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ORDER NO. RH-4-92
ORDONNANCE No RH-4-92

IN THE MATTER OF the National Energy Board Act and the
Regul ati ons made thereunder; and

IN THE MATTER OF an Application by Trans Quebec &
Maritimes Pipeline Inc. for certain orders respecting
tolls specified in a tariff pursuant to Part |1V of the
Nati onal Energy Board Act;

RELATI VEMENT a |l a Loi de |'Office national de |'energie
et ses reglenents d' application; et

RELATI VEMENT a une demande de Gazoduc Trans Quebec &

Maritimes Inc. concernant |les droits en vigeur au ler
janvier 1993 et au ler janvier 1994.
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Hearing held at Montreal, Quebec on Tuesday, 1 Decenber
1992

Audi ence tenue a Montreal, Quebec, le mardi 1ler
decenbre 1992

PANEL:
J.-G Fredette Presi dent/ Chai r man
R Priddle Menbr e/ Menber
A. Cot e- Ver haaf Menbr e/ Member
Il
APPEARANCES
COMPARUTI ONS
L. A Leclerc Trans Quebec & Maritinmes Inc.
C. K Yates Canadi an Associ ation of
Petrol eum Producers
H N E. Hobbs Foot hills Pipe Lines Ltd.
F. Hebert Gaz Metropolitain, inc
W M Morel and Al berta Petrol eum Marketi ng
Commi ssi on
R Robitaille) | e Procureur general du
J. Brisson ) Quebec
J. Morel ) Board Counse

D. Chanpagne)
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As per Prefiled List of Exhibits
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per Prefiled List of Exhibits 4

per Prefiled List of Exhibits

per Prefiled List of Exhibits

As
As
to CG7-2 As per Prefiled List of Exhibits
As
As

per Prefiled List of Exhibits

&

per Prefiled List of Exhibits

C-11-1 to C-11-2 As per Prefiled List of Exhibits

C12-1

B- 23

C1-7

B- 24

As per Prefiled List of Exhibits

Preuve de signification de |l a reponse 10
de TQM a | a demande de rensei gnenents
dIl"Ofice

Update to Table 15 in the Evidence 13

of Dr. Waters, entitled "Partial Year
Rat es of Return on Commopn Equity, 20
Non-Utilities, In First Septile, 1991
and 1992"

Decl arati on assernment ee de Maureen 155
Eli zabeth Pallett au soutien de |la
preuve de TQM quant aux sal aires

Mont real , Quebec
Tuesday, 1 Decenber 1992
Le mardi ler decenbre 1992

--- Upon commencing at 1:00 p.m /A |'ouverture de
| "audi ence a 13 heures.

LE PRESI DENT: Bonjour, nesdanmes et
messi eurs; good afternoon, |adies and gentl enen.

For those requiring simultaneous translation,

t he usual gadgets are available, as there is a likelihood
that there will be both | anguages used in this hearing.
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Confornmenent a |' Ordonnance d' audi ence
RH-4-92 telle que nodifiee par |'Ordonnance AO 1- RH-4-92,
| OfFfice conmence aujourd' hui son audi ence publique pour
traiter des questions relatives au taux de rendement
soul evees par |a denmande de Gazoduc Trans Quebec &
Maritinmes qui est datee du 28 aout 1992, faite en vertu de
la Partie 1V de la loi sur |I'"Office national de |'energie,
concernant les droits pour |es annees 1993 et 1994.

Par son Ordonnance, |'Office avait informe
les intervenants qui desiraient que | es questions autres
que celle du taux de rendement soient traitees au cours de
la partie orale de |"audience, qu'il leur fallait soul ever
ces questions au monent du depot de |eur intervention
Aucune autre question n'a ete ainsi soul evee, et cette
audi ence ne traitera donc que |l es questions du taux de
rendenent des capitaux propres, du cout de |la dette et de
la structure du capital

2

Les parties sont donc priees de limter leurs
interrogatoires et contre-interrogatoires aux questions
relatives au taux de rendenent. Toutefois, celles-ci
pourront traiter de toutes |es questions se rapportant a la
demande de TQM lors de leurs plaidoiries respectives.

La soci ete demanderesse aura par |la suite un
droit de replique.

We will begin this afternoon with the
regi stration of appearances, in accordance with the Order
of Appearances, copies of which are avail able at the back
of the room

When Board Counsel calls your nane, please
conme forward to register your appearance. At that tine,
woul d you also informthe Board if there are any
prelimnary matters which you wish to raise.

Al'l prelimnary matters will be heard
followi ng the conpletion of the registration of appearances
and before we proceed to the evidentiary part of the
heari ng.

The Board has prepared, as usual, a Prefiled
Exhi bit List, which is available fromthe Hearing Process
O ficer, or at the back of the room Parties need not
tender for filing copies of exhibits that are already on
the Exhibit List. You are requested to verify the Exhibit

Li st before registering your appearance.
If you intend to file an itemthat does not
appear on the list, you may do so when you register your

appear ance.

I woul d request parties, when filing an
exhibit, to provide the usual ten copies to the Hearing
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Officer, three copies for TQM and sufficient copies for
people in the room

I would ask the Court Reporters to reproduce
the Prefiled Exhibit List in the transcript, show ng the
docurments as filed on the record of these proceedings.

--- Prefiled Exhibit List foll ows:
EXH BIT NOS. A-1 to A-11:

As per Prefiled List of Exhibits
EXH BIT NOS. B-1 to B-22:

As per Prefiled List of Exhibits
EXH BIT NOS. C-1-1 to C-1-6:

As per Prefiled List of Exhibits
EXH BIT NO. C-2-1:

As per Prefiled List of Exhibits
EXH BIT NO. C-3-1:

As per Prefiled List of Exhibits
EXH BIT NOS. C-4-1 to C-4-2:

As per Prefiled List of Exhibits
EXH BI T NO. C-5-1:

As per Prefiled List of Exhibits
EXH BI T NO. C- 6-1:

As per Prefiled List of Exhibits
EXH BIT NOS. C7-1to C7-2:

As per Prefiled List of Exhibits
EXH BI T NO. C-8-1:

As per Prefiled List of Exhibits
EXH BIT NO. C 9-1:

As per Prefiled List of Exhibits
EXH BIT NO C-10-1:

As per Prefiled List of Exhibits
EXH BIT NOS. C-11-1 to C11-2:

As per Prefiled List of Exhibits
EXH BIT NO. C 12-1:

As per Prefiled List of Exhibits

THE CHAI RMAN: (Cont.) After hearing
prelimnary matters, if any, we will proceed with hearing

the evidence of the Applicant, with cross-exam nation of
the Applicant's witnesses taking place in accordance with
the Order of Appearances.

The Board will then proceed to the
exam nation of the witness representing the Canadi an
Associ ation of Petrol eum Producers and the Al berta
Pet rol eum Mar keting Conm ssi on.

Cross-exam nation of the CAPP and APMC
witness will also proceed according to the Order of
Appear ances.

L' office siegera aujourd hui jusqu' a 17
heures. Pour |es prochains jours, |es heures d' audi ence
seront de 8 heures 30 a 13 heures. Pour ce qui est de la
journee de jeudi, il sera possible de sieger toute la
journee, si necessaire.
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Avant que |'audition des tenpins ne soit
conmpletee, |'Office indiquera aux parties comment il entend
proceder, et a quel nmonent, pour |a presentation des
pl ai doiries finales.

Les seances auront lieu en anglais et en
francais. Par consequent, comme je vous |'ai deja dit, la
traduction sinultanee est disponible.

Je vous demanderai s donc maintenant, maitre
Morel, de proceder a |'enregistrenent des comparutions.

Maitre Morel, s'il vous plait.
Me MOREL: Merci, nonsieur |e President.

Trans Quebec & Maritines Pipeline
I nc./ Gazoduc Trans Quebec & Maritinmes Inc.

Me LECLERC: Maitre Louis Andre Leclerc pour
I a requerante.

J' aurai quel ques petites questions
prelimnaires.

Me MOREL: Merci, maitre Leclerc.

Canadi an Associ ati on of Petrol eum
Producer s/ Associ ati on canadi enne des producteurs
petroliers.

MR. YATES: M. Chairman, ny name is Yates,
initials CK. | will be representing the Canadi an
Associ ation of Petrol eum Producers.

I have one filing to make, which I wll nake
after the registration of appearances has been conpl et ed.

MR. MOREL: Thank you, M. Yates.

Al berta Natural Gas Conpany Linmted...?
--- (No Response/ Pas de reponse)
Foothills Pipe Lines Limnted.

M. Chairman, M. Harry Hobbs, Manager of
Public and Regul atory Affairs at Foothills, has asked nme to
regi ster his appearance for Foothills. They will be
nmoni toring the hearing

Gaz Metropolitain, inc....?

Me HEBERT: Bonjour, nonsieur |e President,
madame et nonsieur |es menbres.

Mon nom est Francois Hebert, et je represente

dans cette cause |la societe Gaz Metropolitain.
Permettez-noi de vous souhaiter |a bienvenue a Montreal

file///Cdrew/docsRHA92v0Lhtm
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L'Ofice ne se deplace pas reguliement a Muntreal; alors,
on | "apprecie d" autant plus et on vous souhaite |a

bi envenue au nom de |l a societe

Je conparais donc aujourd' hui au nom de Gaz
Metropolitain et je souligne des a present a |'Ofice que
Gaz Metropolitain n'a pas |'intention de presenter des
tenpins ni de contre-interroger |les tenoins qui vont
traiter de la structure du capital et du taux de rendenent
de |l a conmpagni e Trans Quebec & Maritines.

Tout ef oi s, nous aurons des commentaires
succincts, tres succincts, a forrmuler en plaidoirie finale.
A ce sujet, je me dois d' infornmer |I'Office que si les
pl ai doi ries se deroul ai ent vendredi prochain, c'est-a-dire
vendredi |e 4 decenbre, j'aurai a ce nmonent-la a deposer
des commentaires par ecrit puisque, nmal heureusenent, je
suis retenu a |"exterieur de la ville toute |la journee.

Evi demmrent, si les plaidoiries avaient lieu jeudi, il nous
fera plaisir d en traiter viva voce, de vive-voix, jeudi

Voila, nonsieur |le President. Je vous
remercie.

Me MOREL: Merci, maitre Hebert.

Nova Corporation of Alberta...?
--- (No Response/ Pas de reponse)

Pan- Al berta Gas Limted...?
--- (No Response/ Pas de reponse)

TransCanada Pi peLines Linmted...?
--- (No Response/ Pas de reponse)

Union Gas Limted...?
--- (No Response/ Pas de reponse)
West coast Energy Inc....?
--- (No Response/ Pas de reponse)
Western Gas Marketing Linmted...?
--- (No Response/ Pas de reponse)
Al berta Petrol eum Marketing Conmi ssion...?

MS. MORELAND: Good afternoon, M. Chairnman.
My nane is Mireland, initials W M, on behalf of the APMC

MR. MOREL: Thank you, Ms. Morel and.

Le Procureur general du Quebec...?

Me ROBI TAILLE: Bonjour, nonsieur le
Presi dent, nadane et nonsieur |les nmenmbres. Nous vous
souhai tons egal ement | a bienvenue ici a Montreal

Je represente | e Procureur general du Quebec
en conpagni e de nmaitre Jean Brisson, dans cette cause, et
nous reservons notre droit de contre-interroger |les divers
temoins. Cependant, nous entendons sounettre une

file///Cdrew/docsRHA92v0Lhtm
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plaidoirie a la fin de |'audience.
Je vous renercie.
Me MOREL: Merci, maitre Robitaille.

Comre vous | 'avez indique, nonsieur le
President, nbn nom est Jean Mdrel et je serai assiste a ces
audi ences par nmitre Di ane Chanpagne qui est procureur

au contentieux de |'Office

Monsi eur | e President, pendant que je suis
debout, j'aimerais porter a |'attention des participants
que I'"Office a mis a leur disposition, sur la table a
|"arriere de la salle, la version francai se de |la piece
justificative A-3, qui est |la prem ere denmande de
rensei gnenents de |'Office a |la requerante Trans Quebec &
Maritimes, Gazoduc TQM

Egal ement sur la table a |'arriere de |la
sall e sont disponibles la version francai se ainsi que |la
version angl aise de |a piece justificative A-11, qui est la
troi si ene denmande de rensei gnenents contenant |es questions
72 a 74 adressees par |'Ofice a |la requerante, Gazoduc

™M

C est tout, nonsieur |le President. Je vous
renerci e.

Me LECLERC: Mbnsieur |e President, nmadanme et
nmonsi eur | es nenbres, je ne voudrais pas qu' on interprete
mon silence come etant |e fait que nous n'apprecions pas
egal ement votre venue a Montreal

La prem ere petite question prelimnaire dont
j'ainmerais traiter, nonsieur |le President, est |la suivante.
Pui sque | es demandes de rensei gnenents nous sont arrivees
jusqu'a la senmnine derniere, j'ainerais deposer comre piece
|l a preuve de signification de nos

reponses a ces demandes de rensei gnenents.

La deuxienme petite question prelimnaire est
celle-ci. Lors d'une conversation tel ephonique avec nmaitre
Yates, il nous a fait remarquer que |a deuxienme page de |a
cedul e annexee a notre reponse a la question 10.3 de la
CAPP, piece B-13, nous a fait remarquer, dis-je, qu' a
certai nes photocopies il manquait |a derniere |ligne,
c'est-a-dire que dans la premere serie de chiffres i
manquait la ligne pour 1991. Nous avons fait parvenir
cette infornmation a nmaitre Yates et, pour ceux qui ne
| " aurai ent pas, nous en avons depose plusieurs exenplaires
al'arriere de la salle.

10
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Me MOREL: Excusez-noi, nmamitre Leclerc, si
vous | e pernettez.

Monsieur le President, il y aurait peut-etre
lieu de donner la cote B-23 a |a preuve de signification
deposee par Gazoduc TQM
--- PIECE No B-23: Preuve de signification de |a reponse
de TOM a | a denar
de |'Ofice
Me MOREL: Quant au tableau, j'imagine qu'il
renpl acera tout sinplement une des pages d'une piece
justificative deja produite. Donc, il n'y a pas lieu de
| ui accorder une cote.
11
Me LECLERC:. Une nouvelle cote,
effectivenent. Apres verification, nous avons constate que
| "informati on apparaissait sur certaines des copies alors
que sur d' autres elle n'y apparaissait pas.

Ce n'etait qu'un probleme de photocopie,
nmonsi eur | e President.

La troisiene question dont j'ainmerais traiter
c' est que, |orsque nous avons avise |'Ofice que nonsieur
Morin ne serait peut-etre pas disponible pour la premiere
journee -- ce qui a entraine |'em ssion de |' Ordonnance de
nmodi fi cation -- nous avions prevenu maitre Mrel que
possi bl enent il serait ici cet apres-mdi ou demain nmatin.
Nous sommes en nesure d'informer |'OFfice que nonsieur
Morin est arrive; en effet, il est arrive sur |'heure du
mdi. Comre il a voyage toute |la journee, il est plutot
fatigue. Nonobstant ce fait, nous serions dispose a
comrencer avec |a preuve de nonsieur Mrin; cependant, nous
demanderions a |'Office de ne conmencer qu' a 3 heures, afin
de lui donner une chance de se reposer un peu et de passer
en revue son tenoi gnage

Deuxi ene el ement: non coll egue, maitre Yates,
ma remis hier certains docunents a sounettre a nonsieur
Morin qui n'a cependant pas eu |'occasion d' en prendre
connai ssance encore. Dependant de ce qu'il lira,
j ' ainmerai s demander que son contre-interrogatoire sur
12
ces aspects soit reporte a demmin.

LE PRESI DENT: Cela nous parait tout a fait
accept abl e.

Me LECLERC: Je vous renercie
LE PRESIDENT: Si on finit avec nos deux
prenmiers tenoins avant 3 heures, nous ajournerons et nous

reprendrons a 3 heures

Me LECLERC: Cependant, si |es questions de
ce panel devaient se prolonger jusque vers les 4 heures, a

11 of 103 2/14/00 12:40 PM
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ce nmonment-la nous prefererions ne conmencer que demain
matin avec nonsi eur Morin.

LE PRESI DENT: D accord, ca serait
rai sonnabl e, pourvu qu'on ne perde pas trop trop de tenps.

Me LECLERC. Voila. Merci, nonsieur le
President. C etaient |a nes questions prelimnaires.

Je croyai s que nonsieur Yates avait indique
qu'il avait..

THE CHAI RMAN: M. Yates, do you have a
document to produce?

MR. YATES: As | indicated, M. Chairnman,
have one docunent to file. It is an Update to Table 15 in
the Evidence of Dr. Waters. It is entitled "Partial Year
Rates of Return on Commopn Equity, 20 Non-Utilities, In
First Septile, 1991 and 1992", and it is dated November 28
1992.

THE CLERK: The Exhibit nunber will be C 1-7.

13
--- EXHBIT NO. CG1-7

Update to Table 1
Dr. Waters, entit
Rates of Return c
Non-Utilities, Ir
and 1992"

MR. YATES: Thank you, M. Chairman.

Me LECLERC: Mbnsieur |e President,
j'aimerais vous presenter non prem er panel. Plus pres de
vous se trouve nonsi eur Robert Heider, vice-president
reglementation et marketing et, a la droite de ce dernier
se trouve nonsieur Rejean Laforge, tresorier et control eur
de | a conpagni e.

Je crois que ces deux tenpins sont bien
connus de |'Office et, avec votre permission, j'ainmerais
etre dispense de passer en revue |leur curriculumyvitae.

Peuvent-ils etre assernentes?

M R HEI DER ASSERVMENTE
R LAFORGE ASSERVMENTE

| NTERROGATO RE PAR Me LECLERC

Q Mnsi eur Heider, est-ce que vous avez
avec vous votre tenoignage ecrit ainsi que votre tenoignage
addi tionnel, qui sont |les pieces B-5 et B-6?

M HEIDER: Qui, je les ai

2/14/00 12:40 PM
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Q Avez-vous des comentaires a y apporter?
14 TQM Panel No. 1
int. (Leclerc)
M HEIDER: J'ainmerais tout sinplenment
aj outer que, conjointenent avec nonsieur Laforge, je suis
responsabl e des reponses aux denmandes de rensei gnenments qui
ont ete renises depuis | e depot de |la demande tarifaire le
28 aout de cette annee sauf, evidemrent, en ce qui a trait
aux reconmandations salariales et au retour sur |'avoir
pr opre.

