

THE W TNESS: If I thought that
anything turned on them having 25 per cent common
equity rather than 30, say in the case of
TransCanada, as it now has -- but which sone
parties hope will be lower soon -- if | thought
anything turned on it, | would say "yes". But to
my mnd, TQOM in particular, is an "all or
not hi ng" kind of situation. It is only going to
go broke because it has been decided that, as a
matter of economic policy, or reality, whatever it
happens to be, it should not be used anynore.

So whether it is 25 per cent equity
or 30 per cent equity, the bondhol ders have no

addi tional confort. They are gone either way.

So, | do not see that the shading is
rel evant in the case of TQM

MR. PRI DDLE: Dr. Waters, you have a
couple of times referred to the fact that TQM s
revenues conme from TransCanada. They are part of
the provision for Transm ssion by Ohers,
believe, in TransCanada's total cost of service.

THE W TNESS: Yes.

MR. PRI DDLE: That obligation by
TransCanada to make paynments to TOM where woul d
it come, in terns of order of priority of
paynents, as agai nst paynments to bondhol ders?

THE W TNESS: By TCPL?

MR. PRI DDLE: That is correct.

THE W TNESS: If TCPL were to be in
financial difficulty?

(Board Panel)
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MR. PRI DDLE: Yes. Would the
paynment to TQOM be nade ahead of the paynment to
bondhol ders?

THE W TNESS: It is a paynent to a
supplier of services. It is |like trade credit, |
suppose. Frankly, | do not know -- because | am
not a |awer -- what is the relative order of
trade creditors and bondhol ders.

| expect that there would be sone
meeting of the creditors and the bondhol ders to
sort that out, frankly, rather than there being a
formal ---

MR. PRI DDLE: Dr. Waters, that was
really an unfair question on my part.

VWhat | was trying to figure, in ny
own mind, was: Wy does CBRS give TQM a | ower
bond rating -- Triple-B, | think it is -- conpared
to the Single-A for TransCanada?

THE W TNESS: | have no idea.

The logic in my mind -- and | have
i ndicated that | have never been totally clear on
what drives the bond rating decisions. But if
TransCanada is a Single-A then TQM has to be a
Single-A as far as | am concerned

I also, incidentally, have never
under st ood how you can have a rating for a
subsidiary which is higher than the rating for a
parent, which also happens in the bond rating
world. It does not nmake any sense to ne.

MR. PRI DDLE: Thank you. And,
Dr. Waters, | did hear you say earlier, in
response to other questions, that you found it a
bit nystifying how the bond raters cane up with

their eval uati ons.

Those are all of my questions. Thank

you.
THE W TNESS: Thank you
THE CHAIRMAN: |If there are no other

matters, we will adjourn until tonmorrow norning
8:30, for Argunent.
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MR. YATES: | should say,
M. Chairman, that | do not have any
re-exam nation for Dr. Waters; and while he was
bei ng cross-exam ned, | reviewed the exhibits
filed this norning, and I do not have any
cross-exam nation in respect to those either.

THE W TNESS: Am | excused,
M. Chai rman?

THE CHAI RMAN:  You are excused.
Thank you.
--- (The Wtness Wthdrew Les tenpin sont excuses)
--- Adj ournment / Aj our nrent
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THE CHAI RMAN:  Thank you, M. Yates.
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