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CHAI RVMAN:  Good norning, |adies and gentlenmen. Any
prelimnary matters?

Ms. MacFarl ane, just before we start, | have a
guestion. That is the Chairman's prerogative. | can go
out of sequence, whatever | want to do.

Three tines yesterday you indicated that the paynment
inlieu of taxes goes to the Province and that is your
understanding of it. And I amhere struggling with what |

read in the newspapers and that sort of thing.



| had, | guess, envisaged that perhaps the paynent in
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l[ieu of taxes would go to what | affectionately cal
Debtco, in other words, the conpany that will be
responsi bl e for the paynent of the debt.

M5. MACFARLANE:  Yes.

CHAI RVAN:  Rather than to the Province. What is your
under st andi ng?

M5. MACFARLANE: | was using a global term In fact, it
does go to Debtco. That is a great nane, Debtco. That is
where it goes and it is the dividends and the taxes that
effectively will be used as the cash streans to expunge
the debt or expire the debt.

CHAI RVAN:  Ckay. Good, thank you.

M5. MACFARLANE: But it will be a Crown corporation, Debtco.

CHAI RVAN:  Debtco will be, yes.

M5. MACFARLANE: So that was why | said the Province.

CHAI RVAN: Wl | there is the butterflies and there is Debtco
and all sorts of things. Good.

M. Snellie, go ahead, sir

MR. SMELLIE: Thank you, M. Chairman. Good norning, M.
MacFar | ane, Dr. Morin.

DR. MORIN. Good norni ng.

- Doctor, we finished yesterday by discussing CRTC Tel ecom

deci sion 98-2, concerning the inplenentation of price cap



regul ation and rel ated issues. And just before |I nove on,
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are you able to tell ne, sir, prior to the inplenentation
of price cap regulation in the telecomindustry, was the
CRTC using traditional cost of service or rate of return
met hods of regul ation?

DR. MORIN. Broadly speaking, they were using rate of return
as a nethod of determining tariffs. And they were using a
zone of reasonabl eness -- in other words, a range of
allowed rate of return as opposed to a single point. But
it was traditional rate base rate of return regul ation,
yes.

Q - That was the 100 basis point range that we referred to
yest erday?

DR MORIN. That's correct.

Q - Thank you. Now Doctor, we nentioned it earlier, but
somewhat nore recently than the cases we were di scussing
yesterday, | understand that you appeared on behal f of
Hydro Quebec in support of that conpany's 2001
transm ssion tariff application, being docket 3401-98. |Is
that correct?

DR. MORIN:  Yes.

Q - M understanding is that the Regie issued its decision in
that case on April 30th of this year and that it was the

first such decision by the Regie in a Hydro Quebec rate



application for transm ssion rates. Correct?
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DR. MORIN: Correct.

Q - In that respect you would agree with nme that the decision
was sonewhat significant?

DR MORIN. Well | think all decisions are significant,
but --

Q - Thank you. And you were asked, as | understand it, by
Hydro Quebec to recommend a fair and reasonable return on
equity and to assess a deened capital structure for
TransEnergie, being its transm ssion business unit?

DR MORIN:  Yes, sir.

Q - Could the Secretary put before the Panel please, the
excerpt that | have provided dated April 2000 from Dr.
Morin's testinony concerning fair return on conmon equity

for TransEnergi e? You have that rather short excerpt,

Doct or ?
DR MORIN. Yes, | have a docunment sunmary of Regie de
| " energie.
Q - No. You should have a docunent --

DR MORIN Yes, | have it.
CHAIRVAN: It will be JDI-15.
Q - Thank you, Chairman. And | am |l ooking at the | ast page
of this exhibit, Doctor, being page 5 of your evidence

under the heading "Summary of Testinony". You reconmended



a capital structure of 32 and a half percent for
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rat emaki ng purposes. Correct?

DR. MORIN. Yes. It was a range of 30 to 35 and |
recommended the md point, 32.5.

Q - Do you recall, sir, what Hydro Quebec's position was?

DR. MORIN: They had a -- you nmean their actual or -- they
had an equity ratio consolidated of approximtely 25, 26
per cent .

Q - Wiat | am asking you is, your position was 32 and a half
percent. Wat was your client's position vis-a-vis a
deened common equity wedge?

DR MORIN. | just don't recall. Mne was a range of 30 to
35, with a md-point of 32.5 for ratenmaking.

Q - M understanding that Hydro Quebec recomended to the
Regie a 30 percent equity wedge. |Is that correct?

DR MORIN. | just don't renmenber that at all. 1In the end
t hey granted 30.

Q - Al right. 1In response to JDI's interrogatory 19 -- |
don't think you need to turn it up, | will just quote it
to you -- you say this "Hydro Quebec's TransEnergie, a
publicly owned utility, was recently inputed a conmon
equity ratio of 35 percent by the Regie."” That would be
a --

DR MORIN. That is an error. That should be 30 percent.



Q - Thank you. And |ooking again briefly at the sumrmary
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section of your testinony, which is JD -15, you
recommended a return on equity of 10.6 percent for
r at emaki ng pur poses?
DR MORI N Yes.

Q - Let's turn then to the docunent you referred to earlier
Madam Secretary, that is a docunent entitled "R 3401-98,
Summary OF Regie de |'Energie - Decision D 202-95".

CHAI RVAN:  JDI - 16

Q - And as the docunent indicates, Chairman, this is a
sumary reproduci ng the highlights of the Regi e deci sion.
And if | could ask you, Doctor, to turn to page 11 of 23

in that summary.

DR MORIN. | have it.
Q - I'msorry, page 10 of 23. Just to clarify any confusion
arising fromour discussion a mnute ago, you will see

that at the bottom of page 10, the Regi e accepted Hydro
Quebec's proposal for a 30 percent equity wedge. Do you
see that?

DR MORIN. Yes. M recomendation was a range 30 to 35.
Q - To be clear, Doctor, your evidence marked as JDI-15 in
this proceeding was a recomendation of 32 and a half

percent. Correct?

DR MORIN. | recomrended a range of 30 to 35 percent. And



for ratemaking purposes | thought the m d-point would be
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reasonabl e.
Q - Thank you. Al right, page 11 of 23 then in the sunmary.
Wth respect to the matter of beta, Doctor, did you
recommend the use of adjusted beta on behal f of
TransEner gi e?
DR. MORIN. | used the Value Line betas, which are adjusted
bet as.
Q - And the Regie concluded, you will see in the third
par agr aph under the heading "Return on Equity and on Rate
Base", that a raw beta should be used to nmeasure the
provi der's conparative risk?
DR MORIN. No, that is incorrect. They did not say raw
beta. They said beta. If you read the actual details of
t he deci sion, they gave sone weight to the rising risks of
the trends that we note in beta, the rising trends of
betas. And they sort of took a m d-way position between
raw betas and adj usted bet as.
Q - And the Regie concluded that it was reasonable to
establish TransEnergie's beta at .53?
DR. MORIN: Correct.
Q - Your recommendation and | apol ogi ze because | did not
provide it in the excerpt of the evidence, was .65?

DR. MORIN: That's correct.



Q - Thank you.
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DR MORIN: Yes, the raw betas in that decision were
considerably lower than .53. And in the actual French
translation or in the French order, the original order,
they tal k about the raw betas being .3, .4, the adjusted
betas being .6 and they gave sone weight to the rising
trends that we notice for electric utility betas over tine
and arrived at .53.

And of course, those betas were estimated way back

about three years ago. And the risks of the energy
busi ness have ascended even nore dramatically in the | ast
three years. So one would think that the risks would be
hi gher today.

Q - And your adjusted beta of .65 in that case would be
consi stent with what raw beta, Doctor?
DR MORIN. Well, you can do the cal culation. Probably
around .5 sonet hi ng.

Q - Thank you. Not |ower than that?

DR MORIN. Well, you can do the math yourself. | haven't

done it. Because | don't believe in raw betas.
Q - | understand that.
DR MORI N Yes.
Q - Now as against your reconmended return on equity we see

at the bottom of page 11, that the Regie considered a



return of 9.66 percent to be reasonable, which in turn



- 1036 - Cross by M. Snellie -
gives an inplicit risk prem um of 3.66 percent.
Do you see that?
DR MORI N Yes.
Q - Do you recall what your recommended risk prem um was?
take it higher than that?
DR. MORIN. Higher than that, yes.
Q - Now I understood fromslide 26 of your presentation
yesterday, Doctor, that you consider distribution

utilities to be nore risky than transm ssion utilities?

DR. MORIN. | think they are in the sane risk class. It
depends. If by distribution you include energy services
like billing and netering, which would be nore subject to

conpetition than the traditional distribution services.
But | considered energy distributors as in the same
risk class as electricity transmtters and distributors.

Q - Wuld you turn up exhibit A-22 which is your presentation
and turn to slide 26 pl ease?

DR MORIN: Yes. | have it.

Q - And | understood the horizontal axis on that graph to
inmply that distribution conpanies were riskier than
transm ssi on conpani es?

DR MORIN. Well, they are pretty close together. They are

in the sane risk class, the sane zone if you wish. Disco



in the context of this slide here, when we speak about
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distribution, particularly in the U S. context, we include
energy services, billing, metering and so on which are
consi dered conpetitive.

And | think as we nove forward in tinme, with the
t echnol ogi cal devel opnents inplied by distributed
generation, | would not be surprised to find that in the
next few years distribution m ght becone nore risky than
transm ssi on.

But at this point in tinme | consider them conparable
or residing in the sane risk class. You are taking rmuch
too literal an interpretation of ny graph maybe. The word
Transco and Di sco shoul d be nmuch cl oser together.

Q - So you want to amend slide 26 of your presentation?

DR. MORIN. No, I'mnot amending anything. This slide was
illustrative in nature. And there is no point in doing
that at all.

Q - To whomor who -- whose risk is in question in the
presence of distributed generation?

DR MORIN. Well, everybody's risk, particularly of course
Di sco, but also transm ssion. Because the risks of
distribution in a sense spill over to transm ssion.

Q - Wat about generation?

DR MORIN. If there is technol ogi cal change in generation,



for exanple if we see the proliferation of conbined cycle
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gas generation, and the facilities, the transm ssion
facilities that were built and sited and |ocated to be
mat ched, technically speaking, with those generation
facilities, and suddenly the generation facilities becone
obsol ete or changed, well the transm ssion assets are
subject to be left stranded in a sense.

So the risks of generation and distribution do indeed
spill over on the transm ssion side of things. And it
makes life very, very difficult for transm ssion to do any
kind of planning. Because it becones very, very difficult
to do forecasting in the context of the technol ogi cal
devel opnents that you are suggesting at the generation
| evel .

So risks -- the conclusion is that risks at the
generation and distribution level spill over or have an
effect on the risk of transm ssion assets.

One way to portray it is to say that the economc
depreciation of transm ssion asset is accel erated by
t echnol ogi cal devel opnents at the generation |evel.

Thank you. You have listed for us, Doctor, in your
evi dence at exhibit RAM 1, which is found in exhibit A-2,
M. Chairman, your areas of expertise.

And I"'mthinking in particular of page 8 of 19 of



exhi bit RAM 1.
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DR MORI N Yes.

Q - It is indeed an inpressive list, Doctor. M question to
you is are they listed in sone sort of order?

DR. MORIN. W are on page --

Q - 8 of 19 in exhibit RAM 1.

DR MORIN. No, there is no particular weighting or -- |
think it is nore chronological in nature than anything
else. But | would probably agree with you that the top
topics there are nore preval ent than the ones at the
bot t om

Q - Thank you. And fromthis list | take it that you are not
a bond rater and you don't hold yourself out as having
expertise in that field?

DR MORIN. No, | do not work for bond rating agencies. But
| do participate with a |ot of conferences and prograns
wi th bond rating people and do have a prof essional
relationship with them But | don't personally rate
bonds.

Q - And it is not one of your consulting areas of expertise?

DR MORIN No, it is not.

Q - Thank you.
DR MORIN. | do not rate bonds.

Q - Wuld you turn with ne please to page 5 of your evidence



whi ch is under the heading "CGeneral Background"?
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DR MORIN.  Yes, | have it.

Q - | understand it to be your view, Doctor, that the era of
the vertically integrated utility is on the ropes, as it
were, and that the paradi gmof unbundled utilities and
conpetition is unfolding in this country. |Is that fair?

DR MORIN. Albeit it at a slower pace than in the U S

Q - Thank you. And you nake sone comments beginning at |ine
26 of page 5 as to the excellent conpetitive posture that
you believe the Canadian electricity utility industry to
be in in order to withstand restructuring forces, correct?

DR. MORIN:  Yes.

Q - Do you understand as | do, Doctor, that New Brunswick is

a province which produces surplus power?
DR. MORIN:  Yes.

Q - And do you understand as | do that New Brunswick is
currently limted inits intertie capacity, although New
Brunswi ck Power currently has an application before the
Nat i onal Energy Board to expand its main intertie by
sonmething in the order of 50 percent?

DR. MORIN:  Yes.
M5. MACFARLANE: Excuse ne, M. Snellie. | would Iike just
to clarify that NB Power does produce surplus energy but

does not have surplus capacity. And that was denonstrated



in the | oad forecast hearing | ast year.
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Q - Surplus intertie capacity?
M5. MACFARLANE: |'m speaking about -- this reference is to
generation capacity. NB Power does not have excess
generation capacity. W do have surplus energy as a

result of the variations in |load winter to sumer.

Q - Right.
M5. MACFARLANE: | just wanted to clarify. You used the
word "power”. | just wanted to clarify that it is energy,

not capacity, that we have a surpl us.

Q - Thank you. At page 6, Doctor, line 4, you turn your
attention to the specific circunstances of New Brunsw ck
Power Cor porati on.

And you address several positive factors including its
| ow cost advantage relative to the U S. northeast, its
proximty to the U S. northeast and its regulatory
envi ronment .

Do you see that?

DR. MORIN:  Yes.

Q - Wat other positive factors do you say that New Brunsw ck
Power Cor poration has?

DR. MORIN: Those are the main ones that investors would be
concerned with. Those are the ones that the investnent

community would cite as positive factors.



Q - Yes. And the only reason | ask the question is by reason
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of your use of the word "including". | took it fromthat
that there are others.

But what you tell nme is that the ones that you have
here are those which the investnment community woul d | ook
to?

DR MORIN:. Correct.

Q - Thank you. And you refer at line 12 --

M5. MACFARLANE: Excuse ne just a mnute.

DR. MORIN. M colleague inforns ne that bond rating
agenci es consistently cite the conpany's stable cash fl ows
as a positive factor.

Q - Thank you.

DR. MORIN. And the governnment guarantee of the debt.

Q - Ms. MacFarlane, please feel free to chirp in any tine you
want. | amdealing with Dr. Mrin's evidence, but it is
evi dence on behal f of New Brunsw ck Power, so please fee
free to assist.

You refer at line 12, Doctor, on the other side of the
| edger to, "The growi ng conpetitive threat from Sabl e
| sl and natural gas."” Do you see that?

DR. MORIN:  Yes.

Q - Watever the extent of that threat is, | take it from

what | see at line 2 on that sane page, that it is a



constrai ned threat, because conpetition fromnatural gas
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is constrained by its high transportation cost?
DR MORIN. That's correct. But it is a threat
nevert hel ess.

Q - Are you conversant, Doctor, or aware of the National
Energy Board's decision in M+ 2-2002 concerning gas supply
issues in Maritine Canada?

DR MORIN:  No.

Q - So you could not tell me whether that decision inproves
or di m nishes New Brunswi ck Power's conpetitive ability to
provi de in province | oad?

DR MORIN. No. | cited it as a threat, as a risk factor,
no nore, no |ess.

Q - Are you famliar wth that decision, M. McFarl ane?

M5. MACFARLANE: |'mnot famliar enough with it to speak to
the issue. M. Marshall could speak to that issue.

Q - But we can agree, Doctor, can we that for there to be a
conpetitive threat or even conpetition from natural gas,
there needs to be an avail able conpetitively priced supply
of natural gas?

DR. MORIN. That's correct.

Q - W will conme back to that alittle bit later. Page 6

line 15 and 16 you refer to the major restructuring of New

Brunswi ck Power announced by the government earlier this



year.



Q

Q

Q
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Does your evidence, Doctor, and do your
recommendat i ons proceed on the prem se of that

restructuring?

DR. MORIN: No, they do not. | view NB Power Transm Sssion

on a stand-al one basis, the same way | would view it had
it not been for this announcenent.

Thank you. Turn then, please, to page 7 of your evidence
which is entitled, Purpose of Testinony. And you explain
to us there that the purpose of your evidence -- you
expl ai ned that the purpose of your evidence includes
recommendi ng the various return on equity conponents for

use in a price cap framework, right?

DR. MORI N: Correct.

And you set out at line 12 five criteria which you say

t hese return conponents must neet?

DR MORI N: Correct.

The return conponents mnmust be fair to ratepayers. They
must permt reasonable capital attraction. They nust

mai ntain the financial integrity of the conpany. They
nmust be conparable to returns offered on conparable risk
investnments. And they nust reflect the inherent risks in

the plan, which | take to be the price cap franework?

DR. MORI N: Correct.



Q - And you nentioned the capital attraction criteria and the
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conparable returns criteria in your presentation yesterday
norning. Right?
DR MORI N Yes.
Q - Turn to page 8, please. And broadly speaking, you refer
t here, anongst other things to the productivity factor in
your price cap formula?

DR. MORIN: Correct. The so called X factor --

Q - Yes.
DR. MORIN. -- of line 13.
Q - Wich you recomrend as being one-half CPI. Do | have
that right?

DR MORI N Yes.

Q - | understand the effect of this to be that if during the
period in which your proposal is in effect, if it is
adopted should inflation be zero, then there is no
reasonabl e expectation of productivity or no productivity
i nprovenent enbedded in your forrmula. Have | understood
that correctly?

DR MORIN Yes, that's correct. Half of --
Q - And conversely, if inflation --
DR. MORIN: Half of zero is zero.
Q - Good. And conversely, if inflation were to be 10

percent, then there is a 5 percent productivity



i mprovenent enbedded in your fornula?



Q

Q
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DR MORIN. Yes. You can think of it -- you can think of

the X factor as a consumer divi dend.
And even though on -- this occurs even though on its face

the factor is not -- I'msorry?

DR. MORIN. No. | was going to say this is one of the great

virtues of the plan. [If follow ng your exanple of 10
percent inflation, which is very, very unlikely, but
nevertheless let's take your hypothetical. Most price cap
pl ans have a fixed X factor. Let's say 1 percent or 2
percent. And if inflation were 10, the consuners woul d be
hit with an 8 percent rate increase.

Whereas under ny plan it's -- it's inflation m nus
half of inflation. Wich really protects ratepayers from
very, very high degrees of inflation conpared to a fixed
X. And that's one of the virtues of having X equals to
hal f of inflation.

Do | have it correctly, Doctor, that the X factor so-
called is not in fact connected to anything by way of

productivity?

DR MORIN Yes, it is. Because enbedded in the inflation

index is an inmplicit productivity factor for the econony
as a whole. So the inflation rate refl ects nmacroecononi c

productivity of the Canadi an econony. So there is an



inmplicit productivity conmponent in the X factor.
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Q - Thank you. Wuld you turn, Doctor, please in exhibit A-4
to page 371. That is the responses to interrogatories.
DR MORIN: | have it.
MR. HASHEY: \What page again, M. Snellie?
MR. SMELLIE: Page 371, which should be New Brunsw ck
Power's response to PUB interrogatory 8.
DR MORIN: | have it.

Q - And I'minterested in particular, Doctor, in the very
| ast paragraph of that response, which explains and gives
sonme reasons why you have used the X val ue of one-half
CPl, correct?

DR. MORIN:  Yes.

Q - And you offer three reasons. First, that there are not
reliable cal culations of industry productivity. Second,
that it's difficult to nmeasure historical productivity.
And third, that the results obtained in enpirical studies
of industry productivity are divergent. Fair?

DR MORIN. That's correct. |It's very difficult to obtain a
sanpl e of conparabl e conpanies to NB Power Transm ssion.

Q - So I conclude fromthis, Doctor, that it is your view
that industry productivity is sonething el se that cannot
be benchmarked or observed reliably?

DR. MORI N: It can be benchnmarked and observed. And | have



participated in and seen a | ot of such studies. And the



- 1048 - Cross by M. Snellie -
estimates range from you know, O to 2 percent. And if
you take one historical period, you get one nunmber. |If
you take another historical period, you get a different
nunber. How do you neasure productivity, output per
i nput, |abour, capital. It's a real can of worns. |
don't want to get the Board to get into this ness.

And for all practical purposes ny half of inflation
captures the essence of those studies. And is nuch, nuch,
much easier for the Board to inplenent. So the pragmati st
in nme here is clear.

Q - Back we go to page 10 of your evidence, Doctor. And
pages 10 to 12 are a summary of the evidence which
foll ows?

DR MORI N Yes.

Q - And at line 7 on page 10 you refer to your recomrended

return on equity of 10 1/2 to 11 percent, correct?
DR MORIN. Correct.

Q - And that is a return which you say will neet the criteria
whi ch you set out in describing the purpose of your
evidence, that is to say attracting capital, maintaining
financial integrity and providing a conparable return.