Q Avec ces commentaires, nonsieur Heider,
est-ce que vous adoptez ce tenpi gnage comre etant votre
preuve dans ce dossier?

M HEIDER. Qui, certainenment.

Q Monsieur Laforge, est-ce que vous avez
devant vous votre tenoignage ecrit qui est egal ement depose
sous les cotes B-5 et B-6?

M LAFORGE: Qui, nonsieur Leclerc, je |"ai

Q Avez-vous des precisions ou des
corrections a y apporter?

M LAFORGE: Tout sinplenment d'indiquer non
accord aux commentaires de nonsieur Heider en ce qui a
trait aux demandes de rensei gnenents.

Q Est-ce que vous adoptez ce tenpi gnage
conme etant votre tenoignage en cette cause?

M LAFORGE: Qui, je |'adopte, maitre
Lecl erc.

Me LECLERC:. Ceci conplete non
15 TQM Panel Nc
cr.-ex. (Yates)
interrogatoire en chef, nonsieur |e President.

LE PRESI DENT: Merci, nmanitre Leclerc.

Me MOREL: Canadi an Associ ati on of Petrol eum
Producers, please.

MR. YATES: Thank you, M. Chairnman.

CROSS- EXAM NATI ON BY MR YATES

Q M. Heider, | have some questions for
you that arise out of Information Requests sent by the
Board in respect to the Direct Testinmony of Dr. Mrin, but
they are questions that | think relate nore to the

130f 103 2/14/00 12:40 PM
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know edge of TQM than the know edge of Dr. Morin.

What | woul d propose to do is start down the
road of asking questions of you and then you can tell me if

we are getting out of your real mof know edge -- or yours,
Messi eur Laforge -- and we can defer themto
Dr. Morin.

Is that alright with you?
M. HEIDER  Yes.

Q Am | correct that, fromits inception,
TQOM had a 25 per cent deenmed conmon equity ratio?

MR. HEIDER: That is my understanding.

Q And it is also your evidence, or the
evidence of TQM that it has been able to secure financing
on terms which have been reasonable while it has had a 25
per cent deemed commpn equity ratio
16 TQM Panel No.
cr.-ex. (Yates)
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. HEIDER: | believe we did have an

| I nformati on Request on that particular point. Naturally we
| feel that we were able to secure financing which was

| reasonabl e and acceptable. That is not to say, however,
| that we could not have been able to finance under better
| ternms if the equity ratio had been different.

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

Q The I nformati on Request that you are
recalling, M. Heider, is the Response to Question No. 50
of the National Energy Board.

As | understand it, the Application of TQM
as it was filed in this case, involved a request for
aproval of the continuation of the commpn equity component
of the capital structure at the 25 per cent |evel.

Correct?

MR, HEIDER: | amsorry, could you start that
agai n.

Q My understanding is that when TQM filed

its Application in this proceeding, the request was for a
continuation of the 25 per cent conmon equity | evel

Correct?
MR. HEIDER:  That is correct.
Q And that was the case, and renumined the

case, at least until the circul ation of what has becone
Exhi bit B-19, which is the Responses to various
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17 TQM Panel No.
cr.-ex. (Yates)
I nformati on Requests, including the one that |I referred you
to a nonent ago?

MR. HEIDER Yes. It also remins today.

Q So that what you have done here, M.
Hei der, is anticipate the next question which | was going
to ask you, which is whether it is still the request of TQM

that the Board approve a 25 per cent common equity ratio.

MR. HEIDER  Yes. W have not anended the
Application in front of the Board. However, | would say
that we are prepared, and we woul d agree to an increase of
the equity ratio. W have, in the past, requested that
fromthe Board. W have discussed the matter severa
times. And we still feel that it would be appropriate to
increase the equity ratio.

Qur tolls Application does not presently
suggest or request that the equity ratio be increased

Q Per haps you can help me with that a
bit, M. Heider. You are saying that you are not asking
for it but that if the Board decides to give it to you,
that is okay with you?

MR. HEIDER: Definitely.

Q And if the Board decides to give it to
you, when you would |like themto give it to you is in
Cct ober of 1994.
18 TQM Panel I
cr.-ex.(Yates)
Ri ght ?

MR. HEIDER: Yes, sir -- when the Conpany's
refinancing will be taking place. That is not to say that
we couldn't inplenment a 30 per cent equity ratio, for
exanmple, starting in the near future.

We do think, however, that the refinancing is
an opportune tinme to change, to nodify the capita
structure.

Q Since you appear to be nore than
willing to accept the | argesse of the Board if it is
forthconmi ng, perhaps we should talk about this a bit nore

The October 1994 date is a date which you
have chosen because it is a date when you are going to be
required to do sone refinancing

I's that right?

MR. HEIDER  Yes.
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Q And you comment in your Response to
I nformati on Request No. 50 that you reiterate the views
that were expressed by TQMin its Response to RH 2-88, NEB
I nformati on Request No. 1, Question 20(c).

MR. HEI DER:  Yes.
Q And that is two cases ago. Correct?
MR. HEI DER:  Yes.

Q And in that case you were actually
asking for approval of a 30 per cent conmon equity |evel
0019
Yes.

MR. HEI DER: That is right. W were
asking to inplement the 30 per cent equity ratio
on a specific date, | believe.

It did not give an average of 30 per
cent for the particular year in question, if |
am not msteken. | think it was the refinancing
of 1990, and that raised the equity ratio above
the 25 per cent, but did not average 30 per cent
for the year.

So you could say that we were asking
for a 30 per cent equity ratio at a point in
time inside of the 1990 Test Year. That is ny
recol |l ection.

Q Do you have with you the Response
to which you refer in your Response to Question
50?7 | amreferring here to the Response to
Question 20(c) in the RH 2-88 Heari ng.

MR. HEI DER: Yes, | do.

Q This is the one that you liked so
much you thought the Board should | ook at it
again. Right?

MR. HEI DER: | guess so, Yyes.
Basically, M. Yates, | believe that the
comments that were nade then are stil
0020
TQM Panel No. 1
cr-ex (Yates)
appl i cabl e today.

Q The copy that | have is of all of
Question 20 and Response to Question 20.

Is that what you have in front of

you.
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MR. HEIl DER: Yes, | do.

Q The first question asked by the
Board in Question 20 was an indication as to
what year the Conpany expects to have an incone
tax provision in its approved Cost of Service.

Ri ght ?
MR. HEI DER: Yes.

Q And your expectation was for the
year 19917

MR. HEI DER: Yes.

Q And did that in fact cone to
pass?

MR. HEI DER: Yes.

Q The second question is for an
estimate of the income tax provision. Correct?

MR. HEI DER: Yes.

Q And your Response then was that,
in 1991, when you expected that the inconme tax
provi sion woul d begin, the rate of income tax
woul d be just over 44 per cent.
0021
TQM Panel No. 1
cr-ex (Yates)
MR. HEI DER: That is correct.

Q Was that in fact the rate that
related to the income tax provision when it did
occur in 1991?

MR. HEI DER: M. Laforge...?

MR. LAFORGE: Yes, that is
approximtely the inconme tax rate, M. Yates.

MR. HEI DER: Approxi mately.

Q And is that still approximtely
the inconme tax rate?

MR. LAFORGE: Yes, it is.

Q M. Heider, what you had indicated
to ne earlier was that the reasons which you set
out in Response 20(c) you think are equally
applicable today in respect of the validity, in
your view, of a 30 per cent commpn equity ratio?
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MR. HEI DER: That is correct.

Q Are there any new argunents that
you want to put forward today, apart fromthose
t hat appear in 20(c)?

MR. HEI DER: At the nmonent, | think
that our answer to Question No. 20, and this
year's Answer to Question No. 50, contain all of
the reasons that we can think of to justify such
an increase.
0022
TQM Panel No. 1
cr-ex (Yates)
Q The fact is that in the RH 2-88
Deci sion, the National Energy Board declined to
i ncrease the conmon equity ratio from25 to 30

per cent.
Correct?
MR. HEI DER: Unfortunately, yes.
Q | suppose that depends on your
perspecti ve.
MR. HEI DER: Par don me?

Q Whether it is "unfortunate" or not
m ght depend on your perspective.

MR. HEI DER: Yes.

Q One of the reasons why the Board
declined to grant the requested increase in the
common equity ratio was that it was not
convinced by the evidence that an increase in
the equity ratio was required for the Conpany to
access capital markets at reasonabl e terns.

Do you renmenber that?
MR. HEI DER: Yes, | recall that.

Q The Board also indicated that it
was not persuaded that such an increase woul d be
cost-effective fromthe perspective of the
t ol | payer.

Do you recall that?
0023
TQM Panel No. 1
cr-ex (Yates)
MR. HEI DER: Yes, | do.

Q One of the positions which was
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taken at the tinme that this was discussed in the
RH-2-88 proceeding -- and this position was
taken by Dr. Waters on behalf of the CPA as it
then was -- was that since TQM s rate base was
expected to decline, any future debt refinancing
woul d be snaller than the maturing issues.

Do you recall that?

MR. HEI DER: The total debt of the
Conpany naturally is declining. That does not
mean that some of the refinancements that would
have to be nade are not significant fromtine to
time. Sonme are greater than others. The expiry
date varies between issues. But in total, the
debt does decline.

Q So if we are looking at it on a
total basis, the debt which will be subject to
future refinancing would be smaller than the
mat uri ng debt, sinply because the debt, overall,
is declining. Yes?

MR. HEI DER: The total debt should
be snaller, yes. You realize we do not usually
refinance the total debt all at once.

Q | wunderstand.
0024
TOM Panel No. 1
cr-ex (Yates)
Can you help nme, M. Heider, as to
why you woul d refinance a maturing debt issue at
a level larger than the amount of the maturing
i ssue?

MR. HEIl DER: In 1994, for exanple,
we have two issues that are maturing
si mul t aneously, the issue that was refinanced in
1990 and an earlier issue. So that the anmpunt
that we are | ooking at refinancing in 1994 is
greater than what we refinanced in 1990.

That is the conment that | wish to
make: you are not necessarily refinancing a
smal | er anpunt at a particular point in tinme
than you did two years ago or five years ago.

Q But you are going to be
refinancing a smaller anount than the, can
call it, "face value" of the maturing issues in
19947

MR. HEI DER: We will be refinancing
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|l ess than the sum of those two issues, yes.

Q When the Board nade reference to

its lack of persuasion that the increase in the

common equity ratio would be cost-effective from

the perspective of the tollpayer, do you

understand that to have been a reference to the
0025
TOM Panel No.
cr-ex (Yates)

fact that the cost of service would be higher

under a 30 per cent equity scenario than under a

25 per cent equity scenario?

MR. HEI DER: That is ny
under st andi ng of what the Board meant by that
conmment .

Q In fact, what the Board cites in
its Decision is that TQM s cal culations in the
RH- 2- 88 Deci si on showed that, under a 30 per
cent equity scenario, the cost of service would
in fact be higher than under the 25 per cent
equity scenari o.

Correct?

MR. HEI DER: Yes. In answer to
Question 50 of that Hearing, we did analyze the
effects on the cost of service fromyear 1989 to
year 2008.

There is one difficulty in nmaking an
assessment ---

Q | amsorry, M. Heider. Before
you give the explanation, did you say that what
you have analyzed is the effect on the cost of
service to the year 2008?

MR. HEI DER: Yes.

Q Could you tell ne where that
0026
TOM Panel No.
cr-ex (Yates)
appears in the Response?

MR. HEI DER: That is Schedule 50 in
the 1988 case.

MR. YATES: I amsorry. | thought
you were referring to your Response to
Informati on Request 50 in this case

MR. HEI DER: | was actually
answering your question, saying that we had
analyzed it. And we did.
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The problem at a particular point in
time, in trying to assess what the total inpact
of nodifying the equity ratio at a particul ar
point in tine is that all of the changes that
will flow out of this nodification are difficult
to assess.

For exanple, the actual negotiation

for refinancing, the actual rates that will be
recei ved by the Conpany, in the context of
interest rate changes through time. Interest

rates can go from6 per cent today to 20 per
cent in five years.

The inpact naturally will be nuch
different fromwhat you did today, in five
years, if the interest rate situation has
changed conpl etely.
0027
TOM Panel No.
cr-ex (Yates)
The same thing with return on equity,
which is definitely, | would think, affected by
a higher equity ratio.

Al'l of these variables are very
difficult, and you practically have to create a
certain scenario that would show that there is
no benefit; you could create a scenario that
woul d show there is a benefit on cost of
servi ce.

We found that it was very difficult,
at a particular point intime, totry to
forecast, over the next 20 years, what the
i npact woul d be of the change, and al so that we
coul d denonstrate the benefits that could result
froma higher equity ratio

One thing that seened clear to us is
that as the rate base is declining, as the
equity portion in absolute dollars -- therefore,
the profits in absolute dollars -- dinnished
with tine, the absolute coverage for any
enmergenci es or disasters of sone sort, in either
our forecast, or whatever, will be rather
limted. There, again, we may even face
difficulty in actually accessing the financing
mar ket .
0028
TQOM Panel No.
cr-ex (Yates)
Those are ny comments.

Q But what the Board asked you for
in Question 50(a) is a detailed, quantitative
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anal ysis of how TQM s cost of service would
change by increasing the deemed conmon equity
ratio from25 to 30 per cent.

I think what you have just told us is
that it is very difficult to provide a response
to that over tinme because of the variables which
may occur over tine.

Do | understand you correctly?
MR. HEI DER: That is correct.

In this particular Question, we were
addressi ng 1993 and 1994, and there it is a
little easier to see what the change could be,
especially in 1994. For 1993 we did not think,
with a deenmed rate base, it would flow very wel
into the cost of service to increase the equity
ratio to 30 per cent.

Q |Is Schedule 50.A. 1 an illustration
or a calculation of what you would consider to
be the inpact of increasing the comon equity
ratio from25 to 30 in Cctober of 1994?

MR. HEI DER: That is correct.

Q And can we tell from Schedul e
0029
TQM Panel No.
cr-ex (Yates)
50. A. 1 what the dollar inmpact of doing that
woul d be on the cost of service, or not?

MR. HEI DER: On Schedul e 50.A. 2 you
woul d find the inpact on the cost of service.

Q This is an inpact on the cost of
service of three nonths of 30 per cent conmpn
equity.

I's that right?

MR. HEI DER: Yes, M. Yates.

Q What | would like to try and do is
under st and what the annual inpact would be on
the cost of service

| do not know whether this is your
area, M. Heider, or whether M. Laforge is the

"nunbers" man.

But let me see if | can understand
this from Schedul e 50. A 1
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| gather fromthe bottom of that page
that the effect of going froma 25 per cent to a
30 per cent equity would, in your view, be a
savings of 25 basis points in the cost of debt.

I's that right?

MR. LAFORGE: That is an assunption
that we work with, M. Yates.

Q And it is the sane assunption that
0030
TOM Panel No. 1
cr-ex (Yates)
you worked with in the 1988 case, as | recall?

MR. LAFORGE: That is exactly right,
yes.

Q And the total debt that would be
affected, on this schedule at least, is the
Series "E" and Series "F' debt, which total $115
mllion.

Ri ght ?

MR. LAFORGE: Under a 30 per cent
equity, yes.

Q AmI correct in thinking, then,
that in a year you would save 25 basis points on
the $115 million?

MR. LAFORGE: Based on the
assunption, you could say that, yes.

Q Wiich is just alittle bit |ess
than $300,000. Correct?

MR. LAFORCE: Subj ect to check, yes.
Q $287,500. Al right?

The total capitalization fromline 6
on the sane table is $309,589,000. Right?

MR. LAFORGE: Yes.

Q So we call that $310 mllion, for
purposes of this sinplistic exanple.

As | understand it, what you would
0031
TQOM Panel No. 1
cr-ex (Yates)
want is to have an increase in equity which
woul d be equal to 5 per cent of that total
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capitalization.
Is that correct?

MR. LAFORCE: That is exactly right,
yes.

Q Which would amount to, by ny
nunbers, $15 1/2 million.

W Il you accept that, subject to

check?

MR. LAFORGE: Subj ect to check, |
do, yes.

Q What you would want, then -- "you"
being TOM -- is 13 1/2 per cent on that extra
$15 1/2 million of equity.

Ri ght ?

MR. HEI DER: One thing, M. Yates:

we did not anend the return on equity as it
applies to the whol e year for the change that
woul d only take place for the end of the year

Q | take your point. Wat | am
trying to do is arrive at what a ballpark figure
woul d be for the cost of this in the year
followi ng the change from 25 to 30 per cent.

| amtaking it as an assunption here
0032
TOM Panel No.
cr-ex (Yates)
that the 13 1/2 per cent would continue.

Per haps you can accept that
assunption, for the purposes of this
di scussi on.

MR. HEI DER: Just to make a point
here, in 1988 we did suggest that there would be
a reduction on the return on equity due to
nmodi fication from25 to 30 per cent of the

equity ratio. But we will accept your
assunption that it stays the same, if you like
for now.

Q Would my understandi ng be correct,
then, that if we accept this assunption of 13
1/2 per cent, that would be, roughly speaking,
about 3.7 percentage points higher than the cost
rate for the debt?

MR. LAFORGE: | am sorry, could you

file///Cdrew/docsRHA92v0L.htm

2/14/00 12:40 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 1 file/l/CYdrew/docsRHA492v0L.htm

repeat your question? W are having a hard tine
hearing you, M. Yates. W have a fan in the
back of us that is very noisy.

Q I will stop looking at you and
start | ooking at the m crophone.

What | was seeki ng your agreenent on,

M. Laforge, was whether the 13 1/2 per cent

equity return woul d be, roughly speaking, about
0033
TQM Panel No. 1
cr-ex (Yates)

3.7 percentage points higher than the cost rate

for the debt, which is in respect to the $15 1/2

mllion which would otherwi se be raised.

We are ignoring the tax effect for
the nmoment.

MR. LAFORGE: Subj ect to check, |
can accept that, yes.

Q How |l got there was that | was
| ooki ng at the debt rate being about 9.8 per
cent, which would be a weighted average of the
Series "E' and Series "F' down at the bottom of
the table.

Al right?
MR. LAFORGE: Yes.

Q So we are 3.7 percentage points
hi gher than that.

If that were so, the additional cost
of the equity would be about $57, 000.

Do you agree with that?
MR. LAFORCE: Subj ect to check, yes.

Q Wuld you agree that we al so need
to consider the fact that the additional $15 1/2
mllion in conmmon equity involves a paynment of
i ncone tax?

MR. LAFORGE: Yes, it does.
0034
TQM Panel No. 1
cr-ex (Yates)
Q By contrast, there is no tax
effect on the debt?

MR. LAFORGE: That is true.
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Q Wuld you then agree that a 13 1/2
per cent after-tax equity return would require
approxi mtely 10 percentage points to be added
for tax?

MR. LAFORGE: Yes, | woul d agree.
Q And that falls out of the
approximtely 44 per cent tax rate that we
tal ked about a few noments ago
Ri ght ?
MR. LAFORGE: Yes, approximtely.

It is 43.79 1 think. But I will accept 44 per
cent, yes.

Q Am | correct, then, that the
addi tional cost of the new equity would tota
about $1.6 mllion?

MR. LAFORGE: I will accept this,
subj ect to check, yes.

Q And against that we would be
conparing the savings in the debt costs of 25

basi s points on the $115 nillion, or
approxi mately the $300, 000 figure we started
with.

0035

TQOM Panel No. 1

cr-ex (Yates)
Do you renenber that?

MR. LAFORGE: Yes.

Q Am | correct then in thinking, in
this scenario, that the toll payers would pay

approximately $1.3 mllion nore in that year if
TOM were granted a 30 per cent compn equity
rati o?

MR. LAFORGE: Wth all of the
assunptions that you nmake, yes, | agree.

But one thing is put in question here
-- and | think that we have mentioned that also
in the previous hearing -- is that the equity
return, you have a control on that which is nore
frequent than if you go with the long-term
debt .

For example, if you take the
| ong-term debt for ten years, you are going to
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have this rate for ten years. |If the equity,
for exanple, goes up substantially three years
fromnow, then it could be favourable to go with
an equity of 30 per cent. 1t could also
decrease the cost of service.

It depends on the assunption that you
are using, actually. But you have nore contro
on the equity rate than you do on the long-term
0036
TOM Panel No.
cr-ex (Yates)

debt. Wien it is fixed, it is good for 10
years, or 20 years, or whatever.

Q \When you say you have "nore
control on the equity rate", you nmean that it

cones before this Board nore frequently than the
| ong-term debt natures?

MR. LAFORGE: That is right, yes.

Q M. Heider, | think you were
raising this issue a few nonents ago when we
started to talk about this. You indicated that
if the common equity ratio went from25 to 30,
then you woul d expect ---

I should not phrase it that way.

The evidence that you put in in the
previous case was that if the commn equity went
from25 to 30, then the equity return |leve
woul d be reduced.

Ri ght ?

MR. HEI DER: We woul d expect that
what is referred to as our "financial risk"
woul d be di m ni shed

Q Do you recall whether in the
previ ous proceedi ng you put a number on the

reduction in the required return on comon

equity if the commopn equity ratio went from 25
0037
TOM Panel No.
cr-ex (Yates)

to 307

MR. HEI DER: Yes, | believe we did,
M. Yates.

Q Do you renenber what that nunber
was?

MR. HEI DER: | recall 25 per cent.
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Q 25 basis points, do you nean?
MR. HEI DER: 25 basi s points.

Q And is that what you woul d expect
now, if the compn equity ratio was increased
from25 to 30 per cent?

MR. HEI DER: | have really not
reviewed it presently. |If anything, it mght be
bet ween 25 and 50 basis points.

| believe the financial environnment
has fluctuated greatly, and is still fluctuating
greatly, and there m ght be an increase in the
differential with respect to financial risk that
m ght result in a greater difference, due to a
hi gher equity ratio, than in 1988. But really
we have not reviewed it carefully.

Q We started this discussion a few

monments ago with your position -- which, as

understood it, was that you are not asking for

an increase in the common equity ratio from 25
0038
TOM Panel No.
cr-ex (Yates)

to 30 but that you would be happy to accept it

if the Board gave it to you

Ri ght ?
MR. HEI DER: Yes.

Q If the Board felt inclined to give
you that increase in the conmon equity ratio,
how nuch woul d you reduce your requested return
on common equity by?

MR. HEIl DER: | do not know.

Q Is your best estimate today the 25
to 50 basis points that you nmentioned a few
nonents ago?

MR. HEI DER: Yes.

Q Would you agree with ne,
M. Heider, that what the Board grants to TQM
or to any utility that is subject to Nationa
Energy Board regul ation, is the opportunity to
earn an allowed return?

MR. HEI DER: Yes, an opportunity to
earn an allowed return, and predicated,
believe, on being able to recover its costs.
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Q What the Board does not do is
guarantee a return of a certain |evel

Ri ght ?

MR. HEIl DER: That is correct.

Q And each National Energy Board
Decision relating to TQV has determ ned a return
on equity that this Board believes is just and
reasonable, and TQMis given the opportunity to
earn that level of return on equity.

Correct?

MR. HEI DER: That is correct.

Q Can we look for a nonent at the
Response to the Board's Information Request No.
58, which is part of Exhibit B-19.

Do you have that, M. Heider?

MR. HEI DER: Yes, | do.

Q This is a question which rel ates

again to the Direct Testinobny of Dr. Mrin, and
al so to the Response to a CAPP Information
Request. It specifically asks for further
information on the return on equity values for
sanpl e conpani es.

Ri ght ?

MR. HEI DER: Yes.

Q What it seeks, first, is a
schedul e showing TQMs Uility approved and
actual ROE for 1983 to 19917

MR. HEI DER: That is correct.

Q And part of the Response is a

graph, which is Schedul e 58. B.

Correct?

MR. HEIl DER: Yes, that is correct,

M. Yates.

Q Is this a graph that was prepared

by Dr. Mrin, or by TQW

0039
TQM Panel No.
cr-ex (Yates)

0040
TQM Panel No.
cr-ex (Yates)
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MR. HEI DER: That was prepared by
TOM and verified by Dr. Morin.

Q What the graph shows, essentially,
are three lines, one of which is the TQM act ual
return, one of which is the TQM approved return,
and one of which is the return of conpanies
included in the Response to CAPP Question No.

6.

MR. HEI DER: That is correct.

Q And the conpanies to which CAPP
Question No. 6 relates are both utilities and
non-utilities. Right?

They are the conpanies in Dr. Mrin's
RAM 3 exhi bit.

MR. HEI DER: You nust be right,
yes.

Q AmI correct that fromthis graph,

we can see that TQM s allowed return, which is

represented by the line with the squares on it,
0041
TOM Panel No. 1
cr-ex (Yates)

is systematically higher than the returns in

Dr. Morin's sanple referred to in CAPP Question

No. 6, and that is the line with the stars on
it?

MR. HEI DER: That is correct,
M. Yates.

Q And the achieved return on equity
of TMis shown to be higher than the all owed
return in 1983 and 1984. Yes?

MR. HEI DER: Yes.

Q And it is shown to be | ower than
the allowed return in the years thereafter?

MR. HEI DER: That is correct.

Q Am | correct that 1984 was when
the National Energy Board decided to disallow
certain amounts that were proposed for inclusion
in the TQM cost of service?

MR. HEI DER: | do not recall the
date exactly, but | believe so.

Q | amsorry, | did not hear you.
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MR. HEIl DER: | believe it was 1984,
yes.

Q Do you renmenber, M. Heider, how
much in total was decided by this Board to be
not recoverable by TQW
0042
TOM Panel No.
cr-ex (Yates)
MR. LAFORCGE: Of of the top of ny
head, | would say that it is approximtely
$15, 053,000, plus a reduction in the rate base
for the tax benefit on sponsors' devel opnent
cost.

It was fairly detailed, but that is
the figure that | renenber

Q Am | correct, M. Heider, that the
TQM tol | nethodol ogy has been the sane since it
was established in the first rate case?

MR. HEI DER: You are correct,
M. Yates.

Q And under that nethodol ogy, the
Nati onal Energy Board deternines the toll that
is, inits view, just and reasonable in respect
to the transm ssion services rendered by TQM
and that entire toll was then charged to
TransCanada Pi pelLi nes.

Correct?

MR. HEI DER: It is practically al

charged to TransCanada PipeLines. There is a

portion that is credited to our total cost of

service as being revenue fromtransportation

servi ces between points for Gaz Metropolitain.

There is some $200, 000 to $300, 000 | believe.
0043
TQM Panel No.
cr-ex (Yates)

Wth respect to those anpbunts, Gaz Metropolitain

is charged directly by TOM Everything else is

charged to TransCanada Pi pelLi nes.

Q And TransCanada then pays it on a
nmont hl'y basi s?

MR. HEI DER: Yes.

Q The charges by TQMto TransCanada
are, again upon approval by this Board, included
in TransCanada's cost of service as a conponent
of what is called Transm ssion by O hers?
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MR. HEI DER: That is correct.

Q And as a conponent of
TransCanada's tolls, then the TQM costs are
ef fectively paid by TransCanada's custoners?

MR. HEI DER: By all shippers on the
TransCanada- TQM syst em

Q Regardl ess of what vol unes may be
shi pped on TQW?

MR. HEI DER: That is correct.

Q And that is howit has been since
the beginning of TQW? | think you told ne that
a nmonent ago.

MR. HEI DER: It is since the first
Tol | Application, yes.

You have to renenber that initially
0044
TOM Panel No.
cr-ex (Yates)
there was a cost of service procedure, rather
than a nonthly toll. This applied until the
first toll case was conpleted, | believe.

MR. LAFORGE: M. Yates, the first

Deci sion on the fixed toll that we have is
starting July 1, 1983.

Q And the first shipnents for TQM
are when?

MR. HEI DER: February of 1982

Q So in the interimperiod, you had
a cost of service arrangenent?

MR. HEI DER: That is correct.

Q Bearing in mnd the tol
met hodol ogy, M. Heider, can you tell me why the
TQM actual return on equity would be less than

the authorized return on equity, as depicted in
Schedul e 58. B?

MR. HEI DER: Why it is |ess?

MR. YATES: Yes.
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MR. HEI DER: It is |less because the
rate base allowed for TOM does not incl ude
di sal | owed costs, for exanple, so that TQM s
total capital structure exceeds the rate base.

As you know, TQM only has activity as

a pipeline conpany. The total capital structure
0045
TQM Panel No.
cr-ex (Yates)

does not earn a return; only the deened rate

base portion. So the return on the tota

capital structure is less than the return

approved for the rate base.

Q What you are telling me is that
the reason that TQM s actual return on equity is
| ess than authorized relates to the fact that
the Board disallowed certain expenses incurred

by TQW?
MR. HEI DER: That is correct.

Q Am | correct in thinking, then
that the only reason that the so-called
"conparable" firms in Dr. Morin's sanple
averaged a return on equity greater than TQMis
because of the fact that certain of TQM s

expenditures were held by the Board to be -- to
use the word that everybody hates --
"i nprudent"?

MR. HEI DER: You will have to say,

al so, that those returns that are graphically
represented here above the TQM actual return nmay
al so have "inprudent" expenses involved in
them Whether it is a utility, or an industry,
or whatever, there are often investnments that do
not provide a return to various conpanies. So
0046
TOM Panel No.
cr-ex (Yates)
to me, it is conparable.

Q What we have in Schedule 58.B are
three lines ---

MR. HEI DER: M. Yates, | would
like to clarify sonething, also, and that is
that there are other calculations that are mde
by the Board in adjusting our rate base, and
therefore the return on rate base, which relate
to the initial period of TQM and they were
referred to as "Sponsors' Devel opnment Costs"

Basically, there are various
adj ustments that are nade which put TQMin a
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position that, if it realized exactly the return
approved on its rate base, it would not realize
that return on the total equity in its capita

structure.
| amsorry to have interrupted you
Q | amnot quite sure that |
under st ood the coment that you were naking,
M . Hei der.

As | understand this graph, the
di fference between the TQM Approved line and the
TQOM Actual line is caused by the fact that the
Board disallowed certain costs which were put
forward by TQM for inclusion in its Rate Base?
0047
TQM Panel No.
cr-ex (Yates)
MR. HEI DER: That is the correction
that | just made; that there are other itens
that al so reduce the Rate Base

Q Oher items that were disall owed
by the Board, you nean?

MR. HEI DER: It is not a question
of disallowing it; it is a question of
accounting for the manner in which TQM was first
fi nanced.

Maybe M. Laforge could expand on

MR. LAFORGE: You referred to
"imprudent" costs, M. Yates. Wat | would
like to clarify is that we were tal king before
of costs that were disallowed in the amunt of
$15,053,000. That is one thing. But there is
al so an accounting treatnent that was done on
sponsors' devel opment costs that the partners
have cl ai med i ncone tax deductions on before

oM

To nmake sure that TQM woul d not
reflect additional return on those costs, the
Board has deci ded to exclude these costs from
the Rate Base. But it has nothing to do with

the expenditure. It is just a treatment of the
0048
TQM Panel No.
cr-ex (Yates)
anmount s.

Q So the bottomine here then
M. Laforge, is that there are really two
reasons for the difference between TOM Act ua
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and TQOM Approved on this Schedule 58.B: One is
di sal  owed costs -- and we will |eave aside the
word "inprudent”. One is costs disallowed by
the Board; and the other is the accounting
treat ment which you have just explai ned?

MR. LAFORGE: Yes.

Q Do you have the Surveill ance
Report that was filed by TQM on the 14th of
February, 19927

MR. LAFORCE: Coul d you tell me what
period this Surveillance Report was for?

MR. YATES: This is for 1991.
MR. LAFORGE: Yes, | do.

Q What | would like you to explain
to nme, M. Laforge, is what appears on the third
page of the Surveill ance Report.

VWat | have in front of me is a
docunment that is dated the 14th of February --
and it cones fromyour desk, M. Heider, and it
is directed to the Secretary of the Board, and
it includes a two-page attachnment.
0049
TOM Panel No.
cr-ex (Yates)
I's that what you are |ooking at?

MR. LAFORCE: No, that is not what |
am | ooki ng at.

MR. YATES: Let ne show you what |
am | ooki ng at.
--- (Docurment handed to w tness/Docunent rems
au tenoin)
Q What | have handed you,
M. Laforge, is a copy of a letter dated
February 14th and a two-page attachnent, all of
it en francais.

MR. LAFORCGE: | recogni ze the
Report.

Q If you look at the second page of
the attachnment, we have, under heading "B",
information for the previous period of 12
nont hs. Correct?

MR. LAFORGE: We are referring to
the Schedule E...?

Q Schedule E(1).
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MR. LAFORGE: Yes. This would be
the result of the 12-nmonth period ending
Decenmber 31, 1991, yes

Q Perhaps | can just phrase it this
way, M. Laforge: Can you explain for me the
0050
TOM Panel No.
cr-ex (Yates)
nunbers whi ch appear on the last line of the
table in the box under the heading "B"?

MR. LAFORGE: To explain to you the
| ast line, what we have there is the return on
equity: the cal cul ated actual anmount of 14.44
per cent versus the Decision anpunt of 13.76 per
cent.

Q So that the actual return for 1991
was 14.44, as conpared to the allowed amunt in
the Decision of 13.76 per cent?

MR. LAFORGE: The actual return, for
the purpose of this Report, was 14.44 per cent,
yes.

Q And "for the purpose of this
report" neans what?

MR. LAFORGE: It nmeans that it is
cal cul ated on the rate base and not cal cul ated
on the equity of the sharehol ders.

Q So it is calculated on the anount
al l owed by the Board, setting aside anmounts
di sal | owed?

MR. LAFORGE: That is true

Q And that is why the 14.44 per cent
is a nunber that is different fromthe 11.17 per
cent which appears in Schedule 58. A in Exhibit
0051
TQM Panel No.
cr-ex (Yates)
B-19.

Do | understand that correctly now?

MR. LAFORGE: Yes. The 11.17 is the
anount that you would cal culate taking the
profit on the average equity fromthe beginning
and the end of the period. This is the fashion
in which we usually calculate the return for the
Conpany.
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That is exactly the way the CBRS and
DBRS report it also in their document that we
filed in these proceedi ngs under ---

| forget what question, but we filed
that document in this proceeding. If you want
to hang on with me, | will give you the
Question. It was Question 45.

Q | amsorry, M. Laforge, | was not
foll owi ng which one you were conparing to the
CBRS and DBRS.

Is that the 14. 447

MR. LAFORGE: Conparing Schedul e
58. A, the result that we have there as Actual
being actually the profit on the average equity,
which is the ambunt that | conpare to the DBRS
and CBRS reports.

Q And that 11.17 is the anpunt that
0052
TQOM Panel No. 1
cr-ex (Morel and)
is graphically represented on Schedul e 58.B, as
we have discussed it over the |ast few m nutes?

MR LAFORGE: Yes.
MR. YATES: | think | understand

that now. Thank you very rmuch. Thank you,
gent | enmen.

Those are ny questions,
M. Chai rnan.

MR. MOREL: Next will be APMC,
Ms. Morel and, please.

CROSS- EXAM NATI ON BY Ms. MORELAND:
Q GCentlenmen, | have one very brief
follow up question with respect to the
di scussion that you were having with M. Yates
on Schedule 50.A. 1 in Exhibit B-19.

You accepted, for the purpose of the
analysis that M. Yates undertook with you, that
the total capitalization that is show at line 6
on this Schedule is $310 million, roughly. He
has rounded up $309 nillion.

Correct?

MR. LAFORGE: We said "subject to
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check", vyes.

Q | think that what you did, for the
pur poses of Schedul e 50. A, was just agree that
0053
TQM Panel No. 1
cr-ex (Mrel and)

you were prepared to have the $309 mllion
rounded up to $310 mllion?
MR. LAFORGE: | am sorry, you are

tal ki ng about rounding it up. Yes, no problem

Q If the 30 per cent commpn equity
ratio were to be approved, the common equity
woul d be $93 nmillion

I's that right?

MR. LAFORGE: | said | would take it
subj ect to check.

If your figure is the sane as the one
fromM. Yates, ny answer is the sane.

I

I

I

I

I

I

I

I

I

I

I

I

I
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I
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I

I

I

I

|

I

| Q \When you were having the

| di scussion with M. Yates, you nmentioned that in
| the event that the common equity ratio were

| increased to 30 per cent, the cost of equity
| m ght fall by, as | think your best estimate
| was, 25 to 50 basis points.

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

I's that right?

MR. HEI DER: That was ny best
estimate, yes.

Q Can you agree with nme, gentlenmen
-- subject to checking the mathematics -- that
if the reduction in the return on equity is 25
basis points, the dollar anmbunt of the after-tax
0054
TQM Panel No. 1
cr-ex (Moreland)
savi ngs that one would be |ooking at is
$232, 5007

What | have done there is taken 1/4
per cent of 1 per cent of the $93 million.

MR. HEI DER: We can accept that.
Q Then if we take the tax conponent
into account, what we are looking at is a tax

conponent of approximately $182, 000, given a tax
rate of 44 per cent?
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MR. HEI DER: That is acceptable.

Q And finally, if the reduction in
the cost rate on the return on equity were to go
to 50 basis points, will you agree with ne that
the dollar reduction that we have just tal ked
about woul d be double those that we have just
comput ed?

MR. HEI DER: Yes.

Q Both for the after-tax and the tax
conponent ?

MR. HEI DER: Yes, | believe so.
MS. MORELAND: Thank you, gentlenen.
Thank you, M. Chairnman.

THE CHAI RMAN: Thank you

M. Morel, please.
55
Me MOREL: Merci, nonsieur |le President. Je
crois conprendre que | e Procureur general du Quebec n'a
pas de questions pour ces tenpoins. Donc, c'est a nobn
tour.

Bonj our, messieurs. Vous allez vite vous
rendre conpte que nes questions couvrent
essentiellenment | es menes sujets que ceux couverts par
maitre Yates. Donc, j'ai eu a nodifier et/ou a
elimner certaines de nes propres questions.

Je vai s conmencer avec des questions
relatives au refinancement de |a dette a long terne de
TOM qui est propose pour la fin de |'annee 1994. S
vous ne le pernettez, je vais poser nmes questions en
anglais puisqu' elles ont ete preparees a partir de la
demande el |l e-nmene, avec |'aide du personnel de |'Ofice
qui nma assiste, et ce, en anglais.

0056

TOM Panel No.

(Morel)

EXAM NATI ON BY MR, MOREL:
I would like to turn your attention
to Exhibit B-18, and specifically your Response
to the Board's Information Request No. 2,
Question 52

Thi s Response pertains to how the
estimated corporate issuance spreads were
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derived for the proposed Series "E' and "F"
bonds.

In your Response, you state
"The Conpany obtained the estimtes
of corporate issuance spreads for its
1994 pl anned financing from
Scoti aMcLeod. .. "
You then go on to add:
"ScotiaMcLeod is the broker who acted
as underwiter for the Conpany's | ast
bond issue. At that tine, severa
brokers submitted bids to underwite
the issue and ScotiaMLeod submitted
the | owest bid."
When you refer here to the "last bond
i ssue", are you referring to the last time TQMU
refinanced its long-termdebt, or part of it,
whi ch was in 1990?
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| 0057
| TQM Panel No. 1
| (Morel)
| MR. LAFORGE: Yes, we are.

|

| Q Wuld you agree that the financia
| mar ket s have changed since 19907

I

| MR. LAFORGE: Yes, | do.

I

| Q Has TQM requested from ot her

| brokers bids to underwite the proposed issues?

I

| MR. LAFORGE: Not the proposed

| i ssue. The Conpany has strictly obtained rates

| from Scoti aMcLeod.

|

| The one thing that | would like to
| say is that, yes, the financial market has

| changed, but ScotiaMLeod is still the leader in
| the bond issue. But we have not obtained bids

| at this time from other conpanies.

I

| Q When you say "at this time", do
| you propose to obtain other bids between now and
| the time of issue?

I

| MR LAFORGE: When we will do the
| i ssuance, in 1994, we will obtain bids from

| ot her brokers.

I

| M. Mrel, | should clarify

| sonething. It is not really a "bid". It is an

| i ndication that they give to us.

I

| MR. MOREL: | appreciate that,

| t hank you.

| 0058
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TOM Panel No. 1
(Morel)
Q | would ask you to turn now to
Exhi bit B-9 and your Response to the first
Question in the Board's first Information
Request, and nore specifically to Schedule 1.B,
which is part of your specific Response on how
the forecasted rates of 10 per cent and 9.5 per
cent for Series "E' and Series "F' bonds
respectively were arrived at.

MR. LAFORGE: | am sorry, could you
repeat your question.

MR. MOREL: | am not at the
guestion yet.

MR. LAFORGE: You did not ask a
question. That is why | did not understand!
--- (Laughter/Rires)

MR. MOREL: | am pointing you to
Schedul e 1. B.
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| MR. LAFORGE: | have Schedul e 1.
I

| MR. MOREL: Thank you.

I

| Q For Series "E", which is for $90
| mllion, it is expected to be a public issue

| with a termof ten years, and Series "F" is

I
I
I
|
I
|
I
I
I
I
I
I
I
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expected to be a private issue, with a term of
five years.

Is that correct? That is ny

0059

TOM Panel No. 1
(Morel)

under st andi ng.

MR. LAFORGE: Just a little bit over
ten years and a little bit over five years. It
is actually 10.17 and 5.17. It goes from
Cct ober to December.

Q Series "E", the ten year, would be

When you say "a little over ten
years", by how nmuch?

MR. LAFORGE: Two nont hs.
Q And the Series "F'...?
MR. LAFORGE: Two nont hs.

Q Again, from Schedule 1.B it is
shown that by using an independent forecast of
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Canada Bonds for a 10-year expected yield and a
5-year expected yield, you used 8.54 and 8. 16
per cent, respectively?

MR, LAFORGE: Yes.

Q And then you proceeded to add the
respective issuance spreads of 145 and 130 basis
points, plus an adjustnent for rounding?

MR. LAFORCGE: Yes; and | get 10 and
9.50 per cent.

Q And then you arrive at your
forecasted rates.
0060
TQOM Panel No. 1
(Morel)
If you could turn to Appendi x B of
the sanme Response and the attachment to the
Scoti aMcLeod letter, which is entitled "Canadi an
Macr oecononi ¢ Short-Term Forecast and
Anal ysis". ..

MR. LAFORGE: Yes, | have that
docunent .
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I

| Q And if you could go to Table 24,
| which is the | ast page of Appendix B..
|

| MR. LAFORGE: | have Table 24.
I
I
|
I
|
I
I
I
I
I
I
I
I
I
I
I
I
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I

Q Do you agree that the independent
forecasts of Canada bonds that we have just
tal ked about, for ten-year and five-year yields,
were obtained fromthis Tabl e?

MR. LAFORCE: Yes, they were.

Q And can you also confirmthat the
rate that was used for Series "E", the ten-year
bonds, was the ten-year-plus average rate for
19947

MR. LAFORGE: The rate that was used
for the ten-year and 17-nmonth bonds is the line
of "10-plus years".

Q For 1994, obviously.

MR. LAFORGE: Qbvi ously, yes.

Q Wuld you agree that other term

0061

TQM Panel No. 1

(Morel)
bond yields are included in this "10-plus years"
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forecasted rate? |In the ten-plus-year
forecasted rates, do you agree that included in
this cal cul ati on woul d be bonds with | onger

peri ods?

MR. LAFORGE: We have ten years and
over, yes, | would agree. There are bonds in
there that are nore than ten years, yes.

Q More than ten years maturity, such
as, 15, 20, 25, and perhaps up to 30 years?

MR. LAFORGE: | do not know what
percentage of each is included in there, but
there is a certain portion of 15 years | would
t hi nk, yes.

Q | was not getting at the
percentage of the term of bonds over ten years.

MR, LAFORGE: There are sone over
ten years, yes.

Q Since the termof the proposed
bonds, Series "E", that you will issue, is very
close to the 10-year term do you not think it
woul d have been preferable to use the five to
ten years?

MR. LAFORGE: No, | do not think
so. In the five-to-ten years, | could turn the
0062
TQM Panel No. 1
(Morel)
argunment and say there are some with a term of
five years in there.

MR. MOREL: Yes, | guess you
coul d.

MR. LAFORGE: | amtrying to get
sonething that is representative. This one says
ten years and over. So | picked up this one.

Q So you prefered the rate that is
the average of the | onger term bonds, which
could have terns up to 30 years, rather than the
five to ten, which is the average of the five to
ten year periods?

MR. LAFORGE: You are saying there
are some of 30 years. | do not know that there
are some of 30 years in there.

I can agree with you that there are
sone in there that are over ten years, but it
does include the ten-year one.
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Q M. Laforge, do you think that a
bl ended rate could be used, to be closer to a

10-year termbond -- a blended rate between the
average of the two, the five-to-ten and the
ten-plus?

MR. LAFORGE: The average of the two
woul d probably -- well, it would be an average
0063
TOM Panel No. 1
(Morel)
of those two rates, actually.

Wuld it be nore representative of a
ten-year bond?

| do not know what percentage, in the
five-to-ten years, are five years, for exanple.

Q Thank you. | would like to nmove
on to the short-term debt.

TQOM has applied for cost rates
associated with its forecast unfunded debt
bal ances, of 6.5 per cent and 7.27 per cent for
1993 and 1994, respectively. These rates
represent forecast average prinme rates for the
two Test Years, less 50 basis points for the
duration of the present |oan and are adjusted to
prime rate thereafter.

I's that how you proceeded?

MR. LAFORGE: I mssed what you said
after "adjusted".

Q Adjusted to the prinme rate
thereafter.

MR. LAFORGE: Yes.

Q If you could take Exhibit B-9
again. ..

MR. LAFORGE: | have it.

Q Under Appendi x A you have incl uded
0064
TOM Panel No. 1
(Morel)
correspondence between TQM and Montreal Trust,
dated 1st of Septenber, 1992.

MR. LAFORGE: Yes.

Q And as | understand it, your
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current short-term | oans are with Mntrea
Trust, at prime | ess 50 basis points.

Is that correct?
MR. LAFORGE: That is correct.

Q Inits letter, Mntreal Trust goes
on to informyou that it intends to increase or
revise the rate up to the prinme rate.

MR. LAFORGE: Well, they are not
telling me that they are going to increase or
revise the rate to the prine rate. \What they
are telling ne is that when we renegotiate a
loan, if we do it with them at that tine they
woul d probably conme up with a bid that would be
at prime. But it is not a renewal or an
addition to the present |Ioan. The present |oan
will be at prime minus 1/2 until its maturity.
Then when we renew, they believe that they wll
only be in a position to offer us the prine
rate.

Q Thank you. That was ny
under standi ng. Perhaps | did not express it as

0065
TOM Panel No. 1
(Morel)
well as | shoul d have.
M. Laforge, does TOQM have any
i ndication that the Montreal Trust proposed rate
of prime at renewal is a conpetitive rate?
MR. LAFORGE: Prime rate is
certainly a conpetitive rate. | agree that it
woul d be a conpetitive rate if we use prine.
Q So prinme less 50 basis points was
a nore conpetitive rate?
MR. LAFORGE: | agree with you. One

of the things that we have to realize ---

You started by telling ne that the
financial market has substantially changed
That is one of the things that the person from
Montreal Trust also explained to ne.

The last loan that we had with
Montreal Trust goes back to Novermber 1990. At
the time the conditions that Mntreal Trust was
operating under were different than what they
are right now At the tine Montreal Trust did
not have -- this is my understanding, by the
way. At the time, Montreal Trust did not have
to maintain a reserve but the Bank did. So
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Montreal Trust had an edge on the Bank.

Al so, the evaluation from
0066
TOM Panel No. 1
(Morel)
institutions |ike CBRS and the DBRS has been
reduced for Montreal Trust, making it nore
expensive for themto borrow noney on the
market. So they had to lend it to people at a
hi gher rate.
Anot her aspect is that people, |
believe, in general, have a little nore
confidence right now in banks instead of trust
conpanies. So instead of investing their noney
in their deposit account in a Trust, they wll
probably go to the Bank instead. So it nekes it
alittle bit harder for the Trust to have access
tothis liquidity at this cheaper rate.

Those are all reasons that would
substanti ate why Montreal Trust cannot any nore
of fer us a prine-m nus-50-basi s-point rate.
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| Q G ven the suns of nobney involved
| does TQM intend to inquire from other financial
| institutions whether you could perhaps continue
| to get short-termfinancing at a rate | ower than
| prinme?
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MR. LAFORGE: W will, definitely as
I mentioned for the bonds. Wat we did in the
| ast financing is we requested bids for a bond
issue, and this is what we intend to do at the
0067
TOM Panel No. 1
(Morel)
next bond issue. We have al so done the sane
thing for the loan. W requested bids from

vari ous Banks and Trust Conpanies. It is also
our intention to do the same thing in 1994. But
I will be honest with you, I am not expecting to
have ---

Montreal Trust had the best rate that
we could find last tinme, and | do not expect to
have a better rate this tinme from sonebody
el se.

Me. MOREL: Merci, messieurs.
Ceci conplete non interrogatoire.

Merci, nonsieur |le President.

| EXAM NATI ON BY BOARD PANEL:
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MR. PRI DDLE: Bonj our
nonsi eur Laf orge.

I would like to ask a question that
relates to the subject-matter that maitre Mire
has just been exam ning you on: nanely, the
expected interest cost of your refinancing,
whi ch nmust take place about two years from now.

The total amount of borrow ng that
you are looking at is approximtely $120
mllion.

I's that correct?--The $91 million
0068
TQM Panel No. 1
(Board Panel)
plus $30 million

MR. LAFORCE: Actual Iy, what we are
refinancing is the Series A, of $100 million,
and the Series D, of $55 mllion. Qur plan is
to refinance this with an issue of Series "E"

for ten years, for $90 nmillion, and Series "F"
for five years, for $35 nmillion; and the
remaining $30 mllion will be financed through a
bank | oan.

VWhen | nention ten years and five
years, | mean 10.17 years and 5. 17 years.

MR. PRI DDLE: Thank you.

M. Laforge, if | understand
correctly, you wish the Board, as a result of
this present proceeding, to assune the interest
rate that would be applicable to those
pl acenments, the interest rates of 10 per cent
for the Series "E' and 9.5 per cent for the
Series "F".

MR, LAFORGE: Yes, we do.

MR. PRI DDLE: Woul d you agree that
there is sonme uncertainty about interest rate
projections for two years from now?

MR. LAFORGE: Yes, | believe
t hat .
0069
TQM Panel No. 1
(Board Panel)
MR. PRI DDLE: Coul d you indicate
what you see as the margin of uncertainty?

M ght the range be 100 basis points
on each side of the 10 per cent and 9.5 per cent
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assunption?

MR. LAFORGE: | would like to be
able to do that for you, M. Priddle, but..

| understand that if we are talking
shorter periods, we are tal king about prine
rate, if you want.

In the | ast proceedi ng we thought
that the prine rate would be 12 per cent for
1991 and 11 per cent for 1992. But as we al
know, the prinme rate fluctuated froma high of
12.75 per cent to a | ow of 6.25 per cent.

There is a lot of difference between
those two ampunts. It is 650 basis points.

I do not believe that we could
recogni ze the same thing in the longer term
financing. But | amafraid | cannot really give
you an indication as to how rmuch there would be
in difference in 1994. There is definitely
uncertainty in those rates, yes.
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| MR. PRI DDLE: M. Laforge, do you

| need the refinancing on October 23, 1994?

| 0070
| TQM Panel No. 1
| (Board Panel)
| MR. LAFORGE: Yes, we do.
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Q For the total anopunt of $155
mllion?

MR. LAFORGE: Yes, we do. On that
day we have to repay the Series "A" and the
Series "D".

MR. PRI DDLE: Let nme explain what
has been goi ng through nmy nind

The annual interest on the $155

mllion at a rate of about 10 per cent woul d be,
obviously, $15.5 million; and the interest over
the two nmonths which would remain in the 1994
Toll Year would be perhaps $2.8 mllion.

If the range of the possible in terns
of interest rates were 100 basis points nore or
| ess than what you project here, there would be
a few hundred thousand dollars which the Conpany
woul d stand to lose, or to gain, as a result of
our accepting a finite nunber now for the cost
of that refinancing.

Do you agree with that?
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MR. LAFORGE: Yes. There is
definitely a risk on both sides, yes.

MR. PRI DDLE: But you have not
approached this Application thinking that you
0071
TQM Panel No. 1
(Board Panel)
ought to protect yourselves or the toll payers
agai nst that risk?

MR. LAFORGCE: We have not nentioned
anything in the Application saying that we would
want to protect ourselves fromthose rates. It
is not included in the Application, no

MR. PRI DDLE: Even though it m ght
amount to, say, $400,000 that would be en jeu?

MR. LAFORGE: Yes. It is not
included in the Application, but that does not
mean that if we notice a few nonths before that
the rates are substantially higher or
substantially | ower, we would not request an
adjustnment at the time. But right nowit is

not .

MR. PRI DDLE: Very well. Those are
my questions. Thank you very nuch.

MR. LECLERC: I do not think this
will be contentious, sir, but | think there is a

little clarification needed
RE- DI RECT EXAM NATI ON BY MR LECLERC
Q In response to a question of

M. Yates, | believe M. Heider, you said that

the Conpany started to be on fixed toll rates in

1984, and then |I believe that M. Laforge said
0072
TQM Panel No. 1
re-dir (Leclerc)

that the Board's Decision came down in July of

1983.

Whi ch of those years is correct.
want to make sure there is no m sunderstanding

MR. HEI DER: My answer was that we
were on fixed tolls after the first Rate Case,
and the date that it was applicable from was
poi nted out by M. Laforge as being July 1983.

MR. LECLERC: Thank you. That is
all, M. Chairman.

THE CHAI RMAN:  Thank you
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M. Leclerc.

MR. LECLERC: At this point I would
like to suggest that we recess and | will verify
with Dr. Morin the point to which he is
prepared, and thereafter advise the Board.

Le PRESI DENT: Les tenpins sont

excuses.
Nous al | ons aj ourner pour quinze

m nut es.

--- (The witnesses withdrew Les tenpins sont

excuses)
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| --- A short recess/Pause

| 73

| TQM Panel No. 2
| Int. (Leclerc)
| --- Upon resuming/A la reprise de |'audience

| LE PRESIDENT: Maitre Leclerc, s'il vous
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plait.

Me LECLERC:. Mbnsieur |le President, est-ce
que nonsieur Mrin pourrait etre assernmente, s'il vous
plait?

R A MORIN ASSERVMENTE

Me LECLERC. Encore une fois, nonsieur le
President, come nonsieur Mrin est bien connu de |'COffice
il comparait depuis plusieurs annees, je ne crois pas qu'i
soit necessaire de passer en revue son curriculumvitae, si
cel a vous convient.

| NTERROGATO RE PAR Me LECLERC

Q Mbonsieur Morin, avez-vous devant vous
votre tenpi gnage qui a ete depose dans cette cause sous |la
cote B-4?

R Qui.

Q Monsieur Mrin, etes-vous |a personne
responsabl e de | a preparati on des reponses aux questions
adressees par |'Office et les intervenants au sujet du
rendenment sur |'avoir?

R. C est exact.

Q Est-ce que vous avez des corrections ou
des commentaires a faire sur votre preuve et/ou sur les
reponses que vous avez donnees aux questions qui vous ont
74
TOM Panel No. 2
Int. (Leclerc)

ete posees?
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R Aucune correction. J'aurais cependant
une mse a jour a apporter

MR. LECLERC. For the purposes of
cross-exam nation, | have no problemif fromhere on in it
is conducted in English, so that everyone in the room can
have the benefit of Dr. Morin's coments at the outset.

THE WTNESS: M. Chairnman, it is a pleasure
to appear before the Board one nore tine.

THE CHAI RMAN: We are happy to see you again,
Dr. Morin. Ca nous fait plaisir de vous revoir. J'espere
qu' on ne vous a pas trop brusque. On ne dit que vous avez
conmence votre journee tot aujourd' hui

LE TEMON:. Cetait tres tot. J' ai comrence
a Las Vegas, enfin!
--- (Laughter/Rires)

LE TEMO N. Ca donne toute une autre
signification a ce qu' on va di scuter aujourd hui |orsqu' on
va parler de risques!

LE PRESI DENT: Etiez-vous |la pour etablir le
ri sque des casi nos?

Al ors, poursuivez.

LE TEMON. C est un plaisir pour noi de
cooperer avec |'Office pour accelerer |es debats.
0075
TQM Panel No. 2
in-ch (Leclerc)
The only opening comrent that | have
is that in view of the decrease in long-term
interest rates that have occurred since June 1992,
in view of those changes, | amformally updating
nmy recomrendation from13 1/4 to 13 1/2 per cent
down to 13 per cent to 13 1/4 per cent. 1In other
words, | amlowering my recomendation by 25 basis
points.

Had | done this in Septenber, the
decrease in ny reconmrendati on woul d have been even
nmore significant; but | think that the trend in
the decrease in interest rates was arrested in
Sept ember 1992. Neverthel ess, from June 1992
capital market conditions are such that it |eaves
me to nodify ny recommendati on by 25 basis
poi nts.

This is the significant update that |
wi sh to convey to the Board.

MR. LECLERC: Subj ect to that
update, sir, do you accept your Evidence and your

2/14/00 12:40 PM
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Responses to the Informati on Request questions
dealing with rate of return matters as your
evidence in this Hearing?

MR. LECLERC: The witness is
0076
TOM Panel No. 2
in-ch (Leclerc)
avai |l abl e for cross-exanination, M. Chairnan.

THE CHAI RMAN:  Thank you.
M. Yates, please.

MR. YATES: Thank you,
M . Chai r man.

CROSS- EXAM NATI ON BY MR, YATES:

Q Dr. Morin, you say on page 7
that you have "few changes" from your 1990
Testi nony.

Ri ght ?

A That is correct -- few
"structural" changes.

Q You use the word "structural" to
imply that there are changes in terns of the
nunmbers and the recommendations. |s that what you
mean?

A That is correct. There are no

drastic changes in nethodol ogies; in terms of
generi c net hodol ogi es, anyway.

Q And you use the sane four
generic tests as you used in 19907?

A. Yes, sir, | do.

Q Those bei ng Conpar abl e Ear ni ngs,
Di scounted Cash Flow, Risk Prenmium and Capital
Asset Pricing Mdel ?
0077
TOM Panel No. 2
cr-ex (Yates)
A That is correct.

Q And these are tests that you
have used before various other tribunals in
testinony on previous occasions?

52 of 103 2/14/00 12:40 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 1 file///CYdrew/docsRHA492v0L.htm

A Yes, sir. | have consistently
used all of the nethods available to estimte the
cost of capital.

Q You list on the third page the
provincial tribunals before which you have

testified.

Ri ght ?

A Yes, Sir

Q Do you renenber how | was trying
to help you edit your book the | ast couple of
hearings?

A Yes. | could still use sone
help in that regard -- although I am al nost

conpl eted the opus.

Q And you remenber your
undertaking to ne about royalties, too. Do you
not ?

A Yes, | do. You will receive a
conplimentary copy of the textbook.

sure.

0078

TOM Panel No. 2

cr-ex (Yates)
THE W TNESS: Dependi ng upon the

out cone of your cross-exam nation.

Q Wth respect to these various
tribunals that you have testified before, and

keeping nmy editorial bent in mnd, on page 3 |
take it the "Public Utilities Board of Al berta"
and the "Alberta Public Utilities Board" are one
and the sanme and that we should expunge one of

t hose.

A. Yes, that is correct.

Q And that the "New Brunsw ck
Board of Public Utilities" is in fact the New
Brunswi ck Board of Comm ssioners of Public
Uilities?

A | believe you are correct.
Q And, simlarly, the

" Newf oundl and Board of Public Uilities" is the

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
| MR. YATES: I will useit, I'm
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
| Newf oundl and Board of Public Utilities
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Conmi ssi oner s?
A. Yes, that is correct.

Q And it is before each of those
provincial and federal tribunals that you have put
forward these various generic tests in the past?

A Yes, | have presented testinony
before these Boards. | prefer the expression 0079
TOM Panel No. 2
cr-ex (Yates)

"boards" and not "tribunal s"

Q Wy ?
A Well, | do not view regul ation
as a nurder trial; nore as a forumto exchange

Vi ews.

Q You recall that when you
appeared last for TQM before this Board, there was
sone extensive discussion about the nethodol ogies
that you utilized?

A Yes, sir, | recall that.
your appearance in the last TQM case before your
appearance here today?

A Very briefly. | thought | was
going to be doing that this afternoon and tonight.

Q You do recall that it -- when
say "it", | amreferring to your |ast appearance
before this Board in respect to TQM-- was in fact

your second appearance before the National Energy
Board for Trans Quebec & Maritinmes?

A That is correct. | always have
vivid recoll ections of your cross-exam nation,
M. Yates.
Q Is that because it advances the
production of your new edition of your book? 0080
TOM Panel No. 2
cr-ex (Yates)
A Yes, | believe it does.
Q In 1990 you, as | understood it

-- let me go back one step

The first tine you appeared for TQM
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| was in 1988. Right?
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A. Yes, sir.
Q And the second tinme was in 19907
A. Yes, sir.

Q And in 1990 you added the
Capital Asset Pricing Mddel and the Enpirica
Capital Asset Pricing Mddel to your previous tests
of DCF, Conparable Earnings and Ri sk Prem um

Do I recollect that correctly?

Q And the last time that you were
here for TQM you indi cated that you thought it was
appropriate then to give nore weight to
mar ket - based tests.

Do you recall that?
A. Yes, sir, | do.

Q That neans, at |east as |
recollect it, that you were giving nore weight to
mar ket - based tests than to accounting-oriented
tests.

Correct? 0081
TOM Panel No.
cr-ex (Yates)

A That is correct. On my sumary,
on page 49, there are eight results that are
summari zed, fromline 17 to line 23

Q Seven, you nean?

A. Seven. Six of those are
mar ket -ori ented, and one of those is book or
accounting-oriented, which gives you a pretty good
i dea of the weights that should be accorded to
mar ket versus accounting tests.

Q And the one of the seven is the
Conpar abl e Earni ngs Test. Yes?

Q Am 1 correct that the genera
met hod that you are adopting in this case is
simlar to the one that you used in the last two
cases, which is to say that you do a nunmber of
tests; you then, to use your word, "truncate" the
hi ghest and | owest results, and then you present

file///Cdrew/docsRHA92v0L.htm
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both an average and a truncated average?

A In this instance, | have
presented the results in the form of ranges and
m d points, as opposed to a sinple nmean or a
sinpl e truncated nean, because of the volatility
in capital market conditions.

As | have told this Board severa

tinmes, | do believe in the notion of a range in
rate of return as an incentive device, nunber (1);
and nunber (2), it accommbdates the fact that sonme
of the techniques are not scientifically precise
to within two or three decinmal points; also,
because the capital market conditions are so

vol atile, a range is preferable for the Board to
consi der.

Q Subj ect to that caveat, | take
it that you agree with my description of your
met hodol ogy.

A Yes, | do.

Q Do you recall that in the 1990
case we went through certain changes whi ch you had
made from the 1988 net hodol ogy?

A Yes, | vaguely renenber those.

Q One of them being that you, in
1988, had used el even results and, in 1990, you
had used seven.

Do you recall that?

A. Yes, | do.

Q What | would like to talk to you

about right nowis the difference between your
met hodol ogy this year as conpared to 1990.

Firstly, you still use Conparable

Earnings. Right?
A Yes, | do.

Q And you still use the DCF?

0082
TQM Panel No.
cr-ex (Yates)

0083
TQM Panel No.
cr-ex (Yates)
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Q And in 1990, as | understood it,
you had three DCF Tests.

Do you recall that?

A Yes, | do. | do this year also
-- although I did reject the DCF results fromthe
Ener gy Conparabl e G oup, because it produced
unr easonabl e resul ts.

Q In 1990 you had the three, which
wer e Canadi an Energy, Canadian Telco's and
Canadi an Low Ri sk Industrials. Right?

Q And this year, once you get to
the Summary page at |east, you only have two DCF
Tests, one being Canadian Telco's and the other
bei ng the Canadi an | ndustrial s?

A That is correct.
Q And that is because you have, if
| may say it, pre-truncated the Canadi an Energy
test?
A The met hod produced unreasonabl e
results. 0084
TOM Panel No. 2
cr-ex (Yates)
Q You say that the results were

unreasonably high and, therefore, in your view,
unreliabl e?

Q That is what you say at page
46. Right?

A That is correct. On lines 7, 8
and 9, | mention the scarcity of conpanies in the
sanpl e and the very, very high and unreliable
nature of those results.

Q So what did you do? You thought
this was going to be truncated anyway if it turned
up on your Summary and so you pre-truncated it?

A That is a good way of putting

Q I think Al exander Haig would be
proud of nme.

I will try not to use the word
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"pre-truncate" -- which I just nade up a few
m nut es ago.
You still use the DCF Telco's.
Ri ght ?

A. Yes, | do.

Q And you still use the DCF
I ndustrial s? 0085
TQM Panel No. 2
cr-ex (Yates)
A Yes, sir
Q And you have two risk prenm um

studies in 1992. Right?
A. Yes, sir

Q VWhich is one nore than you had
in 19907

A. That is correct. There is sone
added insight fromthe U S. gas industry.
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| Q In 1990, and again this year
| you use the tel ephone utilities. Correct?
|

| A Yes, sir.

I

| Q Canadi an tel ephone utilities?
|

| A Yes, | did
|

| Q And this time around you have
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used the Canadi an tel ephone utilities and you have
added this "United States Gas Utilities"

cat egory.

Correct?

A That is correct.

Q In actual fact, this year you
did three risk prem um anal yses, did you not,
Dr. Morin?

A Yes. The energy-based risk
prenmi um was di scarded for the same reason that the
DCF on the energy group was discarded -- or 0086
TQM Panel No. 2
cr-ex (Yates)

"pre-truncated"” as you would put it.
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Q I like "discarded" better than
"pre-truncated". We will use that.

You discarded it before you got to
the truncation step of your process. Yes?

A. That is correct.

Q There were two reasons, as
understand it, why you discarded that: one was
that the results were too high; and the other was
that the sanple was too small, in your view

Did | understand that correctly?

A That is correct. That is
di scussed on page 24, in the bottom paragraph
where | note that the risk prem um of 7 per cent
was unreasonably high and al so the sanple was
pretty heterogeneous and pretty snall.

Q And did that |lead you to do the
U. S. gas industry study?

A Yes. And also the greater
degree of integration between the Canadi an and the
U S. capital markets in the last two years.

Q The U.S. gas industry study is
the totally new aspect of your testinony this time
around.

Correct?
0087
TOM Panel No.
cr-ex (Yates)
A Yes, it is. And it countervails
sonme of the disconfort that a |ot of people in
Canada have expressed on the DCF met hodol ogy.

Q Does it countervail your
di sconfort with the DCF net hodol ogy?

A I ama little bit unconfortable
with the DCF nethod, as | point out in an Appendi X
to nmy Testinony, particularly in a very, very
vol atile capital market environnment, and al so when
you have a very, very sharply upward-sloping yield
curve, nmeaning that short-termrates are very,
very much smaller than |longer-termrates. The DCF
tends to understate the results of the cost of
capital in that circunstance.

Of course, it works the other way,
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too. When the yield curve is downward- sl opi ng
the DCF produces results that are too high.

Q So generally you are not a DCF
fan. Yes?

A. | amless of a fan of DCF. But
if you had a gun at my head and asked nme what mny
favourite nethod was, it would not be DCF.

Q It would be the Enpirical
Capital Asset Pricing Mdel?

A It would be sone variation of

0088

TQM Panel No. 2
cr-ex (Yates)

t he CAPM

Q So you do the CAPM and t he ECAPM
in this testinony?

Q And if | had a gun at your head,
would it be the ECAPM that woul d be the one that
you woul d |like the best?

Q "Them' being the CAPM and the
ECAPM?

A. Yes, that is correct. But
still believe that this Board shoul d consider al

rel evant evidence before it.

Q When you refer to "rel evant
evi dence", are you referring to those tests that
you have perforned, other than the tests that you
have di scarded?

A Yes.

Q So the tests that you discarded
you say are not relevant?

A That is correct. Because it
does produce results that are outside reasonable
limts of probability.
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| Q So the result of all of this, in
| 1992, is that you still have seven tests on your

| 0089
| TQOM Panel No. 2
| cr-ex (Yates)
I

Sunmary on page 49, having discarded two as being
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too high and having effectively replaced one DCF
result with the U S. Gas Uilities Ri sk Prem um

result?

A Yes, sir, that is correct.

Q Is the effect of that that the
DCF Test -- notwithstanding that it is a
mar ket-oriented test -- is given | ess weight than

the last tinme around?

A That is correct. Had | included
the results of the DCF applied to energy conpanies
in the Summary on page 49 it would have, in
practical terms, disappeared through the
truncation process anyway.

Q But ultimately, the DCF weight
is less than the last tine, because you only have
two in there now, whereas you had three before

Ri ght ?

A In the purely arithmetic sense
yes.

Q Is this not a purely arithmetic

process that is shown on the "Summary of Results"
on page 49, in the sense that you are doing an
averagi ng and a truncated averagi ng?

A I think it is anything but
0090
TOM Panel No. 2
cr-ex (Yates)
"purely" nechanical. | think these are the

results. One has to apply judgnment and qualify
those results and apply themto the current
envi ronment, too.

Q But you are not suggesting that
the averagi ng process or the truncation process is
the exercise of judgnent, are you?

A Not the pure computation of a
mean or a truncated mean, no. That is purely
met hodol ogi cal

But the final reconmendation is
f ounded on judgnent and on the results of those

tests, both.

A good exanple of that is that, as
you see, it is a range. If a utility has less
risk than average, you would tend to support the
| oner end of the range. |If a utility has higher

risk than average, you would tend to support the
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top end of the range.

So there is still roomfor judgnment
here.

Q Hi gher than what kind of risk?
Busi ness risk? Financial risk?

A Total risk. The investor is
only concerned with total risk and not individua
0091
TQM Panel No. 2
cr-ex (Yates)
pi eces of risk.

Q The result of your changes this
time around is also to ---

Perhaps | should phrase it this way:
Anot her result of the changes in your nethodol ogy
this tine around is to give the Ri sk Prem um Test
or the Risk Prem um nethod nmore wei ght than | ast

time?

A Yes, sir, effectively. | have
essentially replaced one Ri sk Prem um Test by
anot her.

Q But you actually have two Ri sk

A That is correct. Even though
show the results of the Energy Conpany Ri sk
Premi um Test, | do not include themin the

Summary, because those results are unreliable.

Q You di scarded t hem because they
were irrel evant ?

A No, they were too high and
unr easonabl e.

Q And t herefore you consi dered
themto be irrel evant.

I think that is what you told ne.

A | considered that no wei ght

0092

TQM Panel No. 2
cr-ex (Yates)
shoul d be placed on those results.

Q So in this "Sumary of Results”
on page 49, you have the range appearing here --
which is a change which you have al ready
explained. It is the first tine that you used the

I
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| range. Yes?
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A That is correct.

Q And then you have a m dpoi nt,
which is the last columm on the "Sumrary of
Resul ts" table. Right?

Q Havi ng determ ned the nidpoints,
what you do, as | understand it, is to truncate
t he hi ghest and | owest nunbers. Right?

Q And if we | ook at the "m dpoint"
colum, we have seven nunbers, starting with
Conpar abl e Earni ngs and goi ng down to DCF
I ndustrials; and the "average", which appears on
the eighth line, is the average of those seven

Yes?
A Yes, sir
Q And the "truncated average" then

is the average of five of the seven above nunbers,

being all of those except the highest and | owest?
0093
TOM Panel No.
cr-ex (Yates)

A That is correct. You sinply
conpute the mean by renoving the | ow and the high
esti mat es.

Q And the "truncatees", if | can
call themthat, in this "m dpoint" colum are the
DCF Telco's at the low end. Correct?

That is the first "truncatee"?

A. Yes, sir. The 12.82

Q And the "Risk PremumU. S. Gas"
is at the high end, the 13.74?

A That is correct.

Q And so it gets truncated as
well. Yes?

A Yes, sir

Q And | think you nentioned a few

nonents ago that one of the reasons that you did
this U S Gas Uilities Ri sk Prem um Test was
because there was -- as | think your phrase was --
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sone added insight fromthat?

A Two reasons: Nunber (1), it
gi ves the Board sone additional insight on the
ri sk prem um technol ogy; nunber (2), there is a
greater degree of integration between the Canadian
and the U.S. capital markets and economies in the
| ast two years, for reasons that | discussed in mny
0094
TQM Panel No. 2
cr-ex (Yates)
Test i nony.

Q But this "added insight" is
truncated out, at |east on the "m dpoint" colum?

A As a practical matter, yes.

Q One of the tests that you use,
and which is the first test on this table, is the
Conpar abl e Earnings Test. Right?

A Yes.

Q As | understand your testinony,
you did that for an 18-conpany industrial sanple.
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| A. That is correct. A sanple of
| low risk industrials.

|

| Q This is what you tal k about at
| page 227
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A. That is correct. | describe the
"risk filters", or how !l arrive at a sanple of
lowrisk industrials.

Q Am | correct in understandi ng
that your filters are different this year fromthe
| ast time around?

A I do not believe the spirit of
the filtering process is any different, no

Q I did not ask you about the
"spirit"; I was focusing on what | understood to
be the sanple in 1990, for Conparabl e Earnings
0095
TQM Panel No. 2
cr-ex (Yates)
pur poses, being sonmewhat |arger than the 18 that
you used this tine around.

A. The construction of the filter

is the same. The compani es, of course, that comne
out of the filter do differ.
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If we were to redo the filter again
today, possibly a different sanple of conpanies
woul d energe. The econony is dynanmic and fluid:
conpani es drop out, others get deleted, others are
restructured, other conpani es nake the screening
criteria.

So it is a very dynamic thing that
changes fromyear to year

Q But the operation of the filter
resulted in 18 conpanies this tine as opposed to
27 companies last time. Right?

A That is correct. W are
steadily | osing observations in the Canadi an
environment -- which is kind of disturbing --

clearly for reasons of restructuring and
bankruptci es and acquisitions. The populationis

beconmi ng smaller and smaller. It is becom ng
pretty tough to conme up with a sizable sanple of
lowrisk industrials in Canada -- a | ot tougher

than it used to be several years ago.
0096
TQOM Panel No. 2
cr-ex (Yates)

Q On page 22 of your Evidence you

indicate that if you renove four of the 18 from

your sanple -- these being real estate and

financial institutions -- then the average return

on equity rises. Right?

A That is correct. |If you renove
those conpanies that are the nost dissinmlar to
utilities, in the sense that they are not
capital -intensive -- they are financial
institution types of conpanies -- the nunber
becomes a little higher.

Some people do the sane thing up
front. They just sinply disqualify fromthe
sanpl e any financial institution, which is quite
accept abl e.

Q But what you do when you do this
di squalification process is you use it to
establish the range. Right?

Q And with all 18 in this sanple,
the range that you come up with on page 22 is
12.92 per cent?
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I should not say the "range". The
group of 18 low-risk companies are indicated to
have experienced a nmean return of 12.92. Right?

A That is correct. On line 12 of
page 22, the pure Conparable Earnings result is
12. 92.

Q If you take out the four rea
estate conpani es and financial institutions, that
is where you get the 13.36 figure on line 18.
Yes?

A Yes, sir

Q You think that is upwardly bi as,
t hough, the 13.36. Right?

A Yes. Right in the next line,
starting on line 18, | nention that there is a
potential upward bias of these results to the
extent that there is a profit decline in 1991 that
is not reflected in the ten-year average.

Of course, that is no |onger a
specul ation; that indeed did happen.

Q Is the 12.92 upward biased too?

A Yes, sir. Both of them |If you
redo the current filter exactly the same way but
you include 1991 results, the 12.92 that you see
on line 12 becomes 12.78.

Do you want nme to repeat that? On
line 12, the pure Conparable Earnings result, if
you include 1991 financial results, that average

becones 12. 78.

Q To get to this 12.78, Dr. Morin,
do you elimnate the first year of your ten-year
peri od?

A That is correct. | sinply nove
forward one year. | elinmnate the starting point,
which is 1981, and | move forward another year and
| add 1991. So those would be the results for the
period 1982 to 1991

Q The sanme conpani es?

A No, sir. The sanme filter
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Q What is the change in the
conpani es? Who gets through the filter ---

Well, let me leave it at, "Wat is
the change in the conpani es?"

A A lot of the same conpanies
survive. It is not exactly the sane sanple. |If

you were doing the same filter in exactly the sane
manner, the conpanies that energe fromthat filter
are slightly different than that set, in the same
way that in 1990, you have a different set of
conmpani es than you have in 1992

As you do redo the filter, the
makeup, the conposition of the group changes
because of the dynami cs of the Canadi an econony.
0099
TQM Panel No.
cr-ex (Yates)
Q When did you do this analysis
that cane up with the 12.78?

A Approxi mately two weeks ago.

Q Are you able to provide us with
the docunmentation that supports the 12.78?

A Yes, sir. | will gladly give
you Exhibits RAM2 and RAM 3, which are the exact
clones of RAM2 and RAM3 in this Testinony,
si nply updat ed.

Q Can you tell us today how many
changes there are in the sanple conpanies in your
new study?

A. Yes, sir, | can. The surviving
set of conpanies -- and we are talking industrials
now. There are 17 conpanies ---

Let me go back one step

Let's go to RAM3, which is the guts
of the Conparabl e Earni ngs Test.

In Exhibit RAM 3, M. Chairman, page
2 of 2, the first colum of nunbers is the
ten-year average return on equity, and at the
bott om you see the 12.92 that we are talking
about .

If you replicate this exact process,
you have 17 conpani es instead of 18 conpanies; and
0100
TQOM Panel No.
cr-ex (Yates)
i nstead of 12.92, you have 12.78. And it looks to
me like the vast nmpjority of the companies survive
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the screen again.
Q How many do not?
A Canpbel | Soup di sappears and

Canada Packers di sappears, because both of these
conpani es no | onger exist.

Q A good reason for disappearance,
| guess.

A CHUM is still there; CT is still
there; Dover is still there.

Q What happened to Canada Trust
and Canadi an General |nvestnments?

A Canada Trust remains; Canadi an
General Investnments di sappears; Dover renmins;
Gendi s di sappears; GSW di sappears; Hawker Siddel ey
remai ns; Labatt and Lobl aw di sappear; Nati onal
stays; Oshawa stays; Scott stays; UAP stays;
United Corp. stays; and Weston di sappears.

So there is a lot of survivorship in
the sanple, in other words.

Q But eight out of the 18 did not

A Approximately. And one or two
new ones appear ed.
0101
TOM Panel No. 2
cr-ex (Yates)
But the inmportant thing, M. Yates,
is not to maintain the conposition of the
conpanies; it is to maintain the rigorous risk
filtering screens that are applied. It is to do
the same thing over and over again. That is the
acid test, beyond this sanple.

Q You woul d need seven new ones
then, | take it. |If you started at 18 and | ost 8,
and ended up at 17, you have to add seven. Yes?

A Yes. | have not done the exact
conput ati on, but maybe by tonorrow norning, if |
gi ve you the exhibits today, we can talk about it
in nmore detail.

Q Al right, let's do that. Do
you have the exhibits with you now?

A Yes, | have the updated RAM 3.
I will have to nake sone copies and give it to you
after the break.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
|
I
|
I
|
| survive?
|
I
I
|
I
|
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

68 of 103 2/14/00 12:40 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 1 file/l/CYdrew/docsRHA492v0L.htm

Q Do you have an Updated RAM 2, as
wel | ?

A Yes, it is the sane thing.
RAM2 is the entire sanple, including utilities;
and RAM3 is sinply a segregation of that sanple
into a regul ated group and an industrials group
So RAM3 is the driver
0102
TOM Panel No. 2
cr-ex (Yates)
Q Did all of the utilities on page
1 of RAM 3 survive?

A | believe they did. Let ne
verify.

The only one that disappeared is,
obvi ously, Union Energy, since it no |onger exists
as the same entity that it did a year ago.

So you have the sane sanple nmnus
Uni on Energy.

Q So you now have 12?

A. That is correct. So the screen
is pretty robust.

Q Di d anyt hi ng happen to RAM 11 in
this process?

A Yes. RAM 11 is the sane set of
conpani es, for reasons of consistency, as was used
in the Conparabl e Earnings Test. You do not want
to change your sanple. W are just performng
anot her test, but on the same sanpl e of
conpanies. So the sane would be true for RAM 11.
And | have al so those updated results.

Q You have a new RAM 117
A An Updated RAM 11, yes, sir.

Q Di d Canadi an General I|nvestnents
get punted from Updated RAM 117?
0103
TQM Panel No. 2
cr-ex (Yates)
A That is correct. Canadian
General Investnents is no longer in the sanple for
DCF pur poses.

Q And Gendi s?

A. Gendi s has al so been discarded
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Q Labatt...?

A. Di scar ded.

Q Lobl aw. .. ?

A Lobl aw did not make the sanple.
Q That neans di scarded?

A. Excuse ne?

Q That neans di scarded?

A Yes, sir.

Q Weston...?

A That has al so di sappeared.

Q Any ot her compani es?

A No, | believe those were the

sane ones that we discussed earlier with the
Conpar abl e Earni ngs Test.

Q Does RAM 11 still have 14
conpanies in it?

A It now has 16 conpanies. |[If you
will recall fromny Testinony, for Canada Malting

and Canada Packers we could not conduct a DCF test
because these conpani es were no | onger
0104
TOM Panel No. 2
cr-ex (Yates)
publicly-traded stocks.

Q So you got rid of five and added
seven in RAM11. Is that right?

A That is correct. The
conposition did change slightly.

Q Are there other exhibits that
you have done the sane thing to, Dr. Morin?

A The only other exhibits that
wer e updated that do change with tinme would be the
DCF anal ysis performed on Telco's, which is
RAM 10, pages 1 and 2.

OQbvi ously the conpani es renmi ned the
same here. W are sinply using fresher stock
price information.
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Q Do you have those for filing,

too?

A. Yes, sir. | will give themto
you.

Q After we adjourn today?

A Yes, sir

Q Let's go back to page 22 of your
Evi dence as it has been filed so far. W were
tal ki ng about the 18 industrials and then the
truncation fromthat sanmple of four real estate
conpani es and financial institutions.
0105
TQOM Panel No. 2
cr-ex (Yates)
Do you renenber that?

A. Yes, sir, | do.

Q And we were tal king about the
upward bias in the nunbers. That is what got us
| aunched on the 12.78 and the anended RAM 2 and
RAM 3. Right?

A Yes. In June 1992, of course,
did not know the extent of the bias, but | did
surm se or speculate on its magnitude. | thought
it would be about 40 basis points. | was a little
bit pessimstic on that bias. It turned out to be
nore |ike 20 basis points.

Q If we are dealing with the 40
that is actually in your Evidence, that is how you
get to the range of 12.52 to 12.96

Ri ght ?

A That is correct.

Q And the | ower end, the 12.52, is
all 18 conpani es; and the upper end, the 12.96, is

14 conmpani es, adjusted for your 40 basis points,
bei ng what you then thought was the upward bi as.

Ri ght ?
A Yes, sir
Q Then you put those results on to

page 49. Right?
0106
TQM Panel No. 2
cr-ex (Yates)

Perhaps | should say that you
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"intended to put those results on to page 49"

A It was a typographical error
that was corrected in one of the replies to an
I nformati on Request.

On line 17, on page 49, the 13.36
shoul d have been 12.96. The conputati on was
neverthel ess correct. It was a typographica
error. So page 49, line 17, the 13.36 should have
been 12.96. This was pointed out in answer to one
of your interrogatories.

Q It was actually in response to
one of the Board's interrogatories, Dr. Nbrin.

I would ask you to get in front of
you Question No. 23 fromthe Board, which is in
Exhi bit B-9.

A. Yes, | have it.

Q You see that the request is to
"provide a narrative expl ai ni ng why the upper
range of the Conparabl e Earnings results was not
adj usted by the 40 basis points as was the |ower
end to reflect 1991 financial results".

A Yes.

Q And | take it from what you have
said earlier that there was a typographical error
0107
TOM Panel No.
cr-ex (Yates)
on page 49 and that the nunber 12.96 shoul d have
been there?

A That is correct.
Q Now, the typographical error is
in fact not corrected on the Response to Question

23. Isit?

A No. | amformally correcting it
now.

Q So the "Conparabl e Earni ngs”
line on the Response to Question 23 should say
"12.52 to 12.96". Right?

A. That is correct.

Q And the mdpoint of that is not
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in fact 12.94, is it? It is 12.74?

A 12.74. Thank you, M. Yates.
Your royalty rate is steadily increasing here!

MR. YATES: Maybe | will get two
copi es of the book.

Q Let ne see if | understand what
you have done here in this Response to Question

23.

Wth these two corrections, this
Response to Question 23 is really the corrected
version of the "Summary of Results" which was on

page 49.
0108
TQM Panel No. 2
cr-ex (Yates)
Ri ght ?
A. Yes.
Q Am | correct that if we | ook at
the "midpoint" colum now -- let ne back up a
coupl e of steps here, to make sure that | have
this right.

with this "Summary of Results" is that you have
cal cul ated an average and a truncated average for
each col um?

A. Yes, sir, that is correct.

Q And if we | ook at the "m dpoint"
colum, we had an average whi ch was of the seven
val ues shown in that colum. Right?

A Yes.

Q And then you had a truncated
average, which was of five of those val ues shown
in that columm, |eaving aside the highest and the
| owest ?

A That is exact.

Q The highest is the "Ri sk Prem um
US Gas". Right?

A Yes.

Q And the lowest -- until we nade
this correction on the Conparabl e Earnings Test --
0109
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was the DCF Telco's at 12.827
A That is correct.

Q But now that we have corrected
t he Conparabl e Earni ngs nunber to 12.74, it is the
one that gets truncated. Right?

A That is correct.

Q So that the effect of your
truncation is to elimnate any wei ght what soever
to the Conparable Earnings Test. Yes?

A Whi ch will please sone pundits
i mensely. Yes, that is the mathematical result

Q Does it please you? O does it
gi ve you heartburn?

A It does not do anything for nme.
It is so close to the average that it really does
not disturb me at all.

Q In Colum 1, you have done the
same sort of process where you do the average of
all seven values and then you do the truncated
average of five values, having elimnated the
hi ghest and | owest. Right?

A Yes.

Q And t he highest that you would
truncate in the first colum, which is the | ow end
of your range, would be again the U S. gas

utilities?

A That is correct. And the DCF
Tel co's.

Q DCF Telco's is the | owest?

A Yes.

Q And in colum (2) you do the
sanme thing, except this is for the upper end of
your range?

A That is correct.

Q By "the sane thing", | nean that
you follow the sanme process?

cr-ex (Yates)

0110
TOM Panel No.
cr-ex (Yates)
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A Yes. It is the same conputation
fromcolum to col um.

Q But in the upper end of the
range you get rid of or you truncate the Enpirica
Capital Asset Pricing Mddel as the highest. Yes?

A Yes.

Q And you truncate the Capital
Asset Pricing Mddel as the | owest?

A. That is correct.

Q Except if you did it with the
ri ght nunbers for the Conparabl e Earnings Test, in
whi ch case the 12.96 that we put in at the top of
the colum woul d be the one that went?

A Wth the amendnent, that woul d
0111
TOM Panel No. 2
cr-ex (Yates)
be the effect. The Conparabl e Earnings result
woul d di sappear from the conputation of the high
end of the range.

Q Do you have the correct nunbers
for the average and truncated average in the high
end of your range colum, or not?

A No, | do not. Can you give them
to ne?

Q I cannot do it that fast.

As | understand it, then, depending
on which colum you | ook at, you, through your
truncation process, could elinm nate four of your
tests fromthe result.

Have | got that right?

A Not really. You have to | ook at
this table as a package deal

Q We can do that in a m nute.
amtrying to follow it through here

In the first colum -- the | ow end of
your range -- you elimnate the risk prem um of
U S. gas utilities and DCF Telco's; in the second
colum you would elimnate the Enpirical Capita
Asset Pricing Mddel and the Capital Asset Pricing
Model , except with the correction that it is now
the Conparabl e Earnings Test; and then in the

0112
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TOM Panel No. 2
cr-ex (Yates)
final colum, it would be the Conparabl e Earnings
Test and the DCF Tel co's.

Yes?

A No, | believe for the m dpoint,
it is the "Risk PremumU. S." that is the highest.

Q You are right, that is the
hi ghest one; and the Conparabl e Earnings Test is
the lowest. Right?

A That is correct. If you |look
colum by colum, that is the effect.

Q And what happens to this with
your anended exhibits that you were telling ne
about a few nmi nutes ago?

A In other words, if | were to
replicate the answer to No. 23 with the new
results?

Q If you were to give the Summary

on page 49 of your Evidence with the new results.
It looks to me Iike Question No. 23 is kind of an
interimstep now.

A That is correct. The bottonline

-- if you want to get directly to your

destination -- is that the 13.29, which is both

the average and truncated average of all the

results of all of nmy tests, is much closer to 13,
0113
TQM Panel No. 2
cr-ex (Yates)

which is the basis for my update when | was sworn

in, when | decided to anend ny recommendati on to

13 per cent.

The grand average is nmuch closer to
13. | think it is 13.03.

I will give you that tonorrow
norni ng, or tonight, as well.

Q What do you nean by the "grand
average"?

A The 13.29 that you see in the
bottom ri ght-hand corner |abelled "Average" and
the 13.29 that you see al so under "Truncated
Aver age", these nunbers, with the new results, are
13.03 and 13.01; sonething of that nagnitude.
Let's just round it to 13.
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Q When you say "grand average",
you mean average as opposed to truncated average.

Is that right?

Q So what you will now provide is

an updated summary of results to replace the one
whi ch appears on page 49 of your Testinony and
whi ch forns the basis of the downward adj ust ment
in your recommendation to 13 to 13 1/4. Yes?

A Yes. If you want me to provide
it, I will provide it for you
Q I do want you to provide it,

Dr. Morin.

We have tal ked about the changes in
the Conparabl e Earni ngs sanple and results, and we
have tal ked about the changes in the DCF sanple
and results.

Do you have new results for your
Capital Asset Pricing Mddel or Risk Prem um or
Enpirical Capital Asset Pricing Mdel?

A Yes, sir. That one is very
strai ght f orwar d.

Q Is it as a result of the
declining interest rates that you end up with
different results for those?

A Strictly because of that. |If
you go to page 49, and | ooking down at the Master
Table ---

Q This is the one entitled
"Summary of Results"?

A That is correct. |If you | ook at

Line 20 and Line 21, instead of using a long-term
Canada yield of 9.0 per cent, | used a long-term
Canada bond yield of 8.75 per cent -- which,
incidentally, is what they are yielding today --

and the net result is to | ower the CAPM esti mates
by clearly 25 basis points.

The same thing occurs on Lines 18 and

0114
TOM Panel No.
cr-ex (Yates)

0115
TOM Panel No.
cr-ex (Yates)
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19, where the Risk Premiumresults are | ower by 25
basi s points because TQV s borrowi ng cost, instead
of being 10 1/4 per cent, is now in the order of
10.0 per cent. The net result is to |lower the

Ri sk Premiumresults by 25 basis points.

Q Let ne be sure that | understand
what we are going to get here. W are going to
get a new "Summuary of Results", which you call the
"Master Table" on page 49?

A Yes. | will replicate the table
on page 49 with the anmended results.

Q And we are going to get a new
RAM 2.  Yes?

A. That is correct, which drives
RAM 3.

Q So we are getting a new RAM 3.
And we are indicating a new RAM10 and a new
RAM 11. Yes?

A. That is correct.
Q Anyt hi ng el se?

A No. Everything else renmmins the
sane.
0116
TOM Panel No. 2
cr-ex (Yates)
Q Am | correct in understandi ng
then that where we really are is where you thought
you mi ght be when you wrote the answer on page 50,
in that we have substantial changes that have
occurred between June 1992 and you are going to
provide us with a formal update which will be
conprised of these various sunmari es and schedul es
whi ch you are going to file for us.

I's that right?

A I will gladly do that for you.
I will give you the summary table and the exhibits
that you and | agreed do change with the updated

resul ts.

--- UNDERTAKI NG (TQM Panel No. 2):
To provide update "Summary of Results”
to replace that which appears at page
49 of Prepared Direct Testinobny, as
wel | as updated RAM Exhibits 2, 3, 10,
and 11.

780f 103 2/14/00 12:40 PM



NEB/ONE-Hearing Transcript-Transoription daudience-RH-4-92-Valume 1 file///CYdrew/docsRHA492v0L.htm

MR. YATES

Q Do you have your response to the
Informati on Request of the Canadi an Associ ation of
Pet r ol eum Producers?

A. Nunber...?

Q The exhibit is nunmber B-13.
0117
TOM Panel No. 2
cr-ex (Yates)
suppose | should not call it your Response. It is
the Response of TQM But nost of it | think is
your materi al

Do you have that?

A Not yet. \What nunber, M.
Yat es?

MR. YATES: Question 10. 3.
A. Yes, | have that.

Q This is where CAPP asked you to
provi de the dividends per share and earni ngs per
share data for each conpany on a year-by-year
basi s?

A. Yes. Those were the tables that
wer e provided.

Q M. Leclerc spoke about the
Response to Question 10.3 earlier. That was
before you arrived in the Heari ng Room
Dr. Morin. He indicated that on the page which
shows exhibit RAM 11 and divi dends and then
earni ngs per share, on sone of the copies the 1991
nunbers for dividends, 1977 to 1991, were |eft
out, and on others they were not.

Does your copy that you have in front
of you have the 1991 numbers on it?

A Yes, it does. You nean because
0118
TOM Panel No. 2
cr-ex (Yates)
of the photocopying?

Q I don't know. The copy which
had did not have it on there. So | guess | was
one of the unlucky ones.

You have one that has a col um
"1991", the top nunber of which is $35.28. Yes?
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A I have the response to 10.3, the
second page. That is correct, the upper nunber is
i ndeed 35.25. | have that.

Q This relates to Exhibit RAM 11.

Yes?

A Yes, it does.

Q Since you are revising RAM 11,
will you be revising this Response as well?

A. No, sir. These are the raw
di vi dend nunbers.

Q The question related to ---
A But Canadi an General |nvestnents
does not nmake the new filter.

Q That is what | was going to ask
you about. We have been tal ki ng about the changes
to RAM 10 and RAM 11. This question No. 10 from
CAPP related to Exhibits RAM9, 10 and 11.

I am presuning that if you change the
exhibits, you are going to change the nunbers
0119
TOM Panel No.
cr-ex (Yates)
whi ch support the exhibits which are in your
Testi nony.

I's that presunption correct?
A Not quite correct.
Q What is correct?

A The growth rates that are
enpl oyed in ny DCF Tests are drawn directly from
FRI information services, which in turn depends on
the Financial Post database. | did not conpute
the growh rates with the raw dividends or the raw
earni ngs per share. That was already performed by
FRI. | extracted the growth nunbers directly. So
I did not need those raw di vidends nunbers that
you and | are tal king about right now.

But clearly, if the nenmbership of the
| ow i ndustrial group changes, that wll
correspondi ngly change the course of the response
to that exhibit.

Q You have a number of conpanies
that were in the original RAM11l ---
A That is correct.
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Q -- that are no |longer there, and
you have a nunber of conpanies that were not in
the original RAM11 that are there in the new
one. Yes?
0120
TOM Panel No. 2
cr-ex (Yates)
A That is correct. And | wll
change that Response correspondingly.

Q Thank you.

On this line for Canadi an Genera
I nvestnments, do the nunbers look a little strange
to you?

A Yes, they do. They |ook very,
very strange.

Q The strangeness starts in 1984,
when t he dividends of 1983 of $2.99 go, in 1984,
to $27.35. Yes?

A. Yes. Very strange.

Q Do you have an explanation for
this, or not?

A No. | would have to ask the
Fi nanci al Post database to see if there is a
di screpancy in their nunmbers. But | did not use
those nunbers. | used the raw growth rates that
wer e published by FRI

Q But in any event, Canadi an
General Investnments is one of the ones that gets
punted from your new RAM 11. Yes?

A Yes. And that would appear to
be fortunate.

Q Let's tal k about the Capital
0121
TQM Panel No. 2
cr-ex (Yates)
Asset Pricing Model for a nmoment, Dr. Morin. You
tal k about this at pages 28 and followi ng in your
Test i nony.

A Yes. The best place to see it
is on top of page 29, with that box there.

Q You tal k about this CAPM not
only in your Evidence but in your book. Right?

A Yes. | do talk fairly
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extensively about CAPM yes. Mst textbooks in
fi nance devote extensive discussion to this
paradi gm of nodern finance

It is sort of like "perfect
conpetition" in econom cs.

Q You mean you assume the
assunmabl e and then analyze it?

A The problemw th econonmists is
that they assune 99 per cent of the probl em away,
as we all know.

Unfortunately, in finance, and in
these proceedi ngs, we do have to put some reality
and some nunbers and practicality into the
i mpl ement ati on of those nodels.

Q When you are tal king about the
CAPM i n your book, you talk about the fact that it
dwi ndl ed in popularity after 1981. Right?
0122
TOM Panel No. 2
cr-ex (Yates)
A Yes. It seens to wane in and
out of popularity, depending on the answers that
it produces.

I recall in 1981 and 1982, when the
risk-free rate -- in other words, the long-term
bond yield -- was very, very high, it did provide
unreasonably hi gh estimates.

Q That is what you say in your
book. Right? You say that it has "dwindled in
popularity partly because it yielded unreasonable
estimates of equity costs"?

A That is also correct.

Q I am | ooking at page 197, if you
are able to followit.

A | renmenber the book very well

Q You have it nenorized.

Essentially, it dwindled in
popul arity because the results were such that sone
anal ysts would do what you did with certain of
your analyses in this case, they would discard it
as being unreasonable. Yes?

A Yes. And that, in turn, stenmed
fromthe fact that people were using the wong
risk-free rate proxy in the nodel. They were
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using short-termtreasury yields as a proxy for

0123

TOM Panel No. 2
cr-ex (Yates)
the risk-free rate.

If you will recall, in 1980, 1981 and
1982, the short-termrates were astronom cal
which in turn produced very, very high estimates
of equity costs.

Since 1984, practitioners and
academ cs have had a tendency to use |long-term

rates -- which are nore stable, which are |ess
volatile -- as proxies for the risk-free rate, and
the results of the CAPM are nmuch nore reasonabl e
si nce.

Q When you tal ked about the
dwi ndl i ng popularity, you said it was also partly
in response to the "academ ¢ community's grow ng
di senchantnment with it, challenging its veracity
on both conceptual and enpirical grounds”
Correct?
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That is why, in ny Testinony, and in
text books and in practice as well, one tends to
0124
TOM Panel No. 2
cr-ex (Yates)
conpl ement the CAPM with the enpirical version of
the CAPM to countervail sone of those frailties.

Q W will get to that in a

mnute. | amjust trying to understand the
frailties of the CAPM or "CAP M', as | think you
called it.

When you say in your book that the
academ ¢ comunity's "growi ng di senchant ment
resulted in challenging the CAPM s veracity on
conceptual grounds", what did you nean?

A Acadeni cs wondered why the node
did not work absolutely perfectly in predicting
returns. They went to the raw assunptions of the
nodel, and they thought they were a little bit
unrealistic, |ike nost assunptions of nost
nmodel s. They chal l enged the idea of, for exanple,
a market proxy that only | ooks at stocks and does
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not | ook at nortgages, or short-term securities,
or corporate bonds; they chall enged sone of the
raw assunptions of the CAPM one of them being

that all investors believe in fairly consistent
prospects on the part of conpani es.

The consensus was that sone of these
assunptions were a little bit unrealistic, and
they began to relax these assunptions and come up

wi t h amended, expanded, or refined CAPMs, or
versions of the CAPM

As a practical matter, all of these
refined CAPMs essentially look |ike the enpirical
CAPM t hat | used.

Now, as we speak, the CAPMis slowy
bei ng replaced with sonmething called the APM -- or
the Arbitrage Pricing Mddel -- which is becom ng
the fundanental paradi gm of financial theory.

Unfortunately, for our purposes here

in this proceeding, the APMis still in the
process of being devel oped. | do not know of any
witnesses in North Anerica -- yes, there is one

that has used it in the United States. But it is
not sufficiently devel oped to sinply throw out the
CAPM and replace it with the APM

Q Wo is the one who has used it?

A. Excuse me...?

Q Who is the one who has used the

APM?

A There is a professor at the
University of Indiana -- his nane is Charles
Li nke, L-i-n-k-e -- who has testified numerous

times in the United States, who is a proponent of
a nmet hod which he calls "Spanning Portfolios".

What he does is he devel ops a set of conpanies,
like my RAM 11, whose portfolio properties mmnic
that of TQM for exanple.

The conceptual background behi nd t hat
model is the Arbitrage Pricing Mdel, and we use
the acronym APM for that.

He is the only one, to nmy know edge,
that has used APMin regul atory settings.

TOM Panel
cr-ex (Yates)

TOM Panel
cr-ex (Yates)
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It would not surprise ne that in a
year or two this Board m ght even see the APM
before it for consideration.

Q Are you an APM fan yoursel f?

A Yes, conceptually | am But we
still have some operational bugs to work out. W
still are searching for the three or four factors

that affect cost of capital.

There is a lot of research -- very
much the same as the research on the CAPMten
years ago -- that is going on in journals with the
APM  We are alnost on the verge of naking it
practical -- but not yet.

Q | take it fromthe way that you

have di scussed the criticisnms of the CAPM you do

not include yourself within the acadenic community

whi ch you refer to on page 197 of your book?
0127
TOM Panel No. 2
cr-ex (Yates)

A I myself have published several

articles in journals which basically confirmthe

findings of these other acadenics, particularly in

t he Canadi an environnent.

Q I wonder if you consider
yourself to be an "academi c"?

A Ch, yes. | am a Professor of
Fi nance at the | argest business school in the
wor | d.

Q That is why | asked the
question. You kept saying "they" in the context
of acadeni cs.

A | definitely view nyself as a
prof essor, and not hing el se.

Q When you tal k about the
"acadenmi ¢ community's di senchantment with CAPM
in your book, were you expressing your own
di senchantment with it?

A. | share sone of the nml content
or discontent of these academ cs.

Q What | was trying to get you to
tell me is what the disenchantnment was. To use
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the phrase in your book, what was the challenge to
the veracity of CAPM on the conceptual ground?
What was the concept that was being chall enged?
0128
TOM Panel No. 2
cr-ex (Yates)
That is what | want to know.

A. Academ cs are al ways | ooking for
the "Holy Grail". W are all |ooking for that
nmodel that is going to explain rate of return and
cost of capital perfectly. O course, that search
still continues. |In that sense, the CAPMis a
maj or, major leap forward in technology. It is a
paradigmin financial theory. But it is still not
perfect. It has given us tremendous insight into
i nvestnents, corporate securities. It is a very
intuitive nodel

If you |l ook at the top of page 29,
that is the nost intuitive statement you can
make. It tries to quantify that risk prem um
But it does not explain reality perfectly -- and
of course no nodel does: DCF does not; Conparable
Ear ni ngs does not; and Ri sk Prenmiumcertainly does
not .

That is why you have to use a variety
of techniques, to try to use each technique as a
cross-check to the other techni que

One of the advantages of the kind of
work that | do is that when you look at all the
answers | get on the Summary Table, they are
pretty convergent, pretty honbgeneous, generally.
0129
TQM Panel No. 2
cr-ex (Yates)
I don't know if | am answering your
question, but I think | am

Q One of the problens with the
CAPM t hat you perceived in your book is that the
"i npl ementati on problens are form dabl e".

Ri ght ?

A Yes, sir. On line 6 of page
129, you need proxies for three things: the
risk-free rate, beta, and the thing that is in
brackets there, which we call the market return,
the excess narket return.

We need to find proxies in the rea
world to come up with those three quantities.

Li ke any nodel in finance, everything
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is expectational, everything is prospective,
everything is forward | ooking. And all we have is
historical data. That is the eternal problem of
finance: we are always trying to find proxies for
expectations. This is no exception.

Q And was it because of these
probl ens that you perceived with the CAPMthat |ed
you to the enpirical CAPM process?

A. That is correct.

Q When | asked you whet her the
Empiri cal CAPM was your favorite, if somebody put
0130
TQM Panel No. 2
cr-ex (Yates)
a gun to your head, | think you said that it would
be that one and the CAPM equally.

Do | recall that correctly?

A Yes. The other techniques are
pretty antiquated. Even Conparable Earnings is
not sonething you see in a textbook. DCF is not
sonet hi ng you see as the prem er techni que of
estimating cost of capital in nodern finance, or
in practice for that matter. Corporate practice,
academ a, textbooks, are very much CAPM ori ent ed,
in the same way that econonmics is very much
"perfect conpetition nodel"-oriented. It is the
same thing in finance.

Therefore, as a contenporary
academic, | amnore in tune with the CAPM
framework. And do you know why? It is because it
makes risk explicit data, and that is a very nice
feature.

Wth the other nodels, risk is the
invisible thing that is sonmehow buried in stock
price sonmewhere. No one ever sees it, or snells
it, or touches it.

The reason | |ike the CAPM and the
reason why it is intuitively pleasant to
professors and practitioners, is because it nakes
0131
TQM Panel No. 2
cr-ex (Yates)
risk explicit and not inplicit.

Q Let's tal k about betas, then.
Starting on page 35, when you are tal king about
Enmpiri cal CAPM estimate, you di scuss the problens
with CAPM and that is really what gets you into
the use of betas. Right?
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A No, that is not correct. Even
inthe CAPMitself -- you and | were just on page
Q I was | ooking at page 37

specifically, Dr. Mirin. That is where you talk

about the sinple version of the CAPM not providing

an accurate description, et cetera.

A I think we are confused here.
You need a beta, whether you are a CAPM proponent
or an enpirical CAPM proponent. You need a beta.

Q Are you one or the other, or
bot h?

A I am using both nodels.

Q So you are a proponent of both?

A Yes. | think the Board shoul d

| ook at all the evidence before it, including both

of these nodels.

Q Go ahead. Sorry | interrupted

you.

A You do not use the Enpirical
CAPM because you have a problemw th beta. You
need to come up with a risk estimate of beta in
ei ther case.

Q You use the enpirical CAPM
because you have a problem wi th CAPM?

A That is a nuch better way of
putting it.

Q And then you get into a
di scussion in your Evidence about betas when you
are tal king about the Empirical CAPM

Do | understand that correctly?

A | get into the inperfections of

the CAPM and, therefore, the need to use an
expanded CAPM that is correct.

Q And that is when you start
tal ki ng about beta as a risk neasurenent?

A I think beta starts way before

that. Beta is just a risk neasure.

Q In any event, beta is a
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measurenent of the relative volatility of a
particul ar stock as against the market as a
whol e.

Do I have that right?

A Yes, you have that right.
0133
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Q And the market beta, by
definition, is 1.07?

A That is correct.

Q And the theory, as | understand
it, is that beta values over time will tend
towards 17

A That is not quite correct. |If
you nmeasure beta with historical data -- going
back five years -- there will be a natura
sanpling error. You will tend to understate | ow
beta securities and overstate the beta of high
beta securities.
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| If we are trying to nmeasure the
| average age in this roomhere and we take a
| sanple, we will tend to, unfortunately, understate
| the age of the younger people and overstate the
| age of the ol der people.
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It is the same thing with beta.
There is a statistical sanpling bias by which or
from which beta tends to be understated.

Nunber 2, there is also a natural
econom ¢ trend towards maturity. Just |ike human
beings tend to mature, conpanies also tend to
mature, through their investnent decisions, their
financi ng decisions, their corporate dividend
0134
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deci si ons, and we have to correct for that also.

This is why nost practitioners, and
i nvest nent services, and npost professors, and nost
people in this field, adjust the beta for that
trend, or that tendency.

Q Am 1 correct in thinking that
what you have indicated is that measured betas are
what nove towards the nean?

We are tal king about the regression
towards the mean -- which is a concept which |
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t hought | understood. But naybe | do not.

A Hi storical betas -- or what is
commonly called "raw betas" -- are estimated with
error. W just discussed that.

And nunber 2, there is a tendency for
corporations to mature

These two factors, conbined, result
in the fact that we have to adjust for both these
tendenci es, by adjusting beta towards 1.0. |
refer to this as "adjusted beta".

This is what investors do and rely on
and di scuss routinely in nost textbooks.

Q And putting it sinplistically,

would | be correct in saying that, in theory, if a

beta is higher than 1.0, it will tend to adjust
0135
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downward; and if it is lower than 1.0, it wll

tend to adjust upward?

A I think that is a good way of
putting it. Just |ike human bei ngs, corporate
extrenmes tend to get corrected

Q Has it been determ ned
enmpirically that beta values tend to regress
towards the mean?

A Yes, sir. This is a very
wel | -docunment ed enpirical trend, which is
di scussed in nost investnent and corporate finance
t ext books.

Q Can you explain to ne how it has
been determ ned enpirically that beta val ues tend
to regress towards the nmean?

A Yes. Again, very broadly, by
goi ng back to the future. You take a given
five-year period, you estimate its beta, and then
you | ook, five years later, at what actually
happened. And you keep repeating that "going back
to the future" process and you adjust for the
trends that you find. This is the way Merril
Lynch went about it, and so did Val uelLi ne.

In a nutshell, M. Yates, the best
way of putting this is that a |ot of professors
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have witten articles, and they have said: Wat is
the best predictor of future beta?

And the only way that you can do that
is by "going back to the future". Ten years ago,
you estimte a beta and you |l ook, five years
|l ater, at what actually did materialize. And you
replicate that process

The end result of that literature is
that the best proxy for future beta is the
adj usted beta that | discuss in ny Testinony.

Q But what you have done in this
process is that you have observed that the val ues
below 1.0 in Period One tend to be closer to 1.0
in Period Two. Fair?

A. That has been noticed in sone of
the enpirical studies.

Q And simlarly, the values above
1.0 inthe first period will tend to be closer to
1.0 in Period Two?

A That has been observed in the
enpirical studies. It is not sonmething that |
have done. | have sinply taken adjusted betas,
because that is what everybody does -- or should
do, | should say.

Q Wuld it be fair to say that
0137
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sone val ues which are quite properly well above
the average ---
When | say "quite properly", | nean
because of the high relative risk

-- sone values which are quite
properly well above the average in the first
period could be found in the sane region in the
second?

A Yes. Typically, conpanies that
are in very high risk categories will tend to stay
there for a while.

Q Is that also true on the other
side? Is it true that sone values which are quite
properly, because of low relative risk, belowthe
average in the first period would be found in the
same region in the second?
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A I think it is a fair statenent
that, for exanple, utilities that have betas in
the order of .5, .6, will tend to stay that way,
unl ess they diversify into riskier ventures.

But researchers have observed that

conpani es with very, very high betas -- junior
enmergi ng-growth conpanies -- eventually will take
on nore mature policies and their risk will cone

down towards that of the market.
0138
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Conversely, conpani es that have very,

very low betas -- .2, .3, for exanple -- you find

enpirically that eventually the beta gravitates

towards .5, .6.

So you need to squash the extreme
betas towards the middle of the pack. That is the
upshot of what | am doing here in this Testinony.

Q When you are squashi ng the
extrene betas towards the middle of the pack, what
is happening is that the absolute val ue of the
adj ustment that you nmeke for this
regressi on-towards-the-nean effect is largest for
the extrenely high risk beta values and for the
extrenmely low risk beta val ues?

A. Yes, that is correct.

Q I think you nentioned a nonent
ago that utility conmon stocks are generally
considered to be of relatively low risk

Did | hear that correctly?

A That is a fair statenent, sir.

Betas are of the order of .5 to .6. | would say

that for electric utilities, .5, | would say for

gas utilities, something of the order of .6; and

for telephone utilities, at least in the US., it

is much higher than that; and the same thing wll
0139
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happen in Canada in a few years, follow ng the

enmergence of conpetition in Canada as wel|l.

But for our purposes here, in the
Canadi an environment, betas are of the order
of .5, .6, that order of nmagnitude

Q Did you exam ne the consi stency
over two or nore periods of the beta val ues of
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your utility sanple?

A No, | did not. | depended on
the enpirical literature of Finance. And I
depended on the Canadi an edition of Val ueline,
whi ch publishes betas for Canadian utilities,
whi ch uses the sane procedure that | use.

I am doi ng sonething that is fairly
routine in the field and | did not feel the need
to validate, one nore tinme, the sanme finding.

Q If one were to observe that the
beta values for lowrisk utilities did not regress
towards the mean in a subsequent period, would
that, in your view, be evidence that it would be
i nappropriate to adjust their values to reflect
t hat phenonenon, or not?
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| A No, it would not be. It would

| depend on whether the study was perforned properly

| to begin wth.

| 0140
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| Q Let's say that the study is

| perforned properly and the observation is that the

| data values for the lowrisk utilities do not

| regress towards the nmean in a subsequent peri od.

|
| In that circunstance, would you

| consider that to be evidence that it would not be

| appropriate to adjust their beta val ues?
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A I would have to see the
evi dence: where it was published, the credentials,
and the rigor of the study.

It would be a form dabl e task
because the wei ght of the evidence is certainly
not in that direction.

Q But if the observations
satisfied you that the study was done properly, |
take it that you would accept that that woul d be
evi dence of the inappropriateness of adjusting the
beta values of those utilities.

Yes?

A I woul d have a rough tinme, but
would. If this was a published study and the
general finding was used by the investnent
community, | would. But | certainly have not seen

anything |like that.

Q | understand. Thank you.
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Let's tal k about another subject
close to your heart, the arithmetic and geonetric

nmeans.
DR. MORI N: Do we have to do this
approaching five o' 'clock! Sure, I will talk about
it.
MR. YATES: | am happy to do it

tonorrow, if you would prefer that.

THE W TNESS: I was just being
fanci ful here.

Q Can you give us a one-sentence
definition of the "arithnmetic nean"?

A Yes. If | wanted to conpute the
average age in the room | would add everybody's
age and divide by the nunber of people in the
room

If I want the average rate of return
I sinply add up all of the historical returns over
the years and divide by the nunber of years.

Q So it is the sinple average of
the elenents of the series. Yes?

A Yes, correct. Well put.
Q It is not original

What is your one-sentence definition
of "geonetric nean"?
0142
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A That is a little bit nore
conplicated. It is the equivalent rate of
return.

If ten years ago | put a dollar in
the stock nmarket, and in one year | get 4 per cent
return, the next year | get mnus 16 per cent, the
followi ng year | get plus 21 per cent, et cetera,
and | end up with $1.21 today, the geonetric nean
is the equival ent conmpound rate of that $1, that
will essentially produce the $1.21 versus the $1
that | invested

Q So the geometric mean invol ves
the rate of return conmpounded annually. Yes?
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A It is the equivalent rate of
return conpounded annually on your $1 investnent,
when you are | ooking at a past historical period.

Q Woul d you agree, Dr. Morin, that

the object of the exercise is to determ ne what
constant return would have to be achieved in each
year to have your investment growh equal sone
particular proportion of the return achi eved by
the stock market?

A. No. And that is the crux of the

matter. |If | were trying to do that, if | wanted
some historical perspective on the returns of ny

dollars invested, | would definitely ook at the
geonetric rate of return

But if you are trying to estimate the

cost of capital -- which is what this proceeding
is about -- then one nust utilize the arithnetic
nmean.

| agree with you that to eval uate

performance of an investnent -- a rmutual fund or a
stock market investnent -- you do rely on the
geonetric nean. But not to estinmate the cost of
capital

Q Let's go to page 32 of your
Evi dence, Dr. Morin, line 10

A. Yes.

Q You say that "the geonetric mean

answers the question of what constant return you
woul d have had to achieve in each year to have
your investment growth match the return achi eved
by the stock market".

Is it your position that that is not

the question that this Board should be asking?

A No. This Board is concerned
with the issue of the cost of capital. What is
the appropriate discount rate for future cash
flows that will equate it to the present val ue

today. That is what a stock priceis; it is the
present value of a future flow

If I amtrying to figure out what
rate should | discount a future flowto meke it
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equal to today's prices that | observe in the
stock market, this is clearly the arithnetic
mean.

Anot her way of putting it, that would

help, is that in order to earn the geonetric mean
over a 10-, 20-, 30-year period, you nust earn the
arithmetic nmean in every sub-period

Q Woul d you agree, Dr. Morin, that

you can only earn the geonetric nean if in every
sub-period you earn the arithnmetic mean?

A Yes, | would agree with that.
That is why you use the arithnetic mean for cost
of capital

Q And what you are telling this
Board is that they should set the return in
accordance with the arithmetic mean -- | will stop
t here.

That is what you are telling the
Board, to start with. Yes?

A No, | amtelling the Board
sonmet hi ng nuch | ess anbitious. | am saying:

"Look, if you want a proxy for the market return
in the CAPM equation, the best proxy is to | ook at
the arithmetic nmean returns historically." That
is the only thing that 1| amtelling the Board.

The CAPMis an additive nmodel and the

arithnetic nmean is an additive concept; the
geonetric nmean is a nmultiplicative concept.

Q Are you saying that the Board
woul d need to set the return in accordance with
the arithmetic nean in order to get a return that
confornms to what we would want in accordance with
the geonetric nmean?

A No. | amnerely telling the
Board that if it wishes to obtain a CAPM esti mate
of the cost of capital for TQM it should use, as
a proxy of the market return, the arithnetic
realized rates of return over long, long tine
peri ods.

Q The arithnetic means are al ways

hi gher than the geonetric neans. Yes?

TOM Pane
cr-ex (Yates)
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A Typically, yes -- well, yes,
the time. By definition, it cannot be I ess.

Q Do you use arithmetic neans,
part, because you woul d expect highly varying
returns over tine?

A I amusing arithmetic nmeans
because that is the right thing to do for
estimating the cost of capital

Q That is a circular argunent,
Dr. Morin.

A That is the correct thing to
do. | amtrying to get a discount rate here; a
cost of capital estimate. | have to use the
arithnetic nean, or else | amnot being loyal to
certain basic concepts.

Q This remi nds nme of sonmething the

Suprenme Court of Canada once sai d about
regulators: "It is not sufficient to say 'MWy
reasons are because | think so'."

A It is because it is the right
thing to do -- and | think I have explained this
on this page quite well. This is an issue that
was debated ad nauseumin the States in front of

al |

FERC and the FCC, and | thought that issue was put

to bed.

A lot of the textbooks tal k about
this, and they all argue -- they do not even argue
about it; they say: "To estimate the cost of

capital, you use the arithnetic nmean."

If you want to estinmate performance

over a time period, you use the geonetric nean.

You have to use the right tool for

the right purpose.

Q Is one of the reasons why you

think that the use of the arithnetic nmean is the
right thing to do because you expect highly
varying returns over tine?

A That is not the reason why | use
the arithnetic mean. The reason why | use the
arithnetic nean is because ---

Q -- it is the right thing to do?
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A No. Well, that is true. But
the CAPMis an additive nodel and the arithnmetic
mean is an additive concept. Again, you have to
earn the arithnetic mean every period to earn the
geonetric nmean over a long tine period

This Board is trying to set, not the
rate of return for the next 50 years that an

investor will realize, but the cost of capital for
the next period of regulatory coverage, which is
two years.

Q I think you just said that you

have to use the arithnetic mean in each period in
order to achieve the geonetric mean over a |ong
period of tine.
0148
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Did | hear you correctly?

A. Yes, you did, sir.

Q And that is because -- | should
not say "that is because".

That is consistent with the concept
that the geonetric nean neasures total wealth over
time. Yes?

A Yes. The geonetric nmean wll
tell you how well your dollars have perforned over
a long time period.

Q And is one of the reasons why
you woul d use the arithmetic mean for each tine
period in order to achieve the geonetric nean over
ti me because you expect highly varying returns
over tinme?

A That is not my reason, but it is
a reason.

Q Woul d you agree that if there is
no uncertainty about the returns over a series of
periods, the arithnetic and geonetric neans have
the same results?

A | certainly do. They are the
sane.

Q We are dealing here with utility
regul ation. Yes?
0149
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Q And we are dealing with a
utility that is regulated -- and when | say
"utility", | mean TQM -- by a Board that is

required, by its statutory mandate, to determ ne
just and reasonable tolls. Yes?

A Correct.
Q And you know that TQM recovers,

through its toll methodology, all of its fixed
costs, irrespective of other events?

A That is correct, irrespective of
vol unes.

Q Woul d you agree that as long as
a utility earns what it is allowed by its
regulator -- | will not use "tribunal" -- that the

arithmetic and geonetric neans woul d be the sanme?

A No, | would not. That has
nothing to do with nmarket returns or realized
returns on the stock market. We are confusing two
t hi ngs here.

I think your |ine of questioning

suggests the use of authorized versus all owed

versus realized book returns on equity. The whole

i dea of arithnmetic neans has to do with market

rates of returns: stock prices, dividends, and
0150
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coupons. It really has nothing to do with the

book rates of returns that the Board specifies.

Q I do not think I was talking
about book rates of returns. What | was trying to
differentiate was the fact that arithmetic neans
deal with market and the fact that a regul ator
sets an authorized rate of return which the
regulated utility has the opportunity to earn.

The question which | had specifically
put to you was whet her you woul d agree that as
long as the utility earns in each period what it
is authorized to earn, then the arithnetic and
geonetric neans woul d be the sanme?

A For these historical ROEs, that
woul d be the case. | think |I understand your
questi on.

If | ook back at the last ten years
and TQM earned its authorized rate of return every
year, the arithmetic nmean and the geonmetric mean
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woul d converge, would coincide, as a matter of
pure arithnetic.

Q Let me try sone arithnmetic with
you, Dr. Morin, to see if | understand this.

Let's say we have $1 to be invested
and the recovery is going to be at 10 per cent.

In Year 1, you would make 10 cents. Right?
A Yes.

Q And then in Year 2 you would
have $1.10, and at 10 per cent you would get 11
cents. Correct?

A Correct. $1.21

Q And in Year 3 you would have
$1.21 at 10 per cent, and that gets you just over
12 cents, so you are at $1.33. Yes?

A. That is correct. Et cetera.

Q So the total recovery is $1.33
at a 10 per cent return over the three-year
peri od?

A That is correct. And the
interesting thing about your example is: if | take
ny $1.33 three years fromnow, to bring it back to
$1 today, | nust discount it at the arithmetic
nmean.

That is the crux of the cost of
capital method.

Q I will ask you about that in a
mnute or two. | amjust trying to understand
what the circunstances are.

Let's take a different case where we
have $1 that is invested -- and here we are going

to deal with the uncertainty of recovery. Let's
say in the first year, you lose 20 cents. So your
dollar is now down to 80 cents, and your return is
negative 20 per cent.

Ri ght ?

A | agree.
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Q Then in Year 2 you nmeke that
up. Let's say you earn 41 cents in Year 2, which
gets you to the $1.21 at the end of Year 2. Al
right?

A I follow you.

Q In that instance, you would have

a return of just over 51 per cent. Al right.

A. From Year 1 to Year 2, from 80
cents to $1.21

Q To get to $1.21, you have to
make 41 cents, which is a return of just over 51
per cent.

A On the 80 cents. | agree.

Q Then in Year 3, let's suppose
you earn the sane as in Case One, the 12.1 cents,
whi ch woul d give you a 10 per cent return in Year

3. Yes?

A Correct.

Q So you end up in the sane place;

you end up at $1.33?

A. That is correct.

Q If you | ook at what the average

of those three arithmetic returns are, you have
m nus 20, then 51-plus, and then 10. That
averages about 13 1/4.

A | agree.

Q If we have this exanple of
uncertainty, you would need an arithnmetic nmean of
13.75 -- | amsorry, | said 13 1/4 | think
earlier.

A 13. 75.

Q Yes. So, you would need an

arithmetic mean of 13.75 in order to nmake a
conmpound return of 10 per cent. Yes?

A. Yes, that is correct. So far
amw th you.

Q In this exanmple, what would
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happen if you gave the 13.75 to an entity that had
certainty of recovery in each year?

A If it had certainty of recovery,
and there was no volatility at all in these

nunbers from one year to the next, you would give
them 10 per cent.

Q What | am asking you is: What
0154
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woul d happen if you gave the 13.75 to an entity
that did have certainty of recovery? The result
is you would end up with ---
A You woul d over-conpensate. You
woul d over-conpensate that conpany. The conpany
is riskless, and you woul d over-conpensate the

conpany.

In your exanple, your nunbers show
very, very volatile stock: mnus 20 per cent, plus
51 per cent, plus 10 per cent. And that has to be
acconpani ed by a high rate of return.
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| Then if you tell me: "Well, they are
| assured a rate of return". Then you have
| elimnated all risk and the whol e issue
| evapor at es.
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| MR. YATES: I think | understand
| it now. Thank you, Dr. Mborin.
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M. Chairman, | am about to go into a
different area, that will take me nore than the
time that is left. Perhaps we m ght adjourn now
and Dr. Morin can produce the docunents that he
was tal king about earlier and we can take this up
agai n tonorrow norning
THE CHAIRMAN: That will be fine. |
think we had a better-than-anticipated afternoon
155
TQM Panel No. 2
in-ch. (Leclerc)
We will adjourn until 8:30 in the norning.

Monsi eur Leclerc...?

Me LECLERC: Seul ement qu'une petite question
de detail, nonsieur |le President.

Je vous ai depose au tout debut | a preuve de
signification des reponses aux demandes de rensei gnenents
et, par negarde, je vous ai depose, dans |le nene docunent,

| a declaration assernmentee de madane Maureen Elizabeth

Pall ett, puisqu' elle n'etait pas ici pour soutenir la
preuve de TQM quant aux sal aires.
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J' ai merai s deposer cette declaration sous une
cote separee.

LA GREFFI ERE: Ce docunent portera |e nunero
de piece B-24.

Me LECLERC: Merci .
--- PIECE No B-24: Decl arati on assernmentee de Maureen

Me MOREL: Monsieur |e President,

I

I

I

I

I

I

I

I

I

I

I

| perm ssion, avant que vous n'ajourniez pour l|la journee,
| j'aimerais demander a nonsieur Mrin s'il lui serait
| possi bl e de nous renettre aussi, au personnel de |I'Ofice,
I

I

I

I

I

I

I

I

|

I

|

I

|

I

| es pieces, les tableaux, les mses a jour qu'il
a muitre Yates.

LE TEMON:. Avec plaisir.

Me MOREL: FEt des ce soir, si possible.

LE TEMO N. Certainenent.

Me MOREL: Merci.
--- (Le tenoin se retire/ The witness stood down)

LE PRESI DENT: Donc, s'il n'y a rien d" autre

pour cet apres-midi, a demain matin a 8 h 30.
--- Adj our nnent/ Aj our nenent
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