That is at line 9 and 10, right?

DR MORIN. Yes. And conpensate for risks.



Q - And just to be clear, the conpany we are tal king about is
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New Brunswi ck Power Transm ssion?

DR. MORI N: Correct.

Q - And do you believe such a return to be commensurate with

the risks of the price cap plan, which was another one of

your criteria?

DR MORIN. Yes. The top end of the range is selective
because of the increased variability or exposure to the
conpany's returns under a price cap plan.

Q - And is there a particular reason, Doctor, why on this

page you don't tell us that your recommended return on

equity will be fair to ratepayers, which was the first
criteria which you nentioned at page 7 of your evidence?
DR MORIN. | don't like to repeat nyself and --
Q - But you have?
DR MORIN. Could you be nore specific as to what you are

asking me here. | didn't repeat the sane thing that

articul ated earlier.
Q - Precisely. Look at page 7, Doctor. You said at lines 11
to 15 that "The return conponents to be enployed on the
equity invested capital of New Brunsw ck Power
Transm ssion nust neet five criteria", right?

DR MORIN. Right.

Q - And on page 10 you nention three of those criteria?



DR MORIN. That's right. Those are the principal ones.
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And if you neet those three that would nean that it is
fair to ratepayers and automatically enbodi es nunber 5.
It reflects the risks.

Q - Another way of putting it is that if you said that 10 1/2
to 11 percent was fair to ratepayers it mght capture the
other criteria, correct?

DR MORIN. That would be -- | would go along with that.
just don't like to repeat nyself.

Q - Indeed. Wuld you return please -- or not return -- yes,
return to exhibit A-4, page 3787

Wi ch should be, M. Chairnman, NBP's response to PUB

IR 12.
DR MORIN. | have it.
Q - And this is your response to a question which asked for

all evidence that would support 11 percent as being a
reasonabl e basis or reasonable return throughout the 2003
to 2006 period?
DR MORIN.  Correct.
Q - And you refer to sonmething called the Efficient Market
Hypot hesis. And | can assure you | don't want to go
t here.
But you tell us that in an efficient capital market

current security prices and current interest rates provide



the best estimate of future conditions.
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Do you see that?
DR. MORIN:  Yes.
Q - Do you say that current returns on equity reflect the

best estimate of future returns on equity, Doctor?

DR MORIN. Well, it is difficult enough to figure out
i nvestors' expected rate of return here today as we speak,
et alone two or three or four years down the road. And
in an efficient market the best estinmate of tonorrow s
rate of return is today's.

In the same way that if you toss a coin a hundred
times, you are likely to get 50 heads and 50 tails. So
the best estimte would be, you know, half the tinme you
get heads, half the tinme you get tails.

It is the sane idea for returns on stocks. The best
estimate of tonorrow s return is today's. |If that were
not true, you and I would make a | ot of noney capitalizing
on any patterns. |If we knew that returns were going to go
up or go down, we would all be wealthy, and we woul d be
making a | ot of noney on that prediction.

And because nmarkets are conpetitive there is sort of
no free lunch and no such bargains out there. So that is
why | say that the best estinate of tonorrow s rate of

return is today's.



Q - And do you say, sir, that current rates of inflation
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provide the best estimate of future rates of inflation?
DR MORIN. It's probably not -- well, the econonic
[iterature on this is kind of split. Sone people argue
that the best forecast of inflation is the so-called naive
met hod of the current rate of inflation.

The track record of econom sts is rather dismal in
forecasting interest rates and inflation and so forth. So
we can tal k about inflation forecasts if you want.

My best forecast of inflation is to |look at the | ong-
term Canada bond rates on very |long-term bonds versus the
ones that are indexed to inflation. And the difference
bet ween those two woul d be what the market thinks
inflation is going to be.

So suppose that bonds are yielding 6 percent today and
the ones adjusted for inflation are yielding say 4
percent. It follows therefore that the inflation prem um
that the market believes inis 2 percent. That would be
nmy best forecast of inflation, if you want to get into
t hat .

But ny coment here was in ternms of stock returns
bei ng predictable, and they are not, according to the
ef ficient market, which sonme people have referred to as

t he random wal k hypot hesi s.



menti oned a m nute ago,

Doct or

and perhaps you could



- 1053 - Cross by M. Snellie -
just turn to slide 4 of your presentation, exhibit A-22?

DR MORIN. Yes, | have it.

Q - And not only in here but in your evidence you refer to
the two standards, the two | egal standards which you say
informthe regul atory chall enge, correct?

DR. MORIN. Yes. The notion of a fair and reasonable rate
of return rests in part on those standards that were
pronul gated by | andmark court deci sions.

Q - And you tell us that those -- that the criteria of -- the
st andards of conparabl e earnings and the standard of
capital attraction emerge fromtw Suprenme Court of Canada
deci sions and two Suprene Court of the United States
deci sions, right?

DR MORIN. Right.

Q - And you acknow edge | think in your evidence that the
Northwest Utilities case, fromour Suprenme Court, also
stands for the proposition that rates nust be just and
reasonabl e to the consuner?

DR MORIN:. Correct.

Q - And will you agree with me, Doctor, that the Hope
deci sion al so stands for the inportant proposition that
rat epayers are entitled to service at the | owest

r easonabl e cost ?



DR MORIN. | would agree with that.



Q

Q

Q

Q

Q
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- And would you also agree with ne that the Hope case

stands for the inportant proposition that it is the result
and not the nethodol ogy which is inportant in the matter

of just and reasonable utility rates?

DR. MORIN. Yes. The court did state this philosophy of

econoni c positivism that you should not judge a nodel by

t he narrowness or stringency of its assunptions but rather

by its ability to predict and produce reasonable results.
And that is the so-called end result doctrine that,

you know, the end justifies the neans. That is basically

what they were trying to say.

- As you put it, no one single nmethodol ogy provides a

f ool proof panacea?

DR. MORIN. Ch, | totally agree with that. You are quoting

- I'"'mquoting you.
DR MORIN. -- fromny book, yes.
- Actually from page 23 of your evidence?

DR MORIN. Also ny testinony, yes.

- Thank you. Junp forward a few pages, Doctor, would you
in your evidence to page 15 where you begin your
di scussion of price cap regulation which carries on to

page 20. And there is also of course appendix A-4 to your



evi dence whi ch di scusses that subject.
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You told us yesterday, and | haven't had a chance to
| ook at the transcript, that there are various indirect
costs of rate of return regul ation?

DR. MORIN:  Yes.

Q - And | think | heard you to say yesterday that in that
envi ronnent everybody gets | aptops and what we have is the
breedi ng of a cost plus nentality?

DR. MORIN: | didn't say that. | said there was a potenti al
for inflated, inefficient operating costs, a potential, as
there is a tenptation to overcapitali ze.

Q - There is the potential if not the tendency for utilities
under rate of return regulation to pad their costs?

DR MORIN: To?

Q - Pad their costs?

DR MORIN. There is a potential for that. And that is why
regul ators have to be extrenely careful and scrutinize
conpany expenses. And that is their responsibility and
that is why they do that.

Q - And what sort of regulatory reginme, Doctor, do you say
t hat New Brunsw ck Power is subject to today?

DR MORIN. Under the status quo it is traditional rate of
return rate base regul ation.

M5. MACFARLANE: Excuse ne. |If | could just add to that.



believe again that was a starting point for the current
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rate plan, shall we say.

But for some tine the corporation has been operating
beyond that under a |egislative perm ssion system wher eby
our rates are no longer tied to our costs. They are
adj usted periodically either by inflation or by 3 percent.
Q - Have you read the transcript, M. McFarlane, of the
Panel A testinony?

M5. MACFARLANE: The transcript of Panel A testinony?

Q - Yes.

M5. MACFARLANE: | have read parts of it.

Q - Have you read in particular at about page 211 of the
transcript for Novenber the 18th the exchange that | had
with M. Marshall where he asserted that today New
Brunswi ck Power's rates fall under a rate cap schene
whereby the conpany can raise its rates 3 percent or |ess
wi t hout Board approval, and in that sense New Brunsw ck
Power is today subject to a formof price cap regulation
and i ndeed a quasi perfornmance-based ratemaki ng schenme?

M5. MACFARLANE: And what is your question?

Q - Do you agree with that?

M5. MACFARLANE: | believe there is sonme controversy over
the use of the term"price cap”". But if one uses it not

in the sense of it representing a termcomonly used in



the industry, that termdoes reflect the fact that our
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rates are able to go up to a certain cap.

The quasi PBR nmechanismthat is being referred to
there is the sane as the cormment that | nade yesterday,
that as the corporation noved into business units, it set
specific objectives and devel oped performance targets for
those units so that they were subject to scrutiny on
certain performance targets by our Board and by our senior
managenent group.

And to that end we have been practicing noving toward
a performance-based nmeasurenent system

Q - But we agree, do we, that it is a formof price cap
nmet hodol ogy?

M5. MACFARLANE: Do | dare say that? It is a nethodol ogy
where prices are capped at a certain |evel.

Q - Have you, Dr. Mrin, had occasion to review and anal yze
t hat current nethodol ogy?

DR MORIN. I'mfamliar with its broad outlines. And the
global tariff is under a price ceiling.

Q - And to that extent, Doctor, have you determ ned whet her
t hat met hodol ogy has led to cost reductions or has
achieved efficiencies since it has been in place?

DR. MORIN. | have not investigated that, because | was

concerned with NB Power Transm ssion. And we are



concerned in this roomwth establishing the tariff for



Q

Q

M5. MACFARLANE:

- 1058 - Cross by M. Snel

lie -

transm ssi on services under the auspices of traditional

rate of return rate-based regulation.

But I'm aware that the overal

tariff for electricity

is on aregime of price ceiling, which is essentially

simlar to inflation mnus an X factor of zero.

Under the current nethodol ogy, Ms.

the benefit of any cost reductions

achi eve?

MacFar | ane, who takes

that you are able to

In the sense that we annually go through a

budget process and determ ne how rates have to be effected

as a result of that, to the extent

determ nation each year is one that

that our rate

is tied to what our

expected costs will be just as a nmanagerial practice, our

r at epayers woul d.

| believe the phil osophy at NB

Power we pay attention

to the mandate in the Act that says that we are to provide

basically electricity at the | east

cost possible. And to

that end ensuring that rates are as | ow as possible is

i nportant at NB Power.

Doctor, under a price cap nethodol
specific provision for the sharing
view -- in your view what would an

for a reviewof a utility's actual

ogy, where there is no
of cost savings, in his
appropriate interval be

revenue requirenent?



DR MORIN. Well | have al ways advocated five years. See,
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two, three years is a bit short to see the effects of the
system to incorporate the effect of the price cap and the
pl anni ng, particularly for |large industrial custoners,
i ke your client, to have a bit of experience with the
system Three years is really the mninumthat | woul d
see.

After five years, | would get concerned with
recalibrating the paraneters of the system should they not
function perfectly.

W thout sharing, it could be that the earned returns
woul d be extrenely high or extrenmely | ow and we woul d need
to recalibrate the price cap system And one of the
reasons for having the safety net that | propose, the
sharing nechanism this guards agai nst the possibility of
t he conpany over-earning or under-earning. The ratepayers
will share in any over-earning and to sonme extent in
under-earning as well.

- And in the event of such a review in that scenario,
Doctor, can we agree that the utility's historica
incurred costs should be on the table for review?

DR MORIN: Yes, | would think that is a reasonable
proposition, that the Board should entertain that in three

years fromnow all bets are off and we review the entire



pl an.
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Q - And have you reviewed New Brunswi ck Power's historica

cost data since its last rate revi ew?

DR MORIN. No, | have not. | know their financial
performance, ROE has been rather dismal. But | have not
reviewed specific cost itens. | have | ooked at the gl obal

results which are not very attractive.

Q - And when a new rate nethodol ogy, such as your price cap
framework, is proposed, would you agree with nme that such
i nformation should be on the table because it is relevant?

DR MORIN. In any regulatory setting, we have to exam ne
the conpany's costs. Even if | had not proposed any price
caps, it still behooves us to scrutinize the conpany's
costs. That has nothing to do with price caps. It is the
obligation and the purpose of this hearing, and the
obligation of this Board, to supervise and nonitor such
costs to make sure that the conpany has been operating
efficiently regardless of the price cap plan.

Q - That being so, Doctor, | take it it is not your
experience that price cap regines are introduced wthout a
conpl ete and thorough review of actual cost and revenue
dat a?

DR. MORIN. Nornally what precedes the inplenentation of

price cap plan is a -- either we set rates at their



existing levels, without a full blown rate case, or we
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have a hearing such as this one to establish going in
rates. And then the price cap kicks in.

Q - So let ne just make sure | understand that. Option 1 is
to set rates at existing levels. Option 2 is what you say
we are doing here.

And so the answer to ny question as to whether or not
it is appropriate to have a conplete and thorough review
of actual cost and revenue data, is yes?

DR. MORIN. Yes, it should precede. That's what we are
doing here. It should precede inplenentation of price
caps.

Q - Let me ask you this, Doctor. Do you think it appropriate
for a regulatory authority that is assessing a proposed
price cap framework to be fully conversant with how t he
costs of an applicant utility are caused?

DR MORIN. This Board, after this hearing, will be indeed
fully conversant with the conpany's costs.

Q - So the answer to my question is yes?

DR MORIN. No, this has nothing to do with price caps.

Whet her we have a price cap reginme or a zone of
reasonabl eness regi ne or any kind of incentive, regul ation
or PBR, the Board has to exam ne the conpany's costs going

in to such regines.



Q - And the Board has to be fully conversant with how t he
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costs of an applicant utility are caused, correct?
DR. MORIN. The Board has to establish the fair and
reasonabl e cost of service and set rates going in.

Q - And a Board, in order to do that, has to be conversant
with how the costs of an applicant utility are caused,
correct?

DR. MORIN. What do you nean by conversant?

Q - Famliar with, understand.

DR. MORIN:  Yes.

Q - Thank you.

DR MORIN. Like it is doing right now W are |ooking at
t he cost of service.

Q - And simlarly, do you believe that a regulator in these
ci rcunst ances shoul d be satisfied that the assets of the
applicant utility are used and useful ?

DR MORIN. Yes, that's pretty standard practice to make
sure that the conpany's investnent decisions were deened
prudent and wi se for ratepayers in a prospective nmanner.

And that is pretty standard responsibility of a Board and

this Board has done this well in the past.
Q - | understand fromyour response, Doctor, to -- and I
don't think you need to turn this up -- the conpany's

response to Province of New Brunswi ck-6(24), which for



reference, Chairman, is at page 280 of A-4, that you,
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Doctor, have not surveyed price cap reginmes to determ ne
whet her they contain quality standards?

DR. MORIN. | have not conducted a formal conprehensive
survey of all the price cap reginmes in the world to see
the quality factors. But | know that in the
t el ecommuni cati ons busi ness, where price caps prevail,
sonetimes -- in some jurisdictions there are sone service
quality factors that are at work here. And | don't have a
problemw th that.

Q - Sorry, M. Chairman, | msspoke the reference. It is
part 29 of that response actually.

DR. MORIN: Page 280.

Q - Yes. Well let's cone at it this way. It is not your
recommendation with respect to your price cap reginme -- or
your recomrendation, | should say, for a price cap regine,

does not in fact contain service quality standards?
Correct?
DR. MORIN. That's correct.
Q - Thank you.
DR. MORIN. But under the price cap regine it is pretty
clear that a utility has all the incentives in the world
to provide high quality service at the | owest cost in

order to maxim ze profitability. Happy custoners and



attractive profits go hand in hand.
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Q - Are you able to tell ne, Doctor, whether benchmarking is
a common feature of incentive based regul atory nodel s?

DR. MORIN. No, it is not.

Q - You say it is not?

DR MORIN:  No, not really.

Q - I will cone back to that. Can you and | agree, Doctor,
on a sinple definition of benchmarking as being the
conpari son of some neasure of actual perfornmance agai nst a
reference or benchmark performance?

DR MORIN. That's correct. Benchmarking is a common
practice in both regulated and unregul ated conpanies, to
conpare yourself against your peers. Wether you are
under incentive regulation or not, you should do that
anyway.

Q - Could the Secretary hand up to the Panel a docunent -- it
is actually a paper, M. Chairman, entitled "Benchmarki ng
and Regul ation: International Electricity Experience", the
aut hors of which are Jamasb and Pollitt, dated 2001.

CHAI RVAN:  JDI - 17.

MR. HASHEY: M. Chainman, on this paper | have no problem
| have not interrupted at all on the cross exam nation of
the witnesses. So long as it's used for purpose of

guestioning the witnesses and not is there as an exhibit,



as an authoritative exhibit as accepted as such. | want
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it on the record that we don't necessarily accept these

t hi ngs as such when you get into papers.

Now, m nd you, cross exanmne the witness. | don't
know what he will say onit. | have not talked to himon
this to see if he agrees. | have no problemw th that.

But the caveat is | don't want it just to be put in and
then to be used in argunent |ater, parts that aren't cross
exam ned on.

CHAI RVAN: M. Snellie?

MR. SMELLIE: Well that's a curious position, M. Chairnman.
My intention so far as I'maware of it at this point is
that the record at the end of the day is the record. And

| amquite confident that you and your col |l eagues wl |

gi ve appropriate weight to all evidence that is cited to
you in argunent whether or not it has been cross exan ned
upon.

There are many aspects of the applicant's case that |
suspect won't have been cross exam ned upon by the tinme we
get finished. In ny respectful submssion it's a matter
of weight and nothing else. | think that's responsive to
my friend but --

CHAI RVAN: M. Hashey?

MR. HASHEY: No, | don't -- | don't conpletely agree with



that. It's a matter that obviously we are not able to
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cross examne T. Jamasb and M Pollitt in relation to
their docunent. And it just seens to nme that this in the
normal evidentiary course, and this may not be the nornmal
evidentiary course, that we would have that opportunity to
challenge it. Now m nd you, that may be sonething that if
the ruling is it's there, it's part of evidence, that we
may want to do sone rebuttal on, |I'mnot sure.

MR. SMELLIE: Well, precisely, M. Chairman. M friend of
course can adduce whatever rebuttal testinony he wants.
But let's be clear here. W can't cross exam ne |bbotson
on whomDr. Mrin has relied. W haven't been given an
opportunity to cross exam ne Rudden. So let's be careful
here because | think it cuts both ways.

My short submission on the point is that there is
rebuttal evidence. There is argunent. There is reply to
that argument. And of course ultimately there is the
expertise of you and your coll eagues to give evidence the
wei ght that it deserves in the particular circunstances.
At that point --

MR. HASHEY: M. Chairman, just in response to that. | wll
shut up after that. |Is we had sone rules. | have not
objected to the fact that Booth and Berkowitz seemto be

the witness that is not here but that is being relied upon



by Dr. Yatchew. | have not objected to that and | wll



- 1067 - Cross by M. Snellie -
not object to that.

However, we did have rules as to when evidence was to
be presented in this hearing so we had appropriate
opportunities to deal with that evidence. And this seens
that this is alittle late in the way this is going in
But if it's only for cross exam nation, only is used for
t he purpose of the responses that are given on cross
exam nation, | don't have a probl em

CHAIRVAN:. W will take our md norning 15 mnute break and
rul e when we cone back
(Recess)

CHAI RVAN: The Board has taken the opportunity of the break
to consider the introduction of further exhibits. And,
frankly, it appears to the Board we have got to go back to
the | aw of evidence again. Gentlenen, you are hearing
nore about the |law of evidence in this admnistrative
proceedi ng than you normally do in the court systeml
know.

But the ordinary way to approach this would be to have
this excerpt froma journal marked for identification.

You show it to the witness, see if the witness is famliar
with it or with any of the theories that are set forth in

it. And then depending upon if you believe you have



establ i shed enough to put it into evidence, then you
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request that it be given an exhibit nunber and accepted in
evi dence. And then, of course, the entire docunent can be
used as part of the record. So that's the fall back.
That's the way in which the Board will ask you to proceed,
M. Snellie, in reference to any of these docunents that
M. Hashey has difficulty with fromthe point of view of
them being froma | earned journal, et cetera.

So | erroneously had given the exhibit which is,

"Benchmar ki ng and Regul ation: International Electricity
Experience", | gave it an exhibit nunber of JDI-17.
will renmove that fromthe exhibit list at this tinme, but

will mark it for identification, M. Snellie. And | wll

mark it for identification JDI-1 for ident.

Go ahead, M. Snellie.
MR. SMELLIE: Not wishing to prolong the matter, M.
Chai rman, | appreciate what you have just said. Wat I
wll wish to do, of course, is to consider your ruling in

the context of materials that the applicant has produced,

and we will see where we go.
CHAI RVMAN: | should for sake of counsel here. The Board
considered that as well. |If a docunent, you nentioned the

Rudden Report for instance --

MR SMELLIE: O Stone and Webster or whatever.



CHAI RVAN:  If that has been -- if that was part of the
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prefiled evidence, and was therefore subjected to the
interrogatory process, | think we would put that on a
different |level than sonething that is introduced at this
| ate date through a witness. So | just -- however, you go
ahead and consi der what we have had to say and we wl|
deal with it later.

MR. SMELLIE: Thank you, sir.

Q - Just before we return to this issue, Dr. Mrin, M.
MacFar | ane, just with respect to your opening discussion
with the chairman this norning, do | have it correctly
that the notion of remtting a paynent in lieu of taxes or
the dividend to an entity which was referred to earlier
today as Debtco is not nentioned in New Brunswi ck Power's
evi dence anywhere?

M5. MACFARLANE: That's correct.

Q - And do | also have it correctly that such a notion is
neither to be found in the Wiite Paper nor in any
announcenent made by the governnment of New Brunswi ck to
date, either in the legislature or el sewhere?

M5. MACFARLANE: | don't know how el se you woul d interpret
the Mnister's statenent that the Corporation would be
required to earn a return and to pay dividends and taxes.

| don't know how el se you would interpret that, but the



fact that those -- that the Corporation in the future
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woul d be payi ng dividends and taxes.

Q - To Debtco?

M5. MACFARLANE: To another Crown utility who will be the
intermediary for financing the debt.

Q - Wich you have referred to as Debtco?

M5. MACFARLANE: For -- for ease of reference.

Q - For purposes of identification?

M5. MACFARLANE: Yes. Yes.

Q - Thank you. Doctor, JDI-1 for identification, the Jamasb
and Pollitt paper was given to your counsel on Mnday. |
amwondering if you have had an opportunity to reviewit?

DR. MORIN  Yes, | did.

Q - Wuld you for purposes of the record read the first two
sentences of the abstract for nme, please?

DR. MORIN. "An increasing nunber of countries are adopting
incentive regulation to pronote efficiency inprovenents in
electricity transm ssion and distribution utilities.
| ncentive regul ation al nost invariably involves sone form
of benchmarki ng or conparison of actual versus sone
ref erence perfornmance.”

Q - Thank you. Do you agree with the first sentence?

DR MORI N Yes.

Q - But you don't agree with the second sentence?



DR MORIN. Well, it's not a question of agreeing or not
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agreeing. This Board is performng this exercise right
now by scrutinizing the costs of NB Power Transm ssion.
Q - Before the break, Doctor, | asked you --
DR. MORIN. Can you please let nme finish ny answer.
Q - I'msorry. | didn't nean to interrupt you.

DR. MORIN. The purpose for this hearing is in part to
scrutinize the conpany's costs. And we have al ready had
some benchmarking activities it's ny understandi ng through
the Stone & Webster report and ot her studies that have
been done in the past. So this Board is quite cogni zant
of its responsibilities to scrutinize costs for
efficiency.

Q - | appreciate your comment. | asked you before the break
whet her in your view benchmarking is a conmon feature of
i ncentive based regul atory nodels, and you said it was
not. Correct?

DR MORIN. Well the two are conpletely separate things.
Benchmarking is sonething that all conpanies do. They
conpare thenselves to their peers and see where they can
i nprove and cut costs and be nore efficient. \Wether you
are regul ated or not, nost conpanies do this.

And regulated utilities do it sonmetinmes at the

proddi ng of a regul ator too.



Q - Do you disagree with the second sentence that you read
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into the record of the abstract?

DR MORIN. | don't agree with the sentence.

Q - Thank you.

DR MORIN. And, again, why would you spend all this tine,
all these resources, hiring all these consultants to do
all these cost studies when the price cap regine that |
suggest has nothing to do with the conpany's costs by
design. W are designing a system where the benchmarks
are external to the conpany in order to provide the
conpany with incentives to surpass those thresholds. That
is the gut, that is the crux of the whole price cap
recommendat i on.

So why woul d you engage in a very burdensone, costly,

| ong, protracted study of the conpany's costs?

Q - W will deal with that in argunent, Doctor. Look at page
- the second page of the docunment, page 108 of the
publication. | refer you to the second full paragraph on
t he page, begi nning "Regul ators have adopted”. And in the
eighth Iine of that paragraph | find this. ™A conmon
feature of the incentive based regulation nodels is the
use of sone form of benchmarking of utilities.” | take it
you di sagree with that observation?

DR. MORIN. Under ny plan, the thresholds of inflation and



productivity are external to the conpany and do not
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i nvol ve the conpany's costs, by design.

Q - Cast your eyes down to the bottom of the |eft-hand col umm
of that page. Doctor, do you agree and | quote "That the
mai n obj ective of the incentive regulation nmethod is to
pronote efficiency inprovenent by rewardi ng good
performance rel ative to sonme predefined benchmark."

DR MORIN: Yes. And defined benchmarks are the inflation
rate mnus half inflation. That is how high you have to
junp under ny reconmendati on.

Q - The next sentence reads, "As the rewards are based on
performance, two key issues are the choice of appropriate
benchmar ks and techni ques used to neasure the
performance.” Do you agree with that?

DR MORIN. | have lost you, I"'msorry. Were are you?

Q - The bottom of the page.

DR. MORIN:. 1087

Q - Yes. The second sentence in the |ast paragraph. "As the
rewards are based on perfornmance, two key issues are the
choi ce of appropriate benchmarks and techni ques used to
nmeasure the performance.” Do you agree with that?

DR MORIN. Yes, | agree. And | have defined such
benchmarks as inflation index mnus half of inflation

i ndex.



Q - You have sone experience, sir, with incentive-based,
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per f or mance- based price cap franmeworks in the United
States, do you?

DR. MORIN:  Yes.

Q - Can we generally agree that regulators in the United
States have had the benefit of dealing with a history of
utility cost information upon which to base initial or
goi ng-in cost estimates?

DR MORIN: Yes. Are we done with this article?

Q - And in the U S experience, Doctor, is it the case that
nost firms under incentive regulation are private sector
or profit oriented conpanies?

DR MORIN. Are we finished with this article?

Q - No.

DR. MORIN. You are not quoting anynore?

Q - | get to ask the questions, Doctor. | amnot finished
with the article.

DR. MORIN. | amjust trying to figure out where you are,
because | amstill trying to find a quote. | thought you
wer e readi ng an excerpt.

Q - Oh, no. No, no. Just put it to the side, but keep it
handy. Let nme ask ny question again --

DR. MORIN. Repeat the question? |'msorry.

Q - That's fine. 1In the U S. experience, is it the case that



nost firnms under incentive regulation are private sector
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or profit-oriented conpanies?
DR MORIN: Mst firms under?
Q - Price cap regulation are private sector or profit-
ori ented conpani es?
DR. MORIN:  You nean investor owned?
Q - Yes
DR MORIN: Yes, | would think that's correct. Because nost
utilities in the U S are investor owed, so that follows.
Q - Based on your experience, Doctor, can we agree that
general |y speaki ng, Canadi an regul ators that have
i npl enented price cap regul ati on have been able to do so
on the basis of established or approved revenue
requirenents or a history of costs on which to base goi ng-
in cost estimates?
DR. MORIN. The CRTC before inplenenting price caps did
conduct a going-in tariff study based on traditional cost

of service.

Q - Wat about energy regulatory bodies that you are famliar
with?
DR MORIN. | cannot answer that. | don't know.
Q - Is it also your understandi ng that nmany Canadi an firns

under price cap regulation are also private sector firnms?

DR MORIN. Well clearly the tel ecom conpani es are investor



owned.
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Q - Union Gas?

DR MORIN. No, | said the telecom

Q - Right.

DR. MORIN. Canadi an tel ecom conpani es are investor owned.
Union Gas is investor owed. Hydro Quebec Ceneration
woul d be public. So | guess it's a m xed bag.

Predom nantly investor owned -- predoni nantly.

Q - Thank you. Do you know, Doctor, when this Board | ast
approved a revenue requirenent for New Brunsw ck Power?

DR MORIN: | believe it was 1993.

Q - Thank you. You have told us, Doctor, that in your view
New Brunswi ck Power has achi eved high | evels of
efficiency?

DR. MORIN. That is ny understanding.

Q - The reference for that, M. Chairnman, is the response to
NSPI, IR 2, found at page 216 of volune -- sorry, exhibit
A- 2.

And in that regard --

DR MORIN. Did you say page 2167?

Q - I think so. | did.

DR MORIN. Well this has to do wth the Z factor, so --

Q - Well what you say at this page with respect to the Z

factor, and I will quote it for the record, "Not only does



t he plan assure that New Brunsw ck Power Transm ssion's
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rate will be declining in real terns, but the conpany has
al ready achi eved high levels of efficiency and the
attainment of nore will be increasingly difficult."”
Have | read that correctly?

DR. MORIN:  Yes.

Q - Right. And if you could just -- well let ne put it to
you this way. |It's also your view that because of New
Brunswi ck Power Transm ssion's operating | everage that
there is very Iimted manageri al manoeuvrability to reduce
costs, is that correct?

DR MORIN. Yes. |It's going to be very difficult for them
to achieve even the threshold of one-half of inflation
productivity gain.

Q - Ms. MacFarlane, with respect to those two itens do you
agree with Dr. Mrin?

M5. MACFARLANE: |'msorry, could you be nore specific?

Q - That the conpany has achi eved high | evels of efficiency
and it will be difficult to achieve further gains and that
there is limted, or very limted nanageri al
manoeuvrability to reduce costs?

M5. MACFARLANE: Both of those statenents are judgnents and
they can be interpreted with degrees of certainty or

| atitude.



| do believe that NB Power is a well run conpany. And
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| also believe that there have been significant efforts to
deal with efficiencies in costs and that it becones
increasingly difficult just by the nature of the fact that
nost of our costs are fixed. | have believed fromthe
outset that half of CPlI as a factor is going to be
difficult to attain.

MR. SMELLIE: | wonder if M. Hashey could put before the
W tnesses exhibit JDI -7, which for identification
purposes, M. Chairman, is the supplenentary response to
NB Power interrogatory nunmber 9, which was introduced on

Monday, M. Chai rnan.

MR. HASHEY: Yes. | think they have it.
MR. SMELLIE: | amjust waiting for the panel to get it.
Q - | just want to take you briefly, Ms. MacFarlane, to the

| ast page, the pretty col oured page of the exhibit.
Do you know what AMPCO is, Ms. MacFarl ane?
M5. MACFARLANE: No, | do not.
Q - Let nme tell you what it is. |It's the Association of
Maj or Power Consunmers of Ontari o.
And | eavi ng aside for the nonent anything el se, you
wll agree with me that this graph shows a trend increase
in New Brunswi ck Power's |arge industry power costs since

1992. Correct?



M5. MACFARLANE: That's what the |labels indicate that it
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says.
Q - Right. And do you agree that New Brunsw ck Power's |arge
i ndustry power costs have increased since 1992?
MS5. MACFARLANE: Yes.
Q - Wiy is that given the levels of efficiency that have been
achi eved under the current price cap regulatory franework?
M5. MACFARLANE: These, M. Snellie, are all in costs and
they are driven largely by generation. For New Brunsw ck
Power, as an integrated utility, 75 percent of our costs
are generation-related and we are very subject to the
vagranci es of commobdity prices, foreign exchange, what
have you, on those fronts.

The chart, | don't think anyone has ever nade any
contention NB Power is able to conpete with hydro, the
electric utilities across Canada that largely supply their
fuel through water that has little or no cost to it. From
t hat perspective, we are nore likely to be in a cost range
simlar to those provinces that do not have the advantage
of significant hydro assets and you see that we are in
those ranges. DBRS regularly reviews our costs conpared
to other Canadian utilities and makes that concl usion.

That based on the resources that we have avail able as a

provi nce, NB Power does well in its generation cost,



because we have a diverse generation mx. Gven the
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resources that we have avail able. W do not have nmmj or
sources of hydro.
Q - Tell nme if you can, Ms. MacFarl ane about TransAlta?
TransAlta have a | ot of hydro?

M5. MACFARLANE: | can't answer that definitely.

Q - Can you answer the question with respect to any of those
utilities that appear on this graph?

M5. MACFARLANE: Newfoundl and Hydro, Hydro Quebec and BC
Hydro are predom nantly water-based, hydro-based. And I
bel i eve Manitoba Power al so has a very strong hydro
oper ati on.

Q - Thank you. Dr. Mrin, are you able to point ne to
enpirical evidence which suggests that price cap
regul ati on works well in the public sector?

DR. MORIN. There is such a scarcity of such price cap plans
that it would be difficult to make such a study. But it
certainly works very well in the private sector. And
let's not forget that the idea of the goal -- the
princi pal goal of regulation is trying to enulate the
conpetitive result so --

Q - If there is such a dearth of enpirical evidence, Doctor,
how do you know that price cap regulation will work in the

public sector?



DR MORIN. Well | see no reason why it shouldn't. It works
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very well in the private sector and we are supposed to try
to enulate that result and why wouldn't it.
Q - Thank you. WII you agree with nme, Doctor, that
benchmarking is a well-established concept in econom cs?

DR. MORIN:  Yes.

Q - It's a practice that econom sts have pursued for nmany
years?

DR. MORIN: Well businesses in general benchmark their
operations against their peers and to try to augnent their
performance and their profitability. So it's fairly
conmon in the business world.

Q - And it is a practice that econom sts have pursued for
many years, is it?

DR. MORIN. Businesses have pursued it.

Q - And econom sts have not?

DR MORIN. There is a |lot of studies about benchmarking and

cost functions and those sorts of things, so yes.
Q - Thank you.

DR MORIN. But it's very, very academ c in nature. | am
nore concerned with the business practices of
benchmar ki ng.

Q - Yes. And indeed your evidence repeatedly refers to

benchmar ki ng, doesn't it?



DR. MORIN. | wouldn't -- could you point ne to, repeatedly
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refers to?

Q - Wll, I"'mgoing to suggest to you, Doctor, that
particularly with respect to the subject of capital cost,
the word "benchmarki ng" appears about 20 tines in your
evi dence, give or take?

DR MORIN. Well, we speak in finance of benchmarks. Like
the I ong-term Canada bond yield is a benchmark for the
risk-free rate.

Q - Yes.

DR. MORIN. That is pretty standard term nol ogy. But you
are using the word "benchmarki ng” in a context of
economcs which is alittle bit different.

Q - Wuld you agree with ne, Doctor, that benchmarking is
commonly undertaken for a wi de range of costs, be they
capital costs, l|labour costs, material costs, energy input
costs and so on?

DR. MORIN. Benchmarking to nme neans conparisons. And it is
standard practice to conpare --

Q -1 wll take that as a yes?

DR MORIN. -- costs and performance neasures to those of
your peers.

Q - And is it your understanding, as it is mne, Doctor, that

when benchmar ki ng i s undertaken, econom sts or those who



undert ake benchmar ki ng studi es estimate nodels of costs or



Q

Q

Q

Q
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cost functions?

DR. MORIN. Yes, they do. Consultants have been known to do

that in the past.

- And | imagine that over the course of your |engthy career

you have seen papers on cost estination?

DR MORIN. Yes, | have. And the results are al ways

basically the sane. They are all over the place.

- Are you able to give ne a sense of the quality of fit or

the R squared in such cost estimation nodel s?

DR. MORIN. Now you are outside ny terrain here. |'mnot an

econonetrician or an economst, I'ma finance person. And
"' munabl e to answer your questions.

Al I knowis that | have scrutinized all these
studies. And the results depend on the historical period,
t he choi ce of nmeasures of input, the choice of neasures of
out put, how big your sanple is, how heterogenous the
conpanies in the sanple could be. And the results are al
over the place.

- Have you ever published any work on cost estinmation for

network utilities?

DR MORIN. No. I'ma finance person. |'mnot an

econoni st .

- Do you understand, Doctor, as | do that



benchmar ki ng can i ncorporate data fromdifferent
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geogr aphi c and econom c and regul atory environnents?

DR. MORIN. Yes. \Werever you can find conparabl es you
should try to do so.

Q - And, Ms. MacFarl ane, New Brunsw ck Power as | understand
it is a nmenber of an organization called the Electric
Utility Benchmarki ng Associ ation, correct?

M5. MACFARLANE: The docunent that you distributed to us
indicated that. | amnot personally aware of that but the
docunent that you gave us indicated that we were a nenber.

Q - And so New Brunswi ck Power woul d know that EUBA is a
benchmar ki ng associ ation with hundreds of utility

partici pants?

M5. MACFARLANE: | woul d suggest that in the operating units
t hat have nade their nenbership -- enroled in nenbership
they would be aware of that. [I'mnot famliar with those
st udi es.

Q - Wuld that include the transm ssion business unit?

M5. MACFARLANE: That may include the transm ssion business
unit. | know that benchmarking as it goes to conparing to
other utilities has been an issue of real concern for the
transm ssi on business unit. And we worked hard through
the Stone and Webster Study to try and find reasonabl e

conparators. The vagrancies of climate, the rural nature



of our transm ssion assets relative to other utilities,
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and the necessary strength of our interconnections and
support for industry relative to other utilities of our
size, makes it very difficult to find benchmarks that
enmul ate NB Power Transm ssion.

Q - Wuld you undertake through your counsel, M. MacFarl ane,
to make inquiries of the business units to find out for
how | ong New Brunswi ck Power has been a nenber of the
El ectric Utility Benchmarking Associ ati on?

M5. MACFARLANE: Yes, | wll.

Q - Can you tell nme, Ms. MacFarl ane, what percentage of New

Brunswi ck Power's payroll is incentive or perfornmance
based?

M5. MACFARLANE: | can't tell you off the top of ny head. |
can certainly find that for you. But the -- generally

speaking it is at director |evel and above that are
eligible for an incentive programat NB Power.

Q - Wuld you then undertake to provide to ne through your
counsel the percentage of the director and above payrol
that is incentive or performance based?

M5. MACFARLANE: Yes, | wll.

Q - Thank you. And you understand that |'m asking for the

per cent age of payroll costs not just base salary?

M5. MACFARLANE: Ckay.



Q - And just followi ng up on your |ast answer, M.
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MacFar | ane, woul d you refer please to page 508 of exhibit
A-4, which should be the response to Saint John Energy
i nformati on request 337
MS5. MACFARLANE: Yes.

Q - 1 don't know whether it is you or Dr. Mrin that can
answer this, but as | understand it you were asked to |i st
productivity inprovenents that could be nade to a
transm ssion systemand to indicate why only sonme of them
can realistically be achi eved by New Brunsw ck Power
Transm ssion, correct?

M5. MACFARLANE: That's correct.

Q - And as you did a mnute ago you cited -- you cite in the
answer such matters as custoner density, asset |ocation
and asset vintage as reasons as to why sonme of these
productivity inprovenents may be | ess available to your
conpany than others, correct?

M5. MACFARLANE: That's correct.

Q - And indeed you go so far as to say that these reasons or
certainly low custoner density and | ocation of assets and
difficult terrain -- and I'm | ooking at the bottom of page
508 and the top of page 509 -- nmke, and | quote,
"Benchmar ki ng netrics neani ngl ess".

Do you see that?



M5. MACFARLANE: Yes.



Q

Q

Q
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Now by that do you nean that in the case of New Brunsw ck
Power Transm ssion that benchmarking is inpossible or that
benchmar ki ng can be done but you just toss the results

because they are neaningl ess?

M5. MACFARLANE: Benchmarking in any organi zation is

difficult to do. It's very difficult to understand what

i s behind the nunbers in these benchmark surveys. That's
no different for NB Power than it is for any other

or gani zati on.

In our case in particular, even when one can
understand what is included in the nunbers, it is
difficult to use themas a conparison for what NB Power's
costs shoul d be because they have different circunstances.

As | said we have struggled to find a benchmark t hat
is one or a group of benchmarks that are truly able to be
used as good conparators agai nst our costs.

Shoul d the Board in your view or your opinion, M.

MacFar |l ane, ignore the Stone and Webster report?

M5. MACFARLANE: No.

So the results of the Stone and Webster report are not

meani ngl ess?

M5. MACFARLANE: The results of the Stone and Wbster report

are not neani ngless. W have taken great counsel from



that report and in fact it forns the foundation of our
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reliability inprovenent program which is leading to
significant investnments over the test period, over the
ensui ng three years.

Q - Wuld you please | ook at page 116 of exhibit JD -1 for
identification? And that is the Jamasb/Pollitt report or
paper, M. Chairman.

And what you should have in front of you, M.
MacFarl ane, is a table which sets out power sector reform
and benchmarking features for sone 20 or so jurisdictions
around the world. |Is that a fair description?
M5. MACFARLANE: | amnot -- | have not famliarized nyself
fully with this table.
Q - You said you had --

M5. MACFARLANE: So | will take --

Q - -- an opportunity to famliarize yourself with it,
Doctor. |Is that a fair description of what this table
says?

DR MORI N Yes.

Q - It includes Hungary, correct, at the bottom of page --
DR MORIN:  Yes.

Q - -- the first page. It includes Tasnania, page 1187
DR MORI N Yes.

Q - It includes India, do you see that?



DR. MORI N: Yes.
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Q - Are either of you prepared to tell me that none of the
transm ssion segnents in these jurisdictions suffer from
any of the sanme factors which you say render benchmarking
metrics nmeani ngl ess for New Brunswi ck Power Transm ssion?

M5. MACFARLANE: No, |I'mnot prepared to say that. |
haven't studied any of this.

DR MORIN. | think our position on this is best expressed -
- or at least ny position is best expressed on page 128 of
t hat docunment. On the left-hand side, the second
par agraph, starting with the second sentence, "However,
regul ators use different benchmarking nethods for setting
the X factors. The choice of nethod may be influenced by
t he nunber of utilities. Efficiencies, of course, can be
sensitive to nodel specification and choice of input and
out put vari abl es and sanple size. This raises questions
as to the robustness of calculated X factors based on
unst abl e ranki ngs."

And that is the core rationale for ne recomendi ng
half the CPlI index as a threshold. | don't want the Board
to be confronted with these difficulties. And those are
particularly difficult for New Brunsw ck Power given the
conplications or the territory type of conplications that

nmy col |l eague outlined a few nonents ago. The rural



density and the vintage of the assets, et cetera, et
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cetera woul d aggravate the problens cited in this article.

Q - well firstly, M. Chairman, on that note | amgoing to
ask that this docunent now be marked as exhibit JDI-17,
unl ess ny friend has an objection, which | didn't think he
did at the beginning in any event.

MR. HASHEY: | have no probl em
CHAIRVAN:  JDI 1 for identification will beconme exhibit
nunmber JDI-17.

Q - And just so I'mclear, Doctor, the undertaking that we
are currently engaged in is to determne the initial
prices going into the reginme that you propose, correct?

DR. MORIN: Correct.

Q - Can | ask you to turn, Doctor, to appendi x A-4 of your

evi dence?
DR MORIN. | have it.
Q - Was this paper or appendix, | guess, witten specifically

for the purpose of this hearing, Doctor?
DR MORIN. A lot of it is generic in nature.
Q - So it has been adapted for use in this proceedi ng?
DR MORIN. That is a good way of describing it.
Q - Thank you. At page 1 under the heading "Introduction" at
line 16 you say this: "The cohabitation of conpetition and

regulation to the extent that it exists is unhealthy."”



Do you see that?
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DR. MORIN:  Yes.

Q - You understand, do you, that New Brunsw ck Power
Transm ssion will remain a regul ated nonopoly whereas the
generation function of New Brunswi ck Power, at least in
whol esal e markets, will not?

DR. MORIN: | understand that.

Q - You don't think that the Governnment of New Brunswi ck is
pur sui ng an unheal thy course, do you?

DR. MORIN. No. | agree with the restructuring efforts and
the unbundling initiatives entertained by the governnent.

Q - If you could turn to page 5 please of this appendix. [|I'm
| ooki ng at the paragraph that begins at |line 13 and
extends to line 18, Doctor, in which you set out a nunber
of conpelling reasons to seek alternatives to return --

DR. MORIN. Rate of return.

Q - -- sorry, rate of return regulation, such as price caps,
one of which is so that a utility m ght be nore responsive
to conpetitive market pressures.

Do you see that?
DR. MORIN:  Yes.

Q - Do you include New Brunswi ck Power Transmission in this

cat egory?

DR MORIN. That's -- nunber 1 and 2 woul d probably be nore



applicable, particularly nunber 1, in the very narrow case
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of NB Power Transm ssion.
From a marketing perspective the conpany does have the
di scretion to offer discounts, for exanple, and respond to
mar ket i ng chal | enges.

Q - Excuse ne, M. Chairman. At page 5, line 23 you say, and
| quote, that "Entry restrictions have been liberalized.
And the level and intensity of regulatory controls have
been reduced.”

Do you see that?

DR. MORIN:  Yes.

Q - You aren't referring to New Brunswi ck Power Transm ssion
in that regard, are you?

DR MORIN: It was a generic statenent.

Q - Yes. And with respect to the reduction of regul atory
controls or the level and intensity of regul atory
controls, are you prepared to agree with nme, Doctor, at
| east generally that such reductions have not been
uni versal |l y successful ?

DR MORIN. You would have to be a little bit nore specific
on that. Do you nean the electric restructuring in
general? Are we tal king about the California experience?

Are we tal king about the success stories of

deregul ation or sone of its obstacles or sone of its



failures? Can you be just a little bit nore specific?
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Q - No. | think you have answered the question
DR. MORIN. Cenerally speaking it has been successful. But
we have had sone notable failures along the way,
particularly in California.

Q - Right. At page 14 of this appendi x, Doctor, you suggest
at line 11 that the incentive for cross-subsidization
under price cap regul ation di sappears, correct?

DR MORIN: Yes. And that is because there is no connection
between tariffs and profitability. So there is really no

incentive to cross-subsidize within the envel ope of the

price cap.
Q -1 don't think you need to turn it up. You also say that
at page 18, line 1 of your evidence. WII| you agree with

me, sir, that reductions in New Brunswi ck Power
Ceneration's costs would enhance that conpany's ability to
conpete for whol esal e mar ket s?

DR. MORIN:  Yes.

Q - Wuld you agree with me that increased transm ssion costs
on the part of New Brunsw ck Power Transm ssion will not
enhance the ability of third party generators to conpete
wi th New Brunsw ck Power Ceneration?

M5. MACFARLANE: If | understand your question correctly, |

don't believe that there will be any di sadvant age.



Because NB Power generator -- NB Power Generation conpany
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wi |l be paying the same transmssion tariff as any third
party generators. That is the whole basis of non-
di scrim natory access.

Q - M specific question didn't so nuch concern New Brunsw ck
Power Generation as whether or not increased transm ssion
costs for New Brunswi ck Power Transm ssion, whether in
that scenario the ability of third party generators to
conpete with New Brunsw ck Power woul d be enhanced?

M5. MACFARLANE: Well, as | say, the whole objective of the
restructuring is a level playing field. Third party
generators wll pay the sanme transm ssion tariff, whether
it is high or low, as NB Power Generation wll be.

So it should be a non-factor as it goes to conpeting
with NB Power GCeneration.

Q - And they will be conpeting with New Brunsw ck Power
Ceneration, as that conmpany currently stands, existing
generation in the ground, sone costs, depreciation, et
cetera, et cetera, correct?

M5. MACFARLANE: That is correct. Yes.

Q - Thank you.

M5. MACFARLANE: But | don't understand why transm ssion
tariffs would have any inpact on NB Power's

conpetitiveness or a third party generation's



conpetitiveness as it goes to generation costs.
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The enbedded costs of generation m ght have an inpact
on it. And fuel costs and other variable costs of
generation woul d have an inpact on it.

But the cost of the transmission tariff is the sane
for both parties. It is a level playing field.

Q - At line 20, Doctor, of page 14 you say, and | quote, "If
t he conpany shifts costs from conpetitive services to
nmonopol y services, any profits earned are reduced."”

Do you see that?

DR. MORIN:  Yes.

Q - Is that a generic statenent?

DR MORIN. That is a generic statenent. It would be nore
applicable to distribution, where sone services such as
billing and nmetering woul d be nore conpetitive.

But in a case of transm ssion, that statenment woul d
not be as applicable as to distribution.

Q - Let's see if | can understand it in the present context.

| f New Brunswi ck Power determined to shift costs from
conpetitive generation services to nonopoly transm ssion
services, would it be your view that the profits earned by
New Brunswi ck Power Transm ssion would be reduced?
DR MORIN. Now this statenent is applicable to NB Power

Transmn ssi on.



Q - So it wwuld be, in that scenario -- I'"msorry. Perhaps
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you can explain that to ne. | didn't follow
DR. MORIN. The statenment that | nade here is that they are
within a price cap system because there is no connection
bet ween rates and costs.

Wiy woul d a conpany engage in cross-subsidization in
an attenpt to shift costs fromthe conpetitive to let's
say the regul ated? Because under traditional regulation
you recover the costs of the regul ated conponent.

But now the incentive to do that disappears. Because
there is no connection between rates and such costs.

Q - Al right. | had understood you to be referring here,
Doctor, to in the present circunstances, the conpetitive
servi ces of New Brunsw ck Power Generation as opposed to
t he nonopoly services of New Brunswi ck Power Transni ssion

But you are telling ne | shouldn't read it that way?

DR MORIN:. Correct.

Q - Thank you. | understand and invite you to agree with ne,
sir, that relative to generation, transmssion is a
relatively small portion of the delivered cost of power?

DR. MORIN. That's correct.

Q - And relative to your evidence where you talk about the

di sappearance or elimnation of cross-subsidies, Doctor,

can you tell me why yesterday norning in your presentation



which is marked as exhibit A-22 at slide 44 you said that
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one of the advantages of price cap regulation was, and |
guote, "reduced incentives for cross-subsidization."

Do you understand ny conundrum here?

DR MORIN. Yes. Wll, perhaps elimnate would be equally
applicable here. Again there is no incentive to shift
costs around because there is no connection between rates
and conpany costs.

Q - So what you neant to say in your presentation in the |ast
bull et on page 44 is that incentives for cross-
subsi di zation are elim nated?

DR MORIN. Well, there is certainly no tenptation to engage
in that for the purpose of augnenting profits. Because
your rates are disconnected from your costs.

Under traditional regulation there is a tenptation or
a potential to shift costs fromthe conpetitive, so as to
make you nore conpetitive, towards the regul at ed.

But under price cap regulation, since there is no
connection between rates and conmpany costs, that
tenptati on di sappears.

Q - | understand what you are saying, Doctor. Can we add a
caveat to that, however, provided you get the starting
poi nt costs correct?

DR. MORIN: That's correct.



Q - Thank you.
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DR MORIN. The going-in rates have to be set properly --

Q - Yes

DR MORIN. -- which is what we are doing here.

Q - Just to finish this appendix off, Doctor, could you | ook
at page 16 under the heading "R sks of Price Caps".

There you say, and | quote, "Price caps which govern
aggregate prices may also result in inefficient pricing on
i ndi vi dual services."

Do you see that?

DR MORIN: Yes. That would be true in the case of a
utility that has a wide portfolio or baskets of services.
In the case of transm ssion, NB Power Transm ssion, there
is really only one service. That is basically
transm ssi on.

So that coment is again nore generic and applies nore
to let's say distribution, where there is a broader array
of baskets of services that are being regul ated.

Q - And just generically, Doctor, can we agree that an
inefficient price is one that doesn't reflect the cost of
provi ding the service?

DR. MORIN. Yes, that's correct. A price that does not
reflect marginal cost is deemed to be inefficient because

it provides wong signals to consunmers for consunption



Q - Thank you. Let ne ask you to turn back to your evidence
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t hen pl ease at page 18 and your conti nuing di scussion of
price caps.

|"mreferring to line 7 and 8 where you refer to the
noti on or concept of rate shock which we discussed briefly
yesterday. You had a discussion with M. Gllis on that.

Ms. MacFarl ane, where does the recovery of paynent in
lieu of taxes and return on equity fit in your
under st andi ng of the concept of rate shock?

M5. MACFARLANE: Rate of return and taxes are two of the
el enents of the revenue requirenent. The revenue
requirenent is what is used to determne the tariff. It
is an aggregate cal cul ati on.

And rate shock is a concept that applies to the tariff
itself and to any large shifts in the tariff that are
unexpect ed.

Q - You said yesterday, and again | haven't had a chance to
read the transcript, when M. GIllis asked you the
guestion that in the context of the reginme that the
conpany has been operating under for many years now, that
is to say the 3 percent Iimt, that rate increases beyond
t hat magni tude were sonething that, at least in your mnd
triggered the concept of rate shock.

Those weren't your words. But that is what | took



fromyour evidence. Wuld that be fair?
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M5. MACFARLANE: | would say that that's a stretch.
believe | said that that m ght be an indicator of somne
peopl e's judgnment of rate shock. The fact that it exists
m ght indicate that it is sonme people's judgnent of rate
shock.

Q - | know you have told nme this earlier. It is your
under standi ng, Ms. MacFarlane, is it, that each of the
operating entities under Holdco are going to be required
to earn a positive return?

MS. MACFARLANE: That is what was in the Mnister's
statenment, yes.

Q - And to be clear, and so ny clients understand, have you
or has New Brunswi ck Power undertaken any study of the
appropriate |levels of return for the other butterflies?

MR. HASHEY: | think this nmay be sonething that goes beyond
what we are doing here.

CHAIRVAN: Wl |, it depends upon how far we go, | guess.
Ms. MacFarl ane, can you answer that?

M5. MACFARLANE: | indicated yesterday that the
restructuring is being driven by the Province of New
Brunsw ck.

The rate of return requirenents will be dictated by

them as owner. And they have engaged i nvestnent bankers



to assist themin making those deci sions.
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And we have been working wth the investnent bankers.
W have not engaged our own consultants in that matter.

Q - My colleague M. Nettleton, Ms. MacFarl ane, has given ne
a copy of page 910 of yesterday's transcript where you
said, and | quote, "The current regulatory regi ne which
speaks to rates being constrained within inflation or 3
per cent woul d suggest that the judgnment of the current
regul atory regime would be that anything in excess of
inflation or 3 percent mght |lead to rate shock or be
getting into that range on an annual basis."

What you tell me now or today is that that in your
view mght be a bit of a stretch?

M5. MACFARLANE: No. | think -- and perhaps | m sheard you
M. Smellie. But | think you said that | believed that
anything in excess of 3 percent or inflation was rate
shock. And | did not say that.

Q - What is your opinion, as a policy wtness for New
Brunswi ck Power and New Brunsw ck Power Transni ssion, as
to a rate increase that would qualify as rate shock?

M5. MACFARLANE: | would go back to what Dr. Morin tal ked
about yesterday, that being the ability of different
sectors to be able to bear price increases.

And fromthat perspective |I'mnot prepared to give you



a definitive answer. | believe it is a matter of
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ci rcunst ance and range.

But again | go back to the fact that at the end of the
day it is the regulatory reginme that is in place to try
and prevent rate shock. And our regulatory reginme gives
us an upper limt of 3 percent or inflation.

Q - I think it is in the evidence sonewhere, M. WMcFarl ane,
that there has not been formal consultation with
st akehol ders concerning this application, correct?
M5. MACFARLANE: As far as | know, that is the case.
Q - So it would be the case then that New Brunsw ck Power has
not consulted with its stakeholders as to what they m ght
t hi nk rate shock woul d amount to?
M5. MACFARLANE: Certainly as it goes to the |arge
i ndustrial custoners, NB Power has constant engagenent,
shall we say, regular contact with our large industrial
cust oners.

And we strive to understand their needs and their

position on matters such as rate shock.
Q - So what have you |l earned fromyour industrial custoners
as to what they think rate shock m ght be?
M5. MACFARLANE: Qur industrial custonmers are in New
Brunswi ck because we have conpetitive energy prices. The

provi nce of New Brunswi ck has been able to attract |arge



i ndustrial custoners in part for that reason.



Q
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Electricity in general has a very big inpact on the
econony of New Brunswi ck, not only because there is a
| arge industrial base that is dependent on it but also
because of the high honme heating | oad.
So energy prices are very inportant to the province
and to the province's econony and to the citizens and

i ndustries in the province.

- Wth respect, Ms. MacFarl ane, would you answer ny

guestion. \What have you | earned from your industrial

custoners as to what they perceive rate shock to be?

M5. MACFARLANE: If you are asking ne for a specific nunber,

|"msorry, | can't give you one. Wat we have |earned is
that electricity prices, their stability and
predictability is essential. It is very, very inportant
to our large industrial customers.

Rat e shock is not a happy thing, particularly for
i ndustrial custoners. And we are striving to ensure that
for the transmission tariff we are putting in place a
tariff that allows custoners predictability and stability
of rates.

| mght nention, as an exanple, that one of the risks
of the transm ssion business unit under the proposed

tariff is forecasting risk.



In other reginmes all of the costs of transm ssion are
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in one way or another passed on to the custoners through
some sort of true-up nechanism That is not the case in
our proposal. And it is not the case because our |arge
i ndustrial custoners have made it clear to NB Power over
the years that predictability and sustainability are what
is inmportant to them

Q - So you have no information that would be of assistance to
this Board emanating from your ongoing discussions with
your industrial customers as to what they m ght think
woul d amount to rate shock, correct?

M5. MACFARLANE: | believe that the information that | have
just put on the record would be informative to the Board.

Q - You would agree with ne | take it that a regulator as a
matter of course can and should take into account the
i mpact of utility rate proposal s?
M5. MACFARLANE: | would agree with that, yes
Q - It would in your view and in the conpany's view be a
rel evant consideration for this Board in this case?

M5. MACFARLANE: Well, if you go back to the coments that
Dr. Morin nmade earlier there in the opening part of his
evi dence about what criteria you judge a regul atory regine
by, inpact -- or certainly fairness to the customer is one

of them



And rate shock would have to be part of the fairness
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equation, | would assune.

Q - Thank you. Wuld you turn please to exhibit A-6, page
123. Just pursue this question, M. Chairman, and then
perhaps it would be appropriate to rise for |unch.

Exhibit A-6 , page 123, and you shoul d have before you
Ms. MacFarl ane, your response to Saint John Energy's
suppl emental interrogatory nunber 8.

M5. MACFARLANE: Yes, | have it.

Q - And | don't want to go too far into this. But the
response to the question indicates that the proposed
tariff rate for network integration transm ssion service,
excluding ancillaries, are based on revenue requirenents -
- sorry, based on a revenue requirenent. And there then
follows a table. Do you see that table?

M5. MACFARLANE: Yes.

Q - And | understand what this table does is to tell us al
what the current cost of service conponent of the
conpany's bundled rate is relative to what it is going to
be for that service, excluding ancillaries under the open
access tariff. |Is that fair?

M5. MACFARLANE: That is fair.
Q - Right. And subject to check, would you agree with ne

that the proposed rate shown on this table is



approxi mately 15 percent higher than the current cost of
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service for the services described?
M5. MACFARLANE: Wth the exception of you using the word
"rate", | would agree with you that the cost as exhibited
t here under open access tariff are approxi mately that
range hi gher than the costs exhibited there under cost of
service, yes.
Q - Excluding ancillaries?
M5. MACFARLANE:  Yes.
Q - Thank you.
M5. MACFARLANE: | did just want to add though that if your
comment was one that was to support rate shock --
Q - Do you think this is rate shock?
M5. MACFARLANE: |f your conment was one that was in support
of your comments about rate shock, | might nention that
t he announcenent by the Mnister indicates that standard
offer services will continue in the current form and
format under the same ternms and conditions. So bundl ed
rates will not be affected in this way.
| mght also nention that the proposed tariff is
significantly I ower than the existing tariff that is in
pl ace today. So fromthat view as well we are proposing
that tariff rates go down under this proposal, as conpared

to what they are today.



MR. SMELLIE: Thank you for that comment. 1:30, M.
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Chai r man?

CHAI RVAN:  1: 30, M. Snellie.

(Recess - 12:00 p.m - 1:30 p.m)

CHAI RVAN: Good afternoon. Any prelimnary matters?

MR. HASHEY: Not for ne, M. Chairnan.

CHAIRVAN: M. Snellie?

MR. SMELLIE: Thank you, M. Chairman.

M5. MACFARLANE: M. Snellie, | wonder if | mght add to ny
answer of your |ast question. W were speaking to SJE
suppl emental 8. And you were asking nme about the two
col ums.

Sonmething that | neglected to say was that under the
colum "Cost of Service", interest of .55 cents per
kilowatt nonth, that number does not include an interest
cover age.

So in that sense this colum is inconplete in that
regard. Even if we were to use the interest coverage of
1.25 which is the currently approved anmount, that would
add about 14 cents to that col um.

So the difference is nuch snaller than what is here on
that basis. And that is with just a 1.25 tines interest
coverage. You woul d appreciate that cost of service

shoul d i nclude interest coverage.



Q - I'mlooking at the second colum in the table, M.
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MacFar | ane, headed "Cost of Service"?

M5. MACFARLANE: Yes.

Q - And I think what you have referred me to is the third
line of that colum?

M5. MACFARLANE: That's correct.

Q - And you are saying to ne that that is incorrect?

M5. MACFARLANE: |'msaying that that is a raw nunber and
does not include interest coverage as it should. Because
part of the cost of service should be an adequate interest
coverage, and it is not reflected there.

So if we were to add even interest coverage at 1.25
times, that would increase the 1.60 to 1.74 or so. And |
shoul d have added that when | was speaking to you earlier.

Q - Wat about the 36 cents imediately to the right of that?
Does that include an interest coverage?

M5. MACFARLANE: The interest coverage in this case is
included in the return on equity.

Q - That is to say the 25 cents inmediately bel ow the 36
cents?

M5. MACFARLANE: That's correct.

Q - So -- I'msorry, M. MacFarl ane.

M5. MACFARLANE: Yes.

Q - Let's go back to the 55 cents under the "Cost of Service"



colum. VWhat does that reflect?
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M5. MACFARLANE: |'msorry. Could you repeat the question?
Q - What does the 55 cents in the "Cost of Service" colum
reflect?

M5. MACFARLANE: That is the interest on the debt itself,
the finance charge on the debt itself enbedded. But it
does not reflect an interest coverage which is a cost of
service, and should have been reflected there.

| was just raising the point because it illustrates
that the difference between the two colums is not as
great as may be suggested there for that reason.

Q - Wuld you undertake, because | don't want to take the
time of the panel at the nmonent, to provide ne through
your counsel with a corrected or revised response to Saint
John Energy supplenental 8, and to showin the line item

nt erest under "Cost of Service" the various

for
conmponents whi ch you think should nake up the total?
M5. MACFARLANE: Yes, | wll.

\Q - Thank you. Dr. Mrin, we didn't mark it as an exhibit
because it is a decision of this Board. But we discussed
or | discussed with Ms. MacFarl ane briefly yesterday the
Board's decision in 1993.

And ny sinple question to you, sir, is when did you

becone aware that that decision was NB Power's | ast rate



case?



- 1110 - Cross by M. Snellie -

DR. MORIN: No exact recollection on that. Sonetine between
the tinme of filing the testinobny and answering data
requests.

Q - Thank you.

DR MORIN: | don't recall the exact date.

Q - | want to cone back to the matter of incentives. Have
you, Doctor, undertaken any analysis that |eads you to
conclude that the price cap framework proposed will create
incentives that will ensure efficiency gains?

DR MORIN. Well, by nature if a -- to put it very bluntly,
if you snell the cheese you will sort of -- it is human
nature to seek the cheese.

And by virtue of the design of the price cap, if there
is any possibility to exceed the productivity targets in
order to attain superior profitability, the conpany wll
do so. So it is just human nature.

| haven't conducted a poll and asked executives | ook,
are you going to be incented if we do this? And | think
by virtue of the price cap itself the conpany is incented
to surpass those thresholds that | have defi ned.

And coupled with that of course, if the interna
manageri al reward penalty systemis |linked to financial

per formance, you have an added conpl enent here to attain



superi or performnce.
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Q - Have you reviewed New Brunswi ck Power's human resource
policies?
DR MORIN:. Not at all. It is conpletely outside the

purvi ew of ny mandate here.

Q - Well, you just nmentioned sonething that caught ny
attention.

DR MORIN. Well, to the extent that managerial conpensation
is linked to profitability, the price cap plan wll
produce that incentive along with the managerial reward
system

Q - So you don't know, sitting here today, if those policies
contain provisions which reward or penalize good or bad
per f or mance?

DR MORIN: Well, to the extent that there is variable
conpensation that is related to financial ratios or
profitability netrics, the conpany will try to attain such
| ofty performance.

Q - You would agree with me though that generally speaking in
the private sector, those types of policies are proper and
necessary, are they not?

DR. MORIN:. Yes. | have just witten a whole book entitled
" Shar ehol der Val ue" whi ch di scusses conpensati on systens

and executive conpensation systens as a way of aligning



managerial interests with shareholder interests.
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And to the extent that you conpensate people for val ue
creation they will behave in that direction. And the old
adage, what gets neasured gets done, | think is quite
rel evant here.

Q - Just before we leave this topic, | just want to be clear
that your ultimate return on equity recommendati on of 11
percent reflects as against the |lower end of the range 10
1/ 2 percent the risks which you say are involved with the
price cap franmework?

DR MORIN. Yes. There is additional variability that is
i nduced by the price cap regine. And conpensation for
that added risk is the top of the range.

That and the need to bol ster the conpany's capital
structure led ne to recormend the top end of the range
rather than the | ower end.

Q - So the 50 basis points between the bottomand the top is
on account of those two factors?

DR MORIN. That's correct.

Q - Thank you. | want to talk to you now, Doctor, about
risk.

And for that purpose | would ask that, Madam
Secretary, you give to the panel the excerpts fromthe

Nat i onal Energy Board's decision of June 2002, TransCanada



Pi pelines Limted, RH 4-2001.
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CHAI RVAN: M. Hashey, you have no problemw th this going
in?

MR SMELLIE: It is a decision of a tribunal, M. Chairman.
MR. HASHEY: | think the Board decision is fair game to be
put forward. | don't really think it even needs -- it

could be referred to probably by the Board.

Ask nme whether | know whether this, the parts of it
that are here are conplete, | couldn't answer that for a
mnute. But | obviously trust ny learned friend to be
dealing with it for a purpose and not | eaving things out.

So | have no objection.
| don't think the witness had any direct involvenent

inthis. | have not objected earlier on the basis of

direct invol venent. But this is alittle different. This

is a pretty open deci sion.

CHAI RMAN:  JDi - 18.

- Doctor, are you famliar wth this decision?

DR. MORIN: Yes, | have read the decision. | was not a
participant in that docket.

- No. | understand that. And | haven't provided it to you
for any devi ous reason because you weren't involved. |
haven't even provided it to you to discuss many of the

merits. But what | want to do --



DR MORIN. Are you suggesting that the previous ones that
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you provided nme were for devious reasons?

Q - One for you, Dr. Morin.

DR MORIN. Well | guess it's one-nothing. |I'mjust being
Q - I"'mnot sure.

DR. MORIN. I'mjust joking. | don't really mean that.
Q - Wiat | want to do is take a look at this very recent

deci sion of the National Energy Board of Canada on issues
whi ch concern risk. And | want to solicit your comments.

And you will see from page -- on the second page which
is the table of contents, that the matter of business risk
and i nvestnent perspectives was a significant issue for
the Board in this case.

They dealt with business risk, market risk, supply
risk, financial risk, all of the things that you dealt
with in your evidence, correct?

DR MORI N Yes.
Q - And the excerpt in fact begins at page 21 of the Board's
decision. And you will see that the title there is
"Regul atory Ri sk".

And | would ask you to turn to page 24 under the

heading "Views of the Board." Do you have that?

DR. MORI N: Yes.



Q - And the Board says that in its view, "Business risk
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represents the risk attributed to the nature of a
particul ar business. It is made up of all the risks to
whi ch the income-earning capability of an asset is
exposed. "

Do you agree with that characterization, Doctor?

DR. MORIN:  Yes.
Q - And turn then with me to page 27 of the Board's decision
And in the mddle of the page you will see that the Board
says, and | quote, "Regulatory risk is the risk to the
i ncome-earning capability of the assets that arises due to
t he nethod of regulation of the conmpany."”
Do you see that?
DR. MORIN:  Yes.
Q - Do you agree with that characterization?
DR MORIN:  Yes, | do.
Q - And at page 34 of this decision you will see in the
m ddl e of the page that the Board says this about
financial risk.

"Financial risk is the risk inherent in a conpany's
capital structure. Financial risk increases as the
proportion of debt increases in relation to sharehol ders
equity because debt interest and repaynent obligations

must be met irrespective of the overall profitability of



t he busi ness.”



Q

Q

- 1116 - Cross by M. Snellie -
And | take it you have no difficulty with that

characteristic?

DR. MORI N: No, | do not. It is a classic definition of

financial risk.

- Now just turn over to the next page, Doctor. At the top

of the page under the heading "G obalization of Financia
Mar ket s" you will see that the National Energy Board
acknow edged the trend of capital market gl obalization but
expressed its view that Canadi an market data remains the
nost rel evant benchmark in assessing the cost of capital
for Canadi an pi peli nes.

Do you agree with that characterization?

DR MORIN. | certainly agree that Canadi an data shoul d be

considered heavily in the Board's decision along with
U S. rel evant evidence.
- Considered heavily. Does that nmean nost rel evant,

Doct or ?

DR MORIN. It neans it should consider, as far as possible,

all the reliable statistical studies that were perforned
in the Canadi an context.

But it should also take into account U. S. studies on
simlar subjects that typically rely on nuch | arger

sanpl es, and that benefit from hindsight in the sense that



t he deregul ati on has al ready happened to sone extent over
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there. So thereis a lot to be |earned fromthat.

And investors do consider U S. securities and mnutual

funds and pension funds and retirenment plans, bank trusts.
And all these portfolio nmanagers consider a w de array of
candi dates for inclusion in their portfolio.

So therefore we should consider both the U S. and the
Canadi an results. But as much as possible we should rely
on Canadi an nmarket evidence if it is reliable and
rel evant.

Q - If it isreliable and --

DR. MORIN: And rel evant.

Q - Thank you. At the bottomof this sane page, Doctor, you
wll see that the Board noted that higher |evel risks
faced U S. pipelines. And that conparisons with their
return mght be of limted rel evance due to the nore
favourabl e tax treatnment of dividend inconme in Canada and
the typical investor in TransCanada Pi peLines who is
Canadi an. Do you see that?

DR. MORIN:  Yes.

Q - And do | take it fromyour evidence, Doctor, that you
woul d not subscribe to this conclusion?

DR MORIN. No, | do not. Because nost of the heavy players

in ternms of buying equity are nontaxable institutions such



as pension funds. So taxation would be irrelevant for
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t hose investors. And the fundanental determ nant of
return really is risk. And taxability is really a
secondary i ssue.

And as a practical matter, when you | ook at the bottom
line taxation rate of those investors that are taxable,
there really isn't nuch difference between a U. S. investor
and a Canadi an investor.

And there is a response to a interrogatory that |
think exenplifies that and shows very little tax
di fferences between the two.

Q - Ms. MacFarlane, who is the typical investor likely to be
in New Brunswi ck Power Transm ssion?

M5. MACFARLANE: The transmission tariff is submtted,
supported by Dr. Mirin's evidence, that the investor is
irrelevant. Any investor should receive an equival ent
return for the opportunity cost of their noney. In fact,
the Corporation will be owned by the Province of New
Brunswi ck. Wre it privately held, it would probably be
held largely by institutional investors.

Q - Thank you. I'magoing to turn to page 23 of your
evi dence, Doctor, where you begin your discussion of risk
and return.

And | understand you to be telling us in general terns



that risk is relevant to the matter of investnment because
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it isrisk that will determine the level of return that an

investor will require before he or she or it parts with
his or her or their capital. Correct?
DR MORIN. | agree with that.

Q - Thank you. And your viewin this case is that risk for
New Brunswi ck Power Transm ssion conprises three
conponents, business risk, regulatory risk and financi al
risk?

DR MORIN: Correct.

Q - And you believe as | read your evidence, that New
Brunswi ck Power Transm ssion principal business risk is
forecasting risk. [|'m/looking at page 33, |line 19.

DR MORIN. That's correct.

Q - Turning over the page to page 34 and |I'mlooking at line
6, Doctor. Just one second. Actually |I'mlooking at the
entirety of that paragraph. And | understand you to be
comenting on what | will call revenue risk for New
Brunswi ck Power Transmission. |Is that a fair
characterization?

DR MORIN. That is fair.

Q - Over what horizon do your comments extend in this

par agr aph?

DR MORIN. No specific horizon in mnd. It would make



sense that it would apply to the next three years after
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which the price cap regine is subject to review

Q - And what | understand you to be saying is that in your
view 10 percent of the conmpany's transm ssion revenue
associated with sales of power to the export market are
subj ect to sone degree of risk?

DR MORIN. Yes, there is forecasting risk.

Q - Wat you say is that 30 percent of the conpany's revenues
come frominterconnection sales, and two-thirds of those
are derived fromlong termfirmconmmtnents, and so
therefore | get 10 percent |eft over?

DR. MORIN. That's correct.

Q - Okay. And the remaining 90 percent | read you to be
saying falls into the category of stable, relatively
st abl e?

DR MORIN. Relatively stable.

Q - I think this has been nentioned. But do | have it
correctly, Ms. MacFarl ane, that standard offer service is
going to be avail able to whol esal e custoners who do not
el ect to purchase power froma conpetitive supplier?

M5. MACFARLANE: That's correct.

Q - And to the extent whol esal e custoners elect to | eave New

Brunswi ck Power, or to | eave the system to be correct in

my interpretation, it is the case that New Brunsw ck Power



wi |l be conpensated by way of exit fees?
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M5. MACFARLANE: | believe the announcenents that the
M ni ster has nmade indicated that there will be an
opportunity for NB Power to collect an exit fee. That,
too, is a matter subject to |egislation.

Q - And it is, of course, the case that the whol esal e
cust oner who opts for conpetitive supply will not
necessarily depart the transm ssion systenf

M5. MACFARLANE: That's correct.

Q - And, Ms. MacFarlane, at the Board' s |oad forecast hearing
earlier this year, do | understand that the conpany's
position on the matter of conpetition was that its
generation costs will remain attractive? Let ne help you.

M5. MACFARLANE: Ckay.

MR. SMELLIE: Perhaps the secretary could hand up to the
Panel what | understand to be a summary of evidence on
updat ed | oad forecast, dated April 29, 2002.

M5. LEGERE: There is no date on the docunent.

MR. SMELLIE: It's on the second page, Madam Secretary.
This is a New Brunswi ck Power docunent, M. Chairnman
Never mnd the fact that I'"msure it's one you are
famliar wwth. Could it be marked as the next exhibit,
pl ease.

CHAI RVAN:  JDI -19.



Q - This is a docunent with which you are famliar?
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MS. MACFARLANE:  Yes.

Q - Yes. And | amlooking at -- it's the back side of the
page that's nunbered 9. |It's headed, "Key |Issues Self-
Generation Third Party Supply"?

MS. MACFARLANE:  Yes.

Q - And ny sinple question, Ms. MacFarlane, is it still your
view -- is it still the conpany's view that NB Power's
generation costs are expected to remain attractive
conpared to new generation and regional market prices?

M5. MACFARLANE: That is the case under the assunption that
the | oad forecast was prepared on which included
conversion of Col son Cove and refurbi shnent of Point
Lepr eau.

Q - | understand. Now, Doctor, at page 34 -- | wll be
com ng back to this, Ms. MacFarlane, so if you could keep
it handy.

At page 34 of your evidence at line 20 you refer as
you did at page 7, to the issue of alternate fuel
conpetition, mainly natural gas. Do you see that?

DR. MORIN:  Yes.

Q - And here you reference a further restraint on gas

conpetition being conversion costs. Correct?

DR. MORI N: Correct.



Q - Gas in New Brunswi ck, Ms. MacFarl ane, is dependent upon
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the Maritinmes & Northeast Pipeline, is that correct?
MS. MACFARLANE:  Yes.

Q - Wuld you agree with nme then, Doctor, that Maritinmes &
Nort heast Pipeline is therefore part of the conpetitive
threat of Sable Island gas?

DR MORI N Yes.

Q - And subject to check, will you agree with ne that New
Brunswi ck Power and the Governnent of New Brunsw ck
recommended to the National Energy Board that it establish
a capital structure for Maritinmes & Northeast Pipeline of
75, 257?

DR MORIN: Wich is equity and which is debt?

Q - Fair enough. The first is debt.

DR MORIN. | will agree subject to check.

Q - You will find a reference for it if you need it at page
33 of exhibit JD-18, M. Chairman. Not that that was the
position of New Brunsw ck Power and the Governnent, but
that's what the debt equity structure of Maritinmes &
Nort heast Pipeline is.

And here, Doctor, you are recommendi ng a deened
capital structure for New Brunswi ck Power Transm ssion of
65 debt, 35 equity. Correct?

DR. MORIN: That's correct.



Q - And that, Ms. MacFarlane, is considerably different than



- 1124 - Cross by M. Snellie -
the 80, 20 target which was | ast approved by this Board
for New Brunswi ck Power, correct?

M5. MACFARLANE: It's significantly different because the
circunstances are significantly different. |If you recall,
we discussed this yesterday. |In the circunstances of an
80, 20 debt equity ratio, the ruling of the Board that we
| ooked at yesterday was that the benefits of ownership of
NB Power by the Province of New Brunsw ck should go to in-
provi nce custoners. That is no |onger the case.

Under open access the benefits will not accrue to NB -
- New Brunswi ckers. And fromthat perspective we believe
that in order to ensure that outside parties pay ful
cost, they should also pay full cost on the basis of a
proper capital structure that reflects the risks of the
conpany.

DR MORIN. And if and when the conmpany goes on its own
trying to reach capital markets under acceptable rates
under the auspices of an investnent grade bond rating, it
will need a very solid capital structure. And the 35
percent that | recommend is -- mght even be perceived as
bei ng conservative in the current environnment in capital
mar kets and the concerns that investors have on the energy

i ndustry.



Q - Thank you for telling me that again. Really, | just
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wanted to get your comment on this, Ms. MacFarl ane.

Do you believe that swapping | ow cost capital for high
cost capital is an effective nmeans of fighting
conpetition?

M5. MACFARLANE: | believe that conpanies should | ook to
find the nost efficient point on the cost of capital curve
as denonstrated by Dr. Mrin yesterday.

DR MORIN. Yes, don't forget, that 75, 25 that you all uded
to does not necessarily nmean it's | ower cost because it
has nore debt. There is a hidden cost associated with
debt and that is the higher risks associated with debt and
the repercussions on equity costs. Renenber that U shaped
function yesterday in ny presentation, where we discussed
the trade-of f between risk and return? And the inportant
target is to be at the m nimum point of that cost curve.
And t hat does not necessarily occur at 75, 25.

Q - Thank you. Excuse ne, sir. Exhibit JD -19, M.
MacFar |l ane, the update to the |load forecast. | am at page
9, which is the front side of the page we were just
| ooki ng at.

M5. MACFARLANE: That's correct.

Q - And the forecast update at that time and | assune today

as well, continues to be prem sed upon the construction of



three natural gas laterals by Maritines & Northeast,



Q

Q

Q

Q

Q
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correct?

M5. MACFARLANE: Mmm

|"msorry, yes?

M5. MACFARLANE: Yes.

One of those is the Saint John lateral, which is in

pl ace?

M5. MACFARLANE: Yes.

And the other two are the northeast and nort hwest

| ateral s?

MS. MACFARLANE: That's correct.

And if those laterals are not built, would that affect

your forecast?

MS. MACFARLANE: It would have sone inpact on the forecast.

The forecast is, if you have | ooked through it, as |
assume you have, the supply or the capacity is very, very
tight out over the next decade. And these assunptions in
fact are required assunptions in order to ensure that the
generation that is currently built will be able to supply
t he | oad.

In the absence of these assunptions we have a capacity
problem Even with these assunptions we find that the
load is flat going out over that period of tine.

Now Doctor, at the bottom of page 35 of your evidence



you refer to Standard & Poor's business risk ranking
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system Do you see that?

DR MORI N Yes.

Q - And I don't know very nuch nore about it other than what
you have told ne here, but there is a range of 1 to 10.
The hi gher you are the riskier you are?

DR MORIN. Yes. 1 is conplete absence of risk, 10 woul d be
very, very, very risky. And we are tal king about business
ri sk here.

Q - Yes. And it is your viewin |[ight of the evidence you
have given us, that NB Power Transm ssion would be, if it
were, ranked in the 3 to 4 range?

DR MORIN. That's correct based on the rankings that | have
seen of wires only type of energy conpanies, they
typically have a score in the 3 to 4 range. And the
reason for nmy statenment here is that S& or Standard &
Poor's has recently acquired CBRS, the Canadi an Bond
Rating System And one surmises that it wll adopt
simlar scoring systens for a newly created conpany |ike
NB Power Transmi ssion, if and when that cones to fruition.

Q -1 don't think you need to turn it up, but ny
understanding is you think that Newfoundl and Power would
be ranked in the 3 to 4 range as well? That is in your

evidence that is marked as JDI-12 in this proceedi ng?



DR. MORIN. Probably froma business risk perspective it
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woul d be sonmewhere in the 4 range, because Newfoundl and
Power, even though it is a vertically integrated utility,
has very, very very little generation activity. The
generation portion is really from Newfoundl and Hydro. So
it is nore of a wires conpany than it is a vertically
i nt egrat ed conpany.

Q - And it is not inthe record yet, and I will try to do
this without further cluttering the record, that is the
sanme ranking, as | understand it, that you have given to
Hydro Quebec Distribution in the evidence that you have
filed before the Regie in support of Hydro Quebec
Distribution's application for rates?

DR MORIN. That is correct. Low business risk T&D, which
means transm ssion and distribution utilities, are
typically ranked in the 3 to 4 area on the business risk
scal e.

Q - Do you know Dr. Evans?

DR. MORIN  Yes, | do.

Q - Are you aware that in a recent filing before the Al berta
Energy and Utilities Board for rates, that AltaLink has
proffered evidence of Dr. Evans where he puts AltalLink as
a 2 on the Standard & Poor's scale. Are you aware of that

evi dence?



DR. MORI N: No, | amnot famliar with that.
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Q - Turn over the page please, to the topic of regulatory
risk. At the bottom of that page you tell us that the
newly forned -- if, as and when, | guess | should say --
New Brunswi ck Power Transmi ssion will be subject to
regul atory scrutiny for the first tinme?

DR. MORIN:  Yes.

Q - That is because it is a new conmpany?

DR. MORIN: Because it is a new transm ssion unbundl ed
entity.

Q - You are not suggesting that New Brunsw ck Power hasn't
been subject to regulatory scrutiny before?

DR MORIN. No. M testinony addresses the transm ssion
conpany.

Q - And | assune the brand new | egislation that you are
referring to at line 29 to 30 is the brand new | egi sl ation
that we are all waiting for?

DR. MORIN. That's correct. The inpending |egislation would
be nore accurate.

Q - Your evidence, sir, is that you consider the brand new
conpany to be of above average regulatory risk, correct?

DR MORIN. That's correct.
Q - You are not suggesting, are you sir, that New Brunsw ck

Power Transmission will not be able to recover its



prudently incurred costs?



Q

Q

Q

Q
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DR MORIN: | am not suggesting that, no.

- When you say at the last |ine of page 36 that investors

are understandably sceptical, who are you referring to?

DR. MORIN: A conpendiumof interested parties, including

bond rating agencies, institutional investors, pension

funds, bank trust departnents.

- This is a generic type statenent, Doctor? You haven't

had di scussions with these investors, have you?

DR MORI N: No. But it is understandable when there is a

newy created utility that investors are very
under st andabl y apprehensive and a little bit sceptical as
to the regulatory regine that will be in place and how
everything wll fall out.

And | think it is clear, but I will just nmention it, it
is the Province of New Brunswi ck that hol ds New Brunsw ck

Power's debt today?

DR. MORIN. That is correct. But the identity of an

investor is really irrelevant when nmeasuring a return.
Any investor, regardless of his or her or its identity, is
entitled to a fair rate of return follow ng the
opportunity cost principle of econom cs.

Can | ask you to refer to exhibit A-4, at page 408, Dr.

Mori n?



DR. MORI N: | have it.
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Q - You should have before you the response to PUB | R- 37

DR. MORIN:  Yes, | do.

Q - And I just want to ask you a couple of questions about
this response. The response suggests that New Brunsw ck
Power Transm ssion's regulatory risk will in fact be
perceived as increasing in the next couple of years due to
the multiplicity of issues which it faces.

Have | understood that correctly?

DR. MORIN. Yes. It basically neans it is going to be high
at first and then we get our feet wet a little bit with
the price cap reginme and is likely to dimnish over tine.

Q - And since we are tal king about regulatory risk, do
understand you to be telling us that there are issues
whi ch the new conpany will face on which the views of this
Board are uncertain?

DR MORIN. Could you repeat that please?

Q - Do | understand you to be telling us, because we are
tal ki ng about regulatory risk here, that because of the
i ssues that face New Brunsw ck Power Transm ssion on which
the views of this Board are uncertain, that the risk wll
be higher than it would otherw se be?

DR MORIN. No, it is not the views of the Board that are

uncertain. It is the views of investors that are



uncertain about the future regulatory regine to be put in
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pl ace and how it will work, and do we need to recalibrate
it and do we need to revise it and are the benchmarks
appropriate, is it functioning well.

Q - You will see at 196, Dr. Watters suggested nmuch | ower
returns on equity, or return on equity |levels?

DR. MORIN. That's correct.

Q - | apologize for that. But it is a new conpany under a
new regi me and the regulatory risk which investors nay be
concerned about, in your viewis the way in which this
Board is going to deal with these issues. Correct?

DR MORIN.  Yes, you could put it that way.

Q - But none of those issues, Doctor, as | understand it,
require a hearing by this Board, do they?

DR MORIN. Elaborate a little bit. Just give nme a clue or
two as to what you are asking ne.

Q - Wiy don't you turn up exhibit A-6, which is the
suppl enentary interrogatory responses. And have a | ook at
Sai nt John Energy 35, which is at page 151. You were
asked to expand on the nultiplicity of issues and you did
so. You laid out quite a nunber of issues.

And what | was concerned about, Doctor, was the
concl udi ng part of that answer which says there are no

i ssues contenplated that will require a PUB hearing within



t he next three years.
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DR. MORIN: The only exception to that is the applications
for the so-called Z factors or exogenous factors that
require separate filing and have to be approved by the
Board. And there is also sone safety net provisions, if
those provisions are triggered, the Board woul d be
i nvol ved agai n.

For exanple, if long-term Canadas fall outside of
range of 4 to 8 percent for 20 business days, either the
Board or the conpany has the discretion to revisit the
whol e reginme. So there are opportunities for the Board to
intervene definitely.

M5. MACFARLANE: O, | mght add, if the total return drops
bel ow 9 percent, again the whole thing can be | ooked at.

Q - Let me switch gears on risk here for a mnute, Doctor.
We di scussed yesterday your various appearances at the
Nati onal Energy Board for TQMin the latter part of the
1980s and early 1990s. That was at a tine not long after

FERC s Order 6367

DR MORIN. Yes, that's correct. It has already been al nost
10 years.
Q - It is like NAFTA. Am | correct, Doctor, that in your

role for TM at or around that tine, you would have taken

into account the industry restructuring that had been



initiated in the United States pursuant to FERC Order 6367?
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DR MORIN. Not to the extent that | would today. TQM was
conpletely unaffected by that at the time. As | said
yesterday, its cost of service was just rolled into
TransCanada' s cost of service and was passed on. So there
was really at the tinme no i medi ate inpact of
restructuring on the conpany's risk profile.

And the conpany was already rated triple B which is at
a dangerous level in ny view So there really was no need
to discuss that at the tinme for TQMU
Q - Oh no, no, no. | wasn't asking whether you discussed it.
| was trying to get across -- again | apol ogize -- that
in ternms of the whole environnent that you woul d have been
considering as an expert in the matter of rate of return
at that tinme, the consequences of the gas industry's
restructuring under FERC Order 636 is sonething that you
woul d have been famliar wth?

DR MORIN:.  Yes, | was famliar wwth it. But it didn't --
it wasn't all that relevant for TQM for the reasons
described. TQM had a very, very |ow business ri sk.

Q - Let's drop TQM for the nonent.

DR. MORIN:. Well you brought it up.

Q - AmI correct, Doctor, in ny recollection that FERC O der

636 required renegotiation of transportation contracts on



transm ssi on pipelines subject to FERC s jurisdiction?
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DR. MORIN:  Yes, it did. | recall that.

Q - Wuld | also be correct that any view you nay have had at
the tinme of transm ssion pipeline risk in the wake of FERC
Order 636 woul d have |ikely concluded that the risk of
those entities had gone up in that regard?

DR. MORIN Yes, that would be a fair statement.

Q - Are you aware, sir, of any simlar deregulation risk that
is at play in the wake of FERC Order 888 as it applies to
electricity transm ssion conpani es?

DR MORIN:  No, | amnot.

Q - W discussed it earlier, and so it is conmon ground, that
some 30 percent of New Brunswi ck Power's revenues are
earned via export sal es?

DR MORIN:. Correct.

Q - And in assessing risk in this case, Doctor, have you
taken into account any regulatory risks which mght affect
t hat revenue?

DR MORIN. Regulatory risk is treated as a separate item
My views were -- we described thema little bit earlier on
page 36. And the main conponent of regulatory risk is the
absence of a track record for the new NBPT transm ssion
unit.

Q - But ny having asked you the question, can you think of



any regulatory risk which mght affect the 30 percent of



Q

Q

Q
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New Brunswi ck Power's revenue which is earned by export

sal es? You have got a free run at nme, Doctor. Tinme is

up.

DR MORIN. | amtrying to figure out what you are asking.

| don't have an opinion on that.

- Thank you. | would like nowto turn, Doctor, to rate of
return estimates which in | arge nmeasure occupy the bul k of
t he bal ance of your evidence. Just give ne one mnute
pl ease.

Can we agree, Doctor, that the determ nation of the
risk premumis essentially an enpirical exercise and is
sonet hing that nust be inferred fromdata to the extent

that that is possible?

DR MORIN. Both fromdata, results of enpirical studies,

and j udgnent.
- And that insofar as it is an enpirical exercise, the
determ nation of risk premumis based upon a statistica

anal ysis of that data?

DR. MORI N: It is based on that and it is based on i nforned

judgnment on the data and its relevance and its
reliability.
- Thank you. Now the first step in your capital asset

pricing nodel or CAPMrisk prem umestimate, Doctor, is a



determnation -- sorry in ultimately determning a return
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on equity is to select an appropriate beta for New
Brunswi ck Power Transm ssion. Correct?
DR. MORIN:. Correct.

Q - And beta is, as | understand it, a nmeasure of market risk
or the relative risk of a security's return to the returns
of the overall market?

DR. MORIN. That is correct.

Q - And the beta that you have chosen to use for New

Brunswi ck Power Transm ssion is .67?
DR MORIN:. Correct.

Q - And in layman's ternms, | understand that to nean that you
t hing that New Brunswi ck Power Transm ssion is just
slightly nore than two-thirds as risky as the overall
market. Correct?

DR MORIN. That's correct. That is what the data on page
44 suggests.
Q - The data on page 44?
DR. MORIN. Yes, the summary of the various estinates.
Q - Yes, your recapitulation?
DR. MORIN:  Yes.

Q - Yes, we will cone to that. And ny advisors, Doctor, tel

me that you used adjusted beta as distinct fromraw beta

because, as you say at the top of page 40 of your



evi dence, the textbooks recommend it, investnent services
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provide it and the literature supports it?
DR MORIN. That is a pretty good case for adjusted betas.
You have summari zed ny argunents very well.
Q - Let me take you to appendi x A-3 of your evidence, Doctor
pl ease, entitled "Betas, CAPM and the enpirical CAPM
And again, this is -- well | shouldn't assunme that.
Was this appendix witten specifically for this case,
Doctor, or again is it an adaptation of sonething that is
generic?
DR MORIN. It is an adaptation of chapters fromny book
"Regul at ory Fi nance".

Q - Yes. The thesis, as | understand it, is that betas tend
to regress. That is to say high betas tend to decline and
| ow betas tend to rise towards unity or 1, correct?

DR MORIN. That is correct. Conpanies behave very much
I i ke human beings. Over tine they mature. So through
di vidend policy, through financing policy, through
i nvestment policy, through diversification policies,
conpanies tend to gravitate towards the nean of 1.

Q - And the thesis proceeds in part on the basis of the
literature, which includes the several studies that you
have cited at page 2 of this appendi x?

DR. MORIN. In part, yes. And also based on the graph at



page 4, where you can see the risks of electric utilities
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steadily increasing over tinme. But it is based on these
enpirical studies as well, yes.
Q - And --
DR. MORIN: And the very fact that investnent services |like
Val ue Line and Merrill Lynch and others supply these
adj usted betas and that is what investors are |ooking at
when they maeke investnent decisions.
Q - And as | think we agreed upon yesterday, firns |ike
Bl oonmberg and Merrill Lynch supply other kinds of betas as
well, right?
DR MORIN. Merrill Lynch relies on adjusted betas.
Bl oonberg gives you the luxury of using raw or adjusted
betas on the conputer screen.
Q - And you cite at page 2 in particular, Doctor, a study of
bet a neasurenent nethodology -- and | amreferring to line
12 -- by Kryzanawski and Jalilvand, entitled "Statistical
Tests of the Accuracy of Alternative Forecasts: Sone
results for U S wutility betas". See that?
DR MORIN  Yes.
Q - And the conclusion of their study was that raw unadjusted
betas is one of the poorest beta predictors and is
out performed by the Merrill Lynch style Bayesi an beta

approach, correct?



DR MORIN Correct. In other words Val ue Line betas or
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adj usted betas are a | ot better than unadjusted raw betas.
That's the punch |ine.

MR. SMELLIE: Could |I ask the Secretary to hand up to the
panel the article cited by Dr. Morin in his evidence, M.
Chai rman, which is contained in publication called the
Fi nanci al Revi ew.

MR HASHEY: |Is this the same article?

MR. SMELLIE: | beg your pardon?

MR. HASHEY: I|I'msorry, M. Chairman. |'mjust wondering if
this is the sane article referred to. And | have no
probl em dealing with these authors.

But | note that the Financial Review | have is My
1986. And the one referenced is Fall 1983. | don't know
if they are different or what the significance m ght be.

DR MORIN. | think counsel is referring to the correct
article. It is May '86 not Fall '83.

MR. HASHEY: No obj ection.

DR MORIN. Fall '83 was the working paper. And May '86 was
the formal publication.

CHAI RVAN:  Thank you. JDI - 20.

Q - That all sort of went around nme. W are dealing with a
May 1986 article in Volune 21 of the Financial Review,

Doctor, are we?



DR MORIN: That's correct.



Q

Q

Q

- 1141 - Cross by M. Snellie -
- Thank you. The authors of the article were at that tine

at Concordia University in Mntreal ?

DR. MORIN: That's correct.

- And am | right, Doctor, that in technical |anguage the
conclusion that you referred to in your evidence is to be
found in the last three lines of the abstract, that is to
say, "The ordinary | east squares predictor was
consistently ranked as one of the poorest beta predictors

for all of the forecast horizons"?

DR MORIN. Yes. The ordinary |east squares is a

statistical regression techni que where you sinply | ook at
the rel ationship wi thout any adjustnment whatsoever. It is
what is coomonly referred to as the unadjusted or raw
bet a.

And one of the bases for my conclusions was this
abstract that says that that is the worst predictor of
themall or consistently one of the worst predictors of

themall nost of the tine.

- | thought | was being educated, because | finally, in

| ooking at this article, found out what OLS neant.

DR. MORIN. It neans ordinary |east squares. It is a

standard statistical technique that neasures rel ationships

bet ween vari abl es.



Q - Raw beta, correct?
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DR. MORIN: Yes, unadjusted.

Q - Can you briefly explain, Doctor, because you don't on
page 2 of your evidence, what a Merrill Lynch style
Bayesi an beta approach is?

DR MORIN. It is an adjusted procedure where you give the
wei ght of one-third to the market beta of 1 and a wei ght
of two-thirds to the raw beta. And that way you account
for this regression tendency of betas to gravitate towards
1. 00.

So you give two-thirds of the weight to the rea
unadj usted raw beta that you observe and neasure and one-
third of the weight to a beta of 1.

The exact sanme procedure is used by Merrill Lynch and
the -- excuse nme, by Value Line. And the sane procedure
is used by Bloonberg and its investnment services on the
T.V. screens.

Q - Could you turn please, Doctor, to page -- well, first of
all, as | understand this study, and |I'm | ooking at 322,
the authors took a sanple of 50 public utility conpanies
for the purpose of doing their study?

DR MORIN. Correct.

Q - And they utilized six forecasting methods?

DR. MORI N: Correct.



Q - And can you tell me, looking at table 1 --



Q

- 1143 - Cross by M. Snellie -

DR MORIN:. Maybe | can help you just a little bit. What

they are trying to do here, M. Chairman, is they went
back to the future. They went back in tine.

And they said if we are going to forecast utility
betas using the six different techniques, which of the six
t echni ques best predicts what actually happened in the
subsequent period? They went back to the future.

And the table 1 that you refer to is the six different
techniques. Does that help a little bit?

Where on that table, Doctor, do | find the adjustnent

that you have just described?

DR MORIN. That would be the third one, the Bayesian beta

which was initially proposed by Vassezack. And there is a
conpl i cated mat hemati cal expression there.
But essentially that produces about one-third the
wei ght to the OLS beta and two-thirds weight to the beta
of 1. So it would be under the Bayesian classification.
And al so on the next page a simlar technique would be
the last one. It is entitled "Naive Bayesian" or "M"
whi ch stands for Merrill Lynch type of adjustnment, where
they give half the weight to the raw beta and half the
wei ght to the beta of 1.

And then they sinply nmeasured data using those six



t echni ques and conpared the forecasts with the actual
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results and concluded that the OLS beta, which neans the
raw beta, did the worst job basically.

Q - Looking at the Merrill Lynch type nethod, Doctor --

DR MORI N Yes.

Q - -- the first part of the equation is half of the raw
beta, correct?

DR. MORIN. Yes. \Wenever you see OLS that usually refers
to a raw unadj usted bet a.

Q - And the next part of the equation is half of the nean
predi cted beta for the sanple based on the OLS procedure,
is it not?

DR. MORIN: Correct.
Q - Is that what you said?
DR MORIN. Well, the Merrill Lynch procedure that they
| ooked at is half and half. But the Merrill Lynch
procedure that is actually being used today is one-third,
two-thirds, the sanme as Val ue Line, the sane as Bl oonberg.
The point of the article is that the worst predictor
is the raw beta. That is the main conclusion fromthe
article on which | relied in part for ny judgnents.
And then of course there is a nuch nore fundanental
problem that this study is very, very stale, 1986. And

of course right after that was an expl osion in energy



risk.
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Uility betas just basically escal ated upward, as |
show in ny own appendi x and that graph on page 4. So all
of this led ne to conclude that there was a shift upward
in beta risk that should be accounted for.

Q - So this article that you have cited to us in your
evi dence and on which | assunme you rely is stale, is that
it?
DR. MORIN: It is the only study that | know of that has
been done specifically for electric utilities. There has
not been any subsequent revision or other studies on
utility -- on the US. electric utility betas that were
sort of in the last couple of years, when the electric
utility risks intensified.

Again if you |look at that graph in ny appendi x on page
4 you can see a pretty clear gradual ascent or increase in
the electric utility business risk beta.

Q - W will get to that. Let ne ask you to refer to page
331, Doctor, of the article?
A. | have it.

Q - And am| correct in ny understanding, |ooking at this
tabl e, the upper panel of this table, that the predictor
that is consistently the nost accurate over the forecast

hori zon shown is the N1 beta predictor?



DR MORIN: Yes. And the worst one of course is COLS which
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is the unadjusted raw beta. It is always ranked fifth,
whet her you got one year, three years or five years.
Q - And the Naive 1 approach is not the Merrill Lynch type
approach, correct?

DR MORIN. No, it is not. At the very bottom of that page,
the last two lines, is | think the punch line. The Q.S
beta predictor is consistently ranked statistically as the
second worst predictor over all forecast horizons. That
sort of shattered ny own confidence in relying on CLS
bet as.

Q - And can you explain to nme, Doctor, what the Naive 1
predi ctor is?

DR MORIN. Usually in statistical studies in finance and
econom cs, naive nmeans that tonorrow s estimate is the
same as yesterday's, no change.

Q - Isn't this -- isn't the Naive 1 approach, Doctor --
doesn't it use the average of the sanple group?

DR. MORIN. Yes. Naive says the beta for NB Power in 1987
woul d be the sanple average of all the other electric
utilities period, no adjustnent for tinme trend, no
j udgnent, no adjustnent of any kind.

Q - And that is the best one in this study? That is the best

predi ct or?



DR MORIN: That's correct. Prior to the escalation of the



Q

Q

Q

Q

- 1147 - Cross by M. Snellie -
i ndustry's risk.
Does this study, Doctor, deal with the accuracy of the

adj usted beta which you are using in this case?

DR MORIN. Well, the Bayesian style betas --

VWhich of -- let me ask it this way, Doctor. Wich of the
six predictors shown in the upper panel of table 3 is the

beta that you are using in this case?

DR MORIN:. Well, the closest one would be BT and M,

Merrill Lynch and BT.

So yours is a hybrid of those two, is that it?

DR MORIN. Well, mne is what Value Line uses. This is not

Roger Morin's honmenmade beta. This is beta produced by
Val ue Line, Merrill Lynch and Bl oonberg today in 2002.
That is what they use. That is what investors | ook at.
That is what they see. They don't see Dr. Mrin's
homenmade betas or your betas or anybody else's beta. This
is the procedures followed by Merrill Lynch, Value Line
and Bl oonber g.

The cl osest parent here to this would be the M,
Merrill Lynch type betas and the Bayesian betas. Those
woul d be the closest to what is the current practice
t oday.

Al right. And the beta predictors that you just



referred to, Doctor, take a weighted average of raw beta
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and the utility average beta, is that not correct?

DR MORIN. In this study, yes, they do.

Q - Thank you.

DR MORIN. And then subsequent to nore research, Merril
Lynch, Val ue Line and Bl oonberg gave two-thirds weight to
the raw beta and one-third weight to the narket beta of 1.

Q - AmI correct in ny understanding, sir, that the adjusted
beta which you are recomendi ng or you are using in this
case was based on findings by Bl oon?

DR MORIN. In part, yes. The genesis of all these studies
is the Bloomfindings that raw betas or the beta of a
conpany tends to 1 as conpani es mature over tinmne.

Q - And are you aware of literature and/or studies, Doctor
whi ch show that the beta supplied by commercial vendors
whi ch used that sort of an adjustnent have little
predictive val ue?

DR MORIN.  No, |'mnot.

Q - You are not aware, sir, of a 1983 paper by Harrington
entitled "Wiose Beta is Best?"

DR. MORIN: | vaguely remenber that. But again you are
goi ng back 20 years here, so --

Q - So you don't want ne to go back --

DR MORIN. You can if you want to.



Q - -- too many years for beta?
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DR. MORIN: No. Because the betas of electric utility
stocks have exponentially increased in the | ast decade or
so because of the rising risk of the industry.

Q - And Blooms findings, as | am advi sed, Doctor, concern
the U S. market?

DR. MORIN. That's true. Yes.

Q - And are you aware of any enpirical evidence which
suggests that the betas of Canadi an stocks revert to the
sanpl e nean?

DR MORIN. | haven't seen any publications in the Journal
of Finance to that effect.

Q - Have you seen any publications?

DR MORIN:. No, | don't recall seeing any. | have seen it
in testinmony. But | haven't seen it in published fornat.

Q - Wose testinony?

DR MORIN: Oh, | have a recollection of Booth and Berkow tz
in prior cases submtting evidence that betas had gone
down, you know, for the electric utility stocks, which is
conpl ete nonsense in ny view.

I f you know anyt hing about the electric utility
industry, it is hard to make the case that the betas have
gone down.

Q - Wuld you undertake through your counsel to provide ne



with a copy of that evidence, Doctor, please?
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DR MORIN. Yes. | think it is probably already avail abl e.
Because it is nmy understanding that your witness relies
on the Booth and Berkow tz evidence for his
reconmendat i on.
So it is part of the record already, isn't it, in the
answers to data requests?
Q - So you are referring to the evidence that was provided in
response to an Interrogatory by New Brunsw ck Power --
DR MORIN. Yes. That's correct.
Q - --to J.D Irving?
DR MORIN. | amreferring --

Q - Thank you.

DR MORIN:. | think that is the Booth and Berkow tz
testimony from-- well, let's say Trans Energie's case a
couple of years ago. | think there is sonme evidence --

Q - If it is not the evidence, Doctor --

DR MORIN. If it is not, I will provide you --
Q - -- will you please provide ne with the evidence that you
are referring to?
DR MORIN. Right.
Q - Thank you.
DR MORIN. |I'malnost sure that is the one.

Q - Thank you.



CHAIRVMAN:  This is probably a good tine for us to take our

15-m nute break before we go back 20 years.
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(Recess)
CHAI RMAN: Go ahead, M. Snellie.

Q - Thank you. M. Chairman. Doctor, let's see if we can
finish wwth the Kryzanowski paper in this way. That
paper, | think we agree, concludes that raw beta is not a
good predictor. Correct?

DR. MORIN:. Correct.

Q - The issue that you and | have been di scussing i s not
whet her an adjustnent to raw beta i s necessary, but how
t he adj ustnent shoul d be made, correct?

DR MORIN. What is the best way to do a forecast.

Q - Thank you. And you recommend adjusting to 1, that's the
nature of the adjusted beta that you use. Correct?

DR MORIN. Well, you keep ascribing to this beta. This is
not Dr. Morin's beta.

Q - | understand that.

DR MORIN. It's Value Line. It's Merrill Lynch. It's
Bl oonberg. This is the current investnment practices of
institutional investor information providers. That's what
they use. And that's what | used too. And | don't -- |
would i ke to take credit for it, but I can't. This is
what the investnent community sees.

Q - I wasn't giving you any credit at all, Doctor. | was



sinply saying that that's what you are reconmmending in
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your evidence to this Board?
DR. MORIN. | amusing Value Line beta.
Q - Thank you. And Kryzanowski and Jalilvand in this paper
recommend adj usting beta to an industry beta, correct?
DR MORIN. Well, they are -- | don't -- |I'mnot sure what
they are recomrendi ng here. That are basically saying
that raw betas are the poorest predictor. And | don't
know whi ch one they would recommend if put on the spot
here. Probably according to table 3 the one that's ranked
nunber one would be the M. betas, Merrill Lynch beta,
whi ch puts half weight on the raw beta and half wei ght on
the industry beta of the sanple average. So they would
recommend M., if they were here.
Q - And what you -- well you cited the paper, Doctor?
DR MORIN. Yes, | did. But that's not the only evidence on
which | relied.
Q - Onh, | understand that. And what they find is that the
best predictors differ only in that they use different
wei ght ed conbi nati ons of the average beta of their sanple
of utilities and the raw beta. Correct?
DR. MORIN. That's correct.
Q - Thank you.

DR MORIN. They don't use raw betas. Well, they use them



but they find that they are not very good.
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Q - At page 8 of your -- it's actually your appendi x. And
you have referred in your evidence, Doctor, to Professor
Shar pe and his 1990 Nobel Prize for his work on the CAPM
nodel , of which he was one of the main architects?

DR MORIN: That's correct, he was.

Q - | am advised, Doctor, that Professor Sharpe believes that
the appropriate adjustnment to beta to inprove its accuracy
is to adjust towards the industry beta rather than 1. 1Is
t hat your under st andi ng?

DR MORIN. I'mnot famliar with that. | guess if that's
the case, Value Line is wong. Bloonberg is wong.
Merrill Lynch is wong. And all of the other
institutional providers of beta are wong so --

Q - At lines 6 to 8 of page 3 of appendix 3, Doctor, you
refer to a study by -- forgive ny pronunciation, Gonbola
and Kahl ?

DR MORIN. Correct.

Q - Wiich suggests a regression tendency for betas towards
their grand utility nmean and not toward the grand average
of one. Do you see that?

DR MORI N Yes.

Q - And you have sone difficulty with that which you express

at lines 10 to 137



DR MORIN. Yes. Because after their study, electrical
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utilities stocks have escalated in risk so it's no | onger
true that risks gravitate towards the old historical mean.

Q - Right. And you refer to that as the profound
transformation that has occurred in the electric utilities
risk in the | ast decade?

DR. MORIN. Yes, the next paragraph line 10 to 13.

Q - And absent the types of changes in the industry to which
you refer, do you agree that adjusting beta to the utility
mean is a better way of adjusting?

DR MORIN. It's better than using raw betas. But it's not
the best technique. |It's not what investors seek in their
i nvest ment deci si ons.

Q - So let's look at the graph then, Doctor, at page A-4 of
appendi x -- sorry, page 4 of appendi x A-3 because you have
referred us to it.

DR MORIN:  Yes.

Q - This graph depicts your assessnent of the trend increase
of adjusted betas from 1992 to 1997, correct?

DR MORIN. It is not ny assessnent. It is the Value Line
betas that are published for electric utilities costs.
And | have nerely depicted themon the graph. And they
show a pretty obvious trend. And those are adjusted beta.

Those are Val ue Li ne betas. If we were to use raw bet as,



t he assent on the graph would be even nore dramati c.
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Q - Wen did you put this graph together, Doctor?

DR MORIN. | think | put it together in the context of
Edi son International case in California during the
restructuring proceeding two or three years ago.

Q - The adjusted beta on the graph rises to just short of .77

DR MORIN. Yes, that's correct. And | used .67 in ny
t esti nony.

Q - AmI right that the average unadjusted beta, if you did
the cal cul ation, would be about .55 in 1997? Do you
accept that from me subject to check?

DR MORIN. That's reasonable if you -- arithnmetically you
are right.

Q - And can we agree, Doctor, that betas may change over
time? That is to say that they nay have a tine series
pattern to then?

DR MORIN. Well there is certainly one in that graph that
we are looking at. They do rise over tinme. | think
everyone will agree that the electric utility business has
escalated in risks and the data shows that pretty clearly.

Q - Because you say at page -- at line 12 on that page, "The
future may well differ fromthe past".

DR MORIN. It could. But the best predictors we have right

now is .67 of the future.



Q - Wth respect to the profound transformation that you



Q

Q
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refer to at the foot of page 3, have you, sir, done any
causal analysis to determ ne whether it is that profound
transformati on which has caused the upward trend shown in

t he graph?

DR MORIN. Restructuring is the main culprit here and the

uncertainties over the industry's restructuring and
eventual regulation. And the forces of conpetition that
are slowy penetrating each part of the value chain of the
electric utility business. The fact that generation is
deregul ated. The fact that distribution has a conpetitive
conponent. So all of these factors put together have
produced this rising trend in utility risks that you see
on that graph.

Coul d you turn, please, to exhibit A-4 at page 421 and

422 which is response to PUB interrogatory 50.

DR. MORI N: | have it.

As | understand it, Doctor, the list of firnms on page 422

are those which are represented on the graph?

DR. MORIN: Yes, those are electric utilities that have the

smal | est conponent of generation assets. |n other words,
if you ranked all of the electric utilities in descending
order of magnitude of distribution and transm ssion

assets, this would be the top group in terns of



distribution. And the idea was to try to mnimze the



Q

Q

Q
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i npact of generation here.
So you have determ ned, have you, what portion of each
conpany's revenues were attributable to transm ssion or

di stribution in that period?

DR. MORI N: Yes. Excuse ne. That's available in FERC form

nunber 1 for electric utilities, the breakdown of assets
as between generation, transm ssion, distribution and

ot her.

And the top ranked -- well, is that -- they appear to be
in al phabetical order. So | take it Bangor Hydro is not

the top ranked?

DR MORIN. No, no, it's not. You are right. It's

al phabetical order. This is the top quintile of conpanies
in ternms of magnitude or inportance of distribution
assets. Excuse ne, and transm ssion assets.

Can you coment for nme, Doctor, on the quality of fit or

the R squared and nodel s which estimte beta?

DR. MORIN. When you do it for individual conpanies, there

is alot of noise in the data. So the R square -- R
square is -- R square is a nmeasure of explanatory power.
The R squares tend to be very, very low for individual
conpani es. But when you do an analysis of beta for a

industry or a portfolio of conpanies, the R squares are



remar kably high, in the order of 70 to 80 percent
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expl anat ory power.

So one can be very confident about the estimte of
beta for a group of conpanies. But one is not so
confident about the beta estimate for one individual
conpany.

Q - | amadvised that for individual conpani es explanatory
power m ght be in the order of 10 to 20 percent?

DR MORIN. Oh, yes, that would be ny concurrence as well,
the order of 20 percent. For portfolios or groups of
conpanies, it rises to 80 and 90 percent because you are
removing all the noise in the data. The |law of |arge
nunbers and the underesti mates cancel out the
over esti mat es.

Q - Can we turn back then, Doctor, to page 40 of your
evi dence proper?

DR MORIN. | have it.

Q - | actually begin on page 39. And as | understand it in
estimating or selecting beta for your CAPM anal ysi s
because NBT is not a -- NBPT is not a publically traded
entity, what we have to do is infer beta from sone
conparable risk publically traded conpani es?

DR MORIN:. Correct.

Q - And the first proxy that you sel ected was the average



beta for a sanple of Canadian Energy Uilities that you
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got from Val ue Line?
DR MORIN.  Correct.
Q - And in order to see that, we | ook at your exhibit RAM 2?
DR. MORIN: Correct.
Q - And as | understand the narrative which goes along with

this exhibit, the average of the 11 conpani es you used was

. 587

DR. MORIN. Correct.
Q - But then what you did was you stripped out two thinly

traded conpanies Fortis Inc. and Pacific Northern Gas

Ltd.?

DR MORIN. Correct. But there is a well known phenonenon
inthe finance literature referred to as thin trading that
really contam nates the beta estinates, so to avoid that
problem | took those two out.

Q - And by renoving those two thinly traded conpanies, the
average beta of the group goes from.58 to .60?

DR MORIN. Correct. |It's very simlar.

Q - And indeed that is the beta that you carried forward to
your recapitul ation on page 44?

DR. MORI N: Correct.

Q - And | think it's clear in this record that Canadi an

Nat ural Resources and Nova Chem cals Corporation are not



utility conpani es?



- 1160 - Cross by M. Snellie -

DR. MORIN. They are not, but Value Line for sonme reason

puts theminto that group
Q - So Vvalue Line would be wong --

DR MORIN. Well Value Line --

Q - --in putting theminto that group?

DR. MORIN. Val ue Line has been known to be wrong.

Q - And would you agree with ne, Doctor, subject to check
that if we took Canadi an Natural Resources and Nova
Chem cal s out of the group because they are not utility
conpani es, that the average beta of the remaining seven
woul d be . 547

DR MORIN. | agree. Arithnetically you are right.

Q - But if we are trying to have a proxy group that consists
of Canadian utilities, you would al so agree with ne that
.54 would therefore be a nore accurate beta to carry into
your recapitulation and not .607?

DR MORIN. Well I'"'mnot ready to hang ny hat on the results
of one study. | prefer to ook at a variety of proxies
for betas instead of relying on just one.

Q - O course you do.

DR. MORIN:  Yes.

Q - But I'masking you whether it would be nore accurate

gi ven what we have just discussed to record in your



recapi tul ati on on page 44 of your evidence, which after
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all ultimtely is what you derive the beta which you use
in your CAPM estimate, to show there, subject to check

for Canadian energy utilities a beta of .54 and not .607?

DR MORIN: | will stick to the .60.
Q - Wy?
DR. MORIN. Because Value Line -- you start fooling around

with a group of conpanies, where do you draw the |ine?
Cut this one out, cut that one out, cut this one out.
Then it becones a futile exercise in arbitrary judgnent,
so to avoid that | just took the group as they define it.

Q - Al right. Your next proxy group for NB Power
Transm ssion was a group of US natural gas distribution
utilities, correct?

DR MORIN:. Correct.
Q - Indeed that's the title of your exhibit RAM 3?
DR MORIN:. Correct.

Q - And you did this on the basis of your viewthat it is
reasonabl e to postulate that natural gas distribution
utilities are of conparable risk profile to New Brunsw ck
Power Transm ssion?

DR MORIN. That's correct. And | explained the reasons for
that in ny testinmony. It's quite common practice to make

t hat assunption, because we don't have any pure



transm ssi on conpani es that have been publically traded
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for several years on which nmeaningful data is avail able.
So we have to take these proxies. There is no other
choi ce.

Q - And the average of the 15 conpani es shown on exhi bit RAM
3is .647

DR MORIN  Yes, sir.

Q - And you carried that forward to your recapitulation on
page 44, except you recorded it as .63, correct?

DR MORIN. Correct. And it may be a rounding error here, |
will check into that.

Q - Wich way?

DR MORIN: | said it may be a rounding error and I wll
check into that.

Q - Thank you. And your third proxy for New Brunsw ck Power
Transm ssion was a group of US wires utilities prior to
deregulation. And you refer to that at line 16 and
forward on page 41, correct?

DR MORIN. That's correct.
Q - And you show that group in exhibit RAM 4?
DR. MORIN: Correct.

Q - Agroup of some 20 utilities?

DR. MORIN. Correct. That's the sane group you and | were

di scussing earlier.



Q - Exactly.
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DR MORIN:. And the reason for stopping the clock in '97 is
because this was prior to restructuring when all these
electric utilities were fairly honogenous in risk because
they were all under the unbrella of rate of return
regul ati on.

Q - And you tell us that while they are in the sanme class --
and you told us in your presentation that distribution
utilities, which we know these to be, are riskier than
Transcos?

DR MORIN. By virtue of the fact that they nmay have and a
| ot of them do have energy services which are conpetitive,
they could be a little bit riskier than transm ssion.

Q - And the 1997 average beta for these 20 conpanies is .707?

DR MORIN:. Correct.

Q - And you carry that forward into your recapitulation and
you record it as .68?

DR MORIN. That's correct.

Q - Arounding error?

DR. MORIN. | have to check on that one.

Q - Your fourth proxy for New Brunswi ck Power Transm ssion
was a group of natural gas transm ssion utilities whose
risk profile you consider to be conparable to NBPT? And

that is referred to at page 41, beginning at |ine 267



DR MORIN. Correct. Yes. Those conpanies on RAMS5 are the
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conpani es that appear in Value Line's investnent survey
under the caption "Natural Gas Transmi ssion Uilities".

Q - Right. And | note firstly that since 1997 there appears
to have been a decline trend in the betas for this group,
is that correct?

DR MORIN. Yes. A slight decline. From.7 to about .65

Q - Right. And the .65 is the nunber in this case that you
carried over to your recapitulation on page 44?

DR MORIN: That's correct. It's the nost current estinmate.

Q - Wuld the Secretary hand up to the Panel the next exhibit
which is a collection of website excerpts beginning with a
conpany cal | ed At nos Energy.

Now this is publically available information, M.
Chairman. 1'mgoing to take the witness through it and we
will see where we go with it. [If you would like to just
hold off marking it for any purpose at the nmonent, that's
just fine.

CHAI RVAN: Al right.

Q - Wat | was wondering, Doctor, when | | ooked at RAM 5,
asked nyself the question whether the conpanies in your
sanple are actually transm ssion conpanies. And |
couldn't think of a better way to do this, but you do have

this collection of material s?



DR. MORI N: Yes.
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Q - Atnos Energy Corporation holds itself out as the |argest
pure natural gas distributor in America, according to the
first page of this exhibit?

DR MORIN:. Correct.

Q - Sois it true to say then that it is a transm ssion
utility?

DR MORIN. Well, natural gas distributors and natural gas
transmtters are very, very simlar, as explained
extensively in ny testinony.

They are capital-intensive. They are involved in
di stribution of energy products. They have weat her-
related volatility. They are very, very, very high
operating | everage. They are all regul ated.

So there is a lot of simlarities between them So |
view distribution and transm ssion as roughly in the sane
ri sk class.

Q - You view Atnpbs Energy as a natural gas transm ssion
utility, correct?

DR MORIN. Well, it is a natural gas distributor. But for
some reason Value Line inserts it into gas transm ssions
because they presumably nmust have sonme operation in gas
transm ssion as well.

Q - The third page of the exhibit, Doctor, is an excerpt from



the website of BC Gas Inc.?
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DR MORIN. | have it.

Q - And do you understand BC Gas Utility Ltd. to be a gas
transm ssion utility?

DR. MORIN. It is probably nore a gas distributor.

Q - And what is Trans Muntain Pipeline Conpany Limted?

DR. MORIN:.  Pipeline.

Q - An oil pipeline?

DR MORIN. Which one is this now?

Q - Trans Muntain Pipeline Conpany, one of the operating
subsidiaries of BC Gas Inc.?

DR MORIN. Well, that is correct, yes. None of these
conpanies are pure electricity transm ssion electric
utilities. | know that, because there is no such ani nal
t hat has been around for any length of tine.

Q - The next pages tell us that Cascade Natural Gas
Corporation is a natural gas distribution conpany?

DR MORIN: Correct.

Q - And neverthel ess Value Line has included it as a natura
gas transm ssion utility?

DR MORIN. Yes. Probably because of the second line on
t hat page. "The conpany distributes, stores and
transports natural gas."

So they have sone gas transnission activities, enough



for Value Line to include themin that group.
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Q - Al right. And Delta Natural Gas, on the next page of
the exhibit, appears to be an integrated utility of sorts?
DR MORIN. Yes. Line 2 suggests that they distribute,
store, transport, gather, produce natural gas. But again
Val ue Line has inserted it into the gas transm ssion
group.
Q - And EI Paso Corporation, the next page? That | think, at
| east in ny understanding, is a transmssion utility?
DR MORIN. Yes, it is, yes.
Q - Turn to the next page please. KCS Energy Inc. which is
nunber 6 on your list and which has | notice a beta of 1
| ast year, appears to be an acquisition, exploration and
producti on conpany.
Why woul d Val ue Line include that conpany in a |ist of

natural gas transmi ssion utilities?

DR MORIN. | don't know.
Q - Do you think it is an appropriate inclusion with a beta
of 1?
DR MORIN: Well, it is not the beta that defines whether it
is appropriate or not. It is the extent of its natural

gas activities.
Q - Wich sort of natural gas activities?

DR MORIN. It should be distribution mainly and



transmn ssi on. | don't have the asset breakdown of these
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conpani es.

Q - And we know fromthe material that | have put in front of
you that according to the conpany's information it drilled
sone wel | s?

DR MORIN: Mmm

Q - It replaced its net production. It has working
interests. It is engaged in the acquisition and
production of natural gas and crude oil ?

DR MORIN: Mmm

Q - And there is nothing in this material about transm ssion

or distribution, is there?
DR MORIN. Not on this page.

Q - O the other page?

DR. MORIN. | only have one here.

Q - Do you know anyt hi ng el se about KCS Energy?

DR MORIN No, | don't. Al | knowis that Value Line has
inserted it into the natural gas transm ssion group.

Q - Turn over the page of the exhibit to Key Span?

DR MORIN. Yes. That is the old Brooklyn Gas Conpany.

Q - And it is the largest distributor of natural gas in the
nort heast ?

DR MORIN. Yes, it is a very large distributor.

Q - And then we go to National Fuel Gas. And that does have



transm ssion. |Interstate natural gas transmission is part
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of its activities?
DR MORIN: Yes, it does.
Q - As does, forgive ny pronunciation, ONEOK?
DR. MORIN. That's correct.

Q - And the second page of the material on that indicates it
is a transportation and storage undertaking in part,
correct?

DR MORIN:. Correct.

Q - And it is alittle hard to find. But in the materia
available to ne from Questar, which would be the fourth
page in of the material concerning that conpany, it is
both -- and I'm | ooking at the bottomright-hand corner
under "Regul ated Services" -- it is both a retail natural
gas distribution service, and at the very bottom of the
page and over to the |ast page, it conducts gas
transm ssi on and storage operations?

DR MORIN: Correct.
Q - Now Doctor, | didn't produce -- I"'msorry, M. Chairman
Could we mark this please, subject to ny friend s view?
MR. HASHEY: Subject to weight, relevance, no problem
CHAI RMAN:  JDi - 21.
MR. SMELLIE: Thank you, sir.

Q - Now just looking at this list, Doctor, | didn't -- you



may not have noticed it as we went through it -- but I
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didn't produce any material for Pacific Northern Gas.
Because as | understand it, it's the sane Pacific
Northern Gas that you stripped out of exhibit RAM 2
because it is thinly traded?

DR MORIN. Correct.

Q - Should it cone out of this one as well?

DR MORIN. It's probably not a bad idea, to be consistent.

Again this was in the Value Line official transm ssion
gr oup.

Q - And subject to check, Doctor, would you agree with ne
that if you renmove KCS Energy fromthis group, the 2001
average beta would be .63 and not .65?

DR MORIN. That is probably arithnmetically correct in the
same way that if you renove Pacific Northern Gas with a
beta of .5 the average probably goes back up to .65.

Q - Subject to check?

DR MORI N Yes.

Q - Your fifth group, Doctor, the fifth proxy group that you
used is a little bit different than where we have j ust
been. You nentioned it yesterday in your presentation.
And you discuss it at page 42 and 43 of your evidence, was
to cal cul ate an unl evered pure business risk beta for

Canadi an energy utilities?



DR MORIN: That's correct. In other words if those
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conpani es had absolutely no debt at all, they were all
stock, all equity finance, they would have the betas shown
in the last colum of RAM 6.

Q - And for consistency, and this appears in RAM6, you used
the same group that you used in RAM 1?

DR MORIN.  Correct.

Q - And it produces an average unl evered beta of .22?

DR MORIN. That's correct. That would be the beta of those
conpanies if they were all equity.

Q - Right. And at the top of page 43, | understand what you
then did is you take the average beta for that sanple
group, and using your -- the range of your deened capital
structure of 30 to 35 percent, you then cal cul ate what you
refer toin the fifth [ine of the recapitulation on page
44 as a unl evered-levered beta, correct?

DR. MORIN. That's correct.

Q - Wiich you record. And you show the cal cul ations at the

top of page 43 as .63 to .81?
DR MORIN. .63 to .73.

Q - Oh. So you are looking at lines 8 and Iines 10 of page
43, correct?

DR MORIN.  Correct.

Q - Wll, when | look at page 44 --



DR MORI N  Yes. | will have to check that. | think that
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is a typo.

Q - I"'msorry. A typo?

DR MORIN  Yes, | think.
Q - | see.
DR MORIN. | will have to check that.
Q - Let me ask you this. Looking at RAM6, is it
appropriate, and | suppose it is -- well, maybe it isn't.
Shoul d we have Fortis and Pacific Northern Gas in
there? Shouldn't they be stripped out because they are
thinly traded?
DR MORIN: Yes, we could do that.

Q - Right. And you are going to stick to your knitting that
Canadi an Natural Resources and Nova Chem cals are still
Canadi an energy utilities?

DR MORIN. Well, they are |abeled as such in the m nds of
Val ue Line standard group, so --

Q - Wuld you agree with ne subject to check, Doctor, that if
you renoved Canadi an Natural Resources, Fortis, Nova
Chem cal s and Pacific Northern Gas, that the unl evered
beta average woul d be 17.4 subject to check?

DR MORI N Yes.

Q - And that if you then did the cal culation using that

nunber that you do at the top of page 43, assum ng your



deened capital structure, that the range would be .49 to



- 1173 - Cross by M. Snellie -
.58 subject to check?
DR MORIN. Yes. As a matter of pure arithmetic you are
right. You can renove, insert, delete, add, play ganes,

you get different nunbers.

Q - Is that what you think |I'm doing, Doctor?
DR MORIN. Well, | don't know It is awfully close to it.
Q - | would have thought that | was just checking the

accuracy of your worKk.
DR. MORIN. Not by taking out conmpani es and addi ng ot hers
and subtracting one and addi ng anot her one.
Q - Wll, the Fortis and Pacific Northern Gas conpani es, you
say we should take out?
DR MORIN:  Yes, | think we should because they are thinly
traded. And | said so.
Q - And your position is that Canadi an Natural Resources and
Nova Chem cal s Corporation, because Val ue Line says so,
are Canadi an energy utilities, correct?

DR. MORIN: That's correct.

Q - Wat utilities businesses does Nova Chem cals Corporation
conduct ?
DR. MORIN. | have no idea. | just took the group of Val ue

Li ne on faith.

Q - And do you know of any utility undertakings that form



part of the business of Canadi an Natural Resources?



Q

Q

Q
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DR MORIN. | don't know the details of the conpany's

activities.

Now, Doctor, is it your understandi ng that when the
Federal Energy Regul atory Conm ssion is determning a
return on equity for electricity transm ssion conpanies

that it nakes use of proxy groups, just as you have?

DR. MORIN. The FERC approach to determ ning ROE for

transm ssi on conpanies is very, very, very nuch discounted
cash flow, I wll abbreviate that, DCF. They use that

nmet hodol ogy al nost exclusively and they applied this to
various utilities. They don't use this beta type of
technol ogy here at all. They rely on the DCF technique.
And the reason is that there is so much nore conpani es
that we can do sone analysis in the United States conpared
t o Canada.

So they rely principally on the DCF approach that they
apply to fairly wde groups of electric utilities in the
US. And we don't have that |uxury up here, so we cannot
really inplenment DCF nethodol ogies with any kind of faith.

So is it your evidence to nme, Doctor, that they don't use

proxy groups or you don't know?

DR MORIN. Ch, they do use proxy groups.

- Thank you.



DR MORIN. O course.



Q

Q

Q
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And will you agree with ne that FERC does not use natura
gas transm ssion or distribution conmpani es as proxy groups
for electricity transmi ssion returns on equity in |ight of
the significant differences between the gas and the

electric utility industries?

DR. MORIN:  Yes. In the testinonies that | have seen for

FERC they use electric utility conpani es and they
typically come up with ROE awards of 11-and-a-half
percent, 11.2, 11.6, 11.7 percent. Those are the kinds of
nunbers that FERC produces.

Have you had an opportunity to review the FERC deci sion
that | provided to you through your counsel concerning

Sout hern California Edi son Conpany dated July 26th, 20007

DR. MORIN: Yes, | have | ooked at it.

Right. And see if we can short-circuit this. There was
a debate about proxy groups in that case. A nunber of
different proxy groups had been suggested. Pacific Gas &
El ectric proposed a proxy group consisting of natural gas
LDCs regarding the determination of a return on equity for
Sout hern California Edison, and the FERC rejected that
given significant differences that exist between the gas

and the electric utility industry --

DR. MORI N: Correct.



is that a fair summary of that case, Doctor?
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DR. MORIN: Yes, it's a fair summary.
MR SMELLIE: Could this be marked, M. Chairman.
CHAI RVAN:  Woul d you tell the Secretary again which one you

are referring to, sir?

MR, SMELLIE: |I'msorry. |I'mgetting a little bit out of
order, Madam Secretary. It should be towards the bottom
of the few docunents that remain. M. Nettleton will help
you.

DR MORIN:. | also noted in that decision that FERC found an

RCE of 11.6 percent for ratemaking purposes on page --
Q - As you say, using a DCF nethodol ogy?

DR MORIN. Yes. But, you know, if you are going to quote
one part of the decision, the other is fair ganme too. The
conclusion of this particular order is 11.6 percent RCE

CHAI RVMAN:  That will be JDI -22.

DR MORIN. That's just bel ow footnote 51.

Q - Turn to page 45, Doctor, of your evidence. | would Iike
to tal k about market risk premuns for a bit.

DR MORIN Yes, | have it.

Q - Your estimate of the market risk premumin this case is
6.7 percent?
DR MORIN.  Correct.

Q - And you rely in order to arrive at that estimate firstly



on the published results of studies authored by those
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which I will suggest to you are prom nent and credible
researchers published in authoritative publications?
DR MORIN. Yes. The results are sumarized on page 48 in
that summary tabl e.

Q - And you include in particular two studies by |bbotson

Associ at es?
DR. MORIN:  Yes.

Q - And the four that are shown on page 45, that is to say
the Hatch White Canadi an Institute of Actuaries and the
two | bbotson studies are historic.

DR MORIN. That's correct. There is two ways of estimating
the market risk premum W can |look at history or we can

do it prospectively. On the table at page 48 four of the

studies are historical, |ooking back, and two of them | ook
forward
Q - Yes. You refer to -- well secondly, as | understand it,

you applied a prospective DCF analysis, as | think you
expl ained to us yesterday norning, to the Canadi an and US
aggregate equity markets?
DR MORIN. That's correct.
Q - And that's described on pages 47 and 48.
DR MORIN. That's correct. Dividend yield plus the growh

prospects of these aggregates.



Q - And the basis of those prospective studies again were
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Val ue Line, correct?
DR. MORIN. The growh forecasts were obtained from Val ue
Li ne, correct.

Q - Yes. Let's go back to the historical studies, Doctor
The first three studies that you refer to on that page
each use varying tinme periods which share a common
feature, they are all reasonably |engthy, and secondly
they all overlap each with the other to sone degree?

DR. MORIN. That's correct. They are different studies,
| ong periods, in some cases overlap, that's correct.

Q - And you tell us, and | have cone to understand how
inmportant it is that long historical time periods are
inportant in this determ nation of a risk prem um

DR. MORIN. Long periods are nuch better than short periods
because over short periods investor expectations do not
get realized. As long as the data is reliable, historica
data is fine.

Q - And have you had an opportunity, Doctor, to review Dr.
Yat chew s evidence that has been filed on behalf of J.D.
Irving in this proceedi ng?

DR. MORIN:  Yes.

Q - And you know therefore, and you will agree with ne that

he has also relied on various studies in his evidence?



DR MORIN. Well he has used only one nethod and that's the
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CAPM and --

Q - Has he relied on various studies in his evidence?

DR MORIN. He has relied on one technique, the CAPM and
one of the inputs for the CAPMis the market return, and
for that piece he has | ooked at various historical
studi es.

Q - And are you prepared to agree with nme, sir, that the
authors of the studies on which Dr. Yatchew has relied are
reput abl e econom sts, in sone cases | eading econom sts?

DR MORI N Yes.

Q - And their studies are published in |eading journal s?

DR MORIN. Sonme of them yes.

Q - Wuld you agree with nme that the nodels and techni ques
used by the authors on which Dr. Yatchew relies are well
recogni zed?

DR MORIN:  Yes.

Q - But the results and the market risk prem um esti mates
whi ch they proffer are not included in your estinates of a
mar ket risk premum are they?

DR MORIN. Well ny studies are here and that's it. | don't
go back to 1800s. | don't think the data is reliable.

And | tend to rely on historical studies that begin when

the stock market trading activity was significant.



Q - Let's go there for a bit shall we, Doctor. Can you agree
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with me that Princeton University Press is a prom nent
acadeni ¢ publi sher?

DR. MORIN:  Yes.

Q - Can you agree with nme that the London Business School is
one of the top such institutions in the worl d?

DR. MORIN. You are putting ne on the spot with that one,
having visited there. Yes.

Q - Are you famliar, sir, with the recently published text,
Triunph of the Optim st, authored by D nson, Marsh &
Staunton, all of that institution?

DR MORIN. | amnow | wasn't before.

MR. SMELLIE: Perhaps the Secretary could pass up to the
Panel the third and maybe second | ast docunent that [|'m
going to refer to. It's a docunent entitled "Triunph of
the Optimst, 101 Years of G obal Investnment Returns”, and
it is an excerpt, Chairman, of chapters 12 and 13.

MR. HASHEY: | believe this is one that falls into that
classification of a docunment not by a party here nor
havi ng been included as part of the evidence. A couple of
chapters of a docunent, |I'mnot saying it's m sl eading but
| just reserve at this point and would ask that it be
mar ked for identification.

CHAI RVAN: Do you want to mark it for identification?



MR. SMELLIE: Well, M. Chairman, nmay | respond briefly?
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CHAI RMAN:  Yes, go ahead.

MR. SMELLIE: It has certainly been referred to by a party
in this proceeding. It's been referred to by Dr. Yatchew
in his evidence, as well as in an interrogatory response
asked by nmy friend.

CHAI RVMAN:  Is that correct, M. Hashey?

MR. HASHEY: That | don't know. That | apol ogi ze --

CHAIRVAN: | presune that it isif M. Snellie --
MR. HASHEY: | don't -- if ny friend tells me that then
accept what he says. | haven't seen this before Mnday.

s this sonmething we asked to be produced? WMaybe you can
refer to the interrogatory it was referenced, please?

MR. SMELLIE: Just one mnute, M. Chairman.

MR MORRI SON:  Yes, we have it.

MR SMELLIE: | don't know that | have the exhibit nunber,
M. Chairman, but if sonebody could help me with the --

MR. HASHEY: Onh, it is in the evidence.

MR. SMELLIE: -- responses to interrogatories --

MR. HASHEY: OCh ny apologies. It has been incl uded,
believe. It's with part of your answers.

MR. SMELLIE: To be precise, M. Chairman, the question in
JDI NBP I R-17 was pl ease provide the original Dinmson

docunent cited at the bottomof tables 2, 3 and 4 of your



evi dence.
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The response was the Dinson docunent is a 338 page
nonogr aph entitled, et cetera, et cetera, et cetera. The
book is publically available. Attached as appendix A are
the specific pages fromwhich tables 2, 3 and 4 are drawn.

CHAI RVAN: W actually have it in our library. So if you
woul d i ke sone light reading tonight, M. Hashey, why we
will provide it.

MR. HASHEY: Well | have already read a couple of books on
betas. That is all right. No problem

CHAI RVAN:  JDlI - 23.

MR. SMELLIE: Thank you, Chairman. As | said, this is an
excerpt fromthe lengthy text. It includes two chapters,
12 and 13. The first dealing with equity risk prem um and
the second dealing with prospective risk prem um

Q - And, Doctor, have you had a chance to famliarize
yourself with this material given to your counsel on
Monday?
DR MORI N Yes.
Q - And I think we have already agreed that in trying to
establish an equity risk premum it is best to consider
t he | ongest possible period for which data are avail abl e.
Correct?

DR MORIN. As long as the data is reliable.



Q - And it is ny understanding having reviewed this material,
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Dr. Morin, that one of the things that D nson et al set
out to do was to determ ne over a period of 101 years
world wide risk prema relative to bonds?

DR. MORIN. That's correct.

Q - And at page 171 and 172 we see the result in figure 12-6
of that work, where they conclude that the geonetric nean
ri sk premum for Canada over bonds for the last century
was four and a half percent, correct?

DR MORIN. Over bills?

Q - No, over bonds

DR. MORIN. Over bonds.

Q - Page 172.

DR. MORIN. Yes. That's the geonetric nean, but of course
as shown on page 173 in a table there for purposes of
estimating the cost of capital -- and I'"'msure we will get
into that later -- the arithnetic nmean is nuch nore
relevant and it's shown as 6.0 percent for Canada and 7
percent for United States. And that's quite consistent
with nmy range, which is roughly between six and seven
percent. A little closer to seven.

Q - And at page 182 of the exhibit, Doctor, in discussing
prospective risk premium the authors observe in the third

full paragraph on that page that the least volatile equity



mar ket in the 20th century has been Canada, which al so has
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the smal |l est gap between its arithnetic and geonetric
means, correct?

DR MORIN. That's correct.

Q - Do you take issue with that?

DR MORIN. What page are we on?

Q - 182.

DR MORIN. COh sorry. Yes, | agree. Well, it's there.

Q - And with respect to the conclusion reached at page 172,
t he annual equity risk premumfrom 1900 to 2000, we
agree, Doctor, that if 2001 and what has passed us by in
2002 so far were to be included, the Canadi an market risk
prem um woul d certainly not be higher than what Di nson et
al have concluded, would it?

DR MORIN. No. | agree with the Dimson conclusion that --
basically on page 173 that -- on that table there that for
Canada the risk premumis 6.0 percent, for the USit's
7.0. And a 6 to 7 range to ne is quite reasonabl e.

Q - Al right. 1Is it correct for me to say, Doctor, that
there is a distinction between historical market risk
prem unms and the market risk prem um which woul d be
required to attract investors?

DR MORIN. Well the historical risk premumis a proxy for

the prospective risk premum W are trying to use



hi story as a gui de, because over very, very long tine



Q

Q
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periods investor expectations do get realized or else
nobody woul d ever invest any noney. So by |ooking at |ong
periods we are using historical premumas a proxy for
expect ati ons.

And it is the expectation which needs to be estinmated?

DR MORIN. That's right. W are trying to get a handle on

this elusive expected return in the mnds of investors.

And we rely on history in part to do this.

- And do you acknow edge, to conme back to my original

guestion, Doctor, that the historical nmarket risk prem um
and the market risk prem um which would be required to

attract investors, may be different?

DR. MORIN. They may be different but we can test for that.

And t his has been done extensively by |bbotson, the sane
| bbot son you quoted earlier. And they find that the -- in
the historical data that there is no pattern, there is no
serial correlation, to enploy a technical term between
successive risk premuns fromyear to year. And that
means in |ayman's | anguage that the best estimte of
tomorrow s historical risk -- or tonmorrow s risk prem um
is the average over very long tinme periods, because there
is no pattern in the data.

And - -



DR MORIN. So | don't have a problemwth the 6 to 7 range
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in the Dinson study. It's quite consistent with what |
use.
Q - Are you famliar with Professor Blanchard, Doctor?

DR. MORIN:  No, |'m not.

Q - You don't know his work?

DR MORIN. GCh | know his nane and | know who he is, but |'m
not famliar intimately with his work, no, |I'mnot.

Q - Are you famliar with his paper cited in Dr. Yatchew s
evidence entitled "Mvenents in the Equity Premunt, in
whi ch he concl uded that the nmarket risk prem um has
declined over the course of the |last century, and by the
early 1990s was in the range of two to three percent?

DR MORIN. Well, | would contradict Professor Blanchard in
that regard, because if you | ook at the year to year
mar ket risk premuns in the |bbotson data, you find a 0.0
serial correlation in successive stock market returns.

In other words, there is no history. There is no
pattern in the risk premuns. And therefore the best
estimate of tonorrow s market risk premiumis the
hi storical average. |It's sort of like a coin tossing
gane. |If you toss a coin 100 tines, on average you expect
50 heads and 50 tails. But in any given successive toss

you might find a sequence of three heads or four tails.



But if you toss the coin |ong enough you will find on
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aver age 50/ 50.
It's exactly the sane thing we are trying to do here.
If we |ook at the long, long, long historical record --
and we see no pattern in the data. In other words, we
don't have a | oaded dice or a |oaded coin, | should say.
W can rely on the average historical as a proxy for the
future.
Q - Do you know Dr. Blanchard to be a recogni zed econom st
who works at MT, a top institution?
DR MORIN. It's not sonmebody |I'mthoroughly famliar wth.
Q - Al right. Now as you told us yesterday and as we have
alluded to earlier -- and maybe you can't help ne with the
second question |I'mabout to ask you -- but you did use a
DCF or a dividend growmh nmodel in two of your six
estimates of the market risk prem unf
DR MORIN. Yes. One way to neasure the risk premumis to
do it prospectively. Look at the dividend yield on the
aggregat e stock nmarket plus the growh expectation on the
stock market. Add the two together and that will give you
an estimate of expected return.
Q - Do you know, Doctor, whether in his 1993 paper that |
have nmade nmention, of whether professor Blanchard used a

di vidend growth or a DCF nodel ?



DR MORIN. I'mnot famliar with that. But that's a fairly
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standard technique to estimate an expected return is to
use the DCF net hod.

Q - And are you famliar with the 2001 paper by James C aus
and Jacob Thormas entitled "Equity Premia as Low as Three
Percent ?, evidence from anal yst's earnings forecast for
donmestic and international Stock Markets", which is found
in the Journal of Finance?

DR MORIN. No, I"'mnot famliar with that. | did ny own
study on that dividend yield plus growh, and it showed
about 7 percent risk premum The sanme as the historical
st udi es.

Q - Do you subscribe to the Journal of Finance, Doctor?

DR MORIN.  Yes, | do.

Q - And you are not famliar with this article?

DR. MORIN. No, I"'m-- increasingly over the years |'m
having a hard tine trying to understand the Journal of
Fi nance.

Q - well if that's your feel then | certainly understand it
frommy perspective, Doctor.

DR MORIN. And | don't have the tine to --

Q - So you are not aware --

DR MORIN. | don't have the tine to read every single

article in the Journal of Fi nance.



Q - You are not aware that O aus and Thomas concl ude that the
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mar ket risk premumfrom 1985 to 1998 was between 3 and 4
percent ?

DR MORIN. Well that's not what the studies that we are
guot i ng here suggest.

Q - Well you are suggesting that that's not what C aus and
Thomas concl uded?

DR MORIN. No. |I'msuggesting that the D nson thing that
we went on and on and on from 1900 until today suggests 6
to 7 percent.

Q - Are you famliar, Doctor, with the 2002 paper by Eugene
Fama and Kenneth French entitled "The Equity Prem um'?
DR MORIN: Yes, | amfamliar with that one.
Q - Also published in the Journal of Finance?
DR MORI N Yes.
Q - They are both | eading econom sts?
DR MORIN. Yes, they are. They are |eading finance people.
Q - And that publication in that journal, recalling our
di scussi on yesterday, woul d have undergone a thorough peer
revi ew process?

DR MORIN:  Yes.

Q - And do you understand that their conclusions are based on
data for the period 1951 to 20007

DR. MORI N: Yes.



Q - And that they conclude that the market risk premumis in
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a range from2.55 to 4.32 percent?

DR MORIN. Yes, | have read that. | don't agree with it
obviously. It sinply does not explain investor behaviour
over the | ast several decades.

Q - You did sone ranking in one of your exhibits, Doctor
Wul d you consi der that Eugene Fama is one of the top 10
econom sts in the worl d?

DR. MORIN. He is certainly one of --

Q - Finance, excuse ne.

DR. MORIN: Yes. He is not an econom st.

Q - No.

DR MORIN. He is financial econom st.

Q - Right. Subject to that you would agree with nme?

DR MORIN. Yes, | would agree that he is one of the |eading
scholars in the field. And has published many, many, nany
controversial articles and is a very, very -- a good word
woul d be provoking schol ar that questions status quo and
generates a | ot of subsequent studies, follow ng his own
studies. And it always turns out it seens that sone of
his conclusions are sonetinmes a little bit extrem st, but
not al ways.

Q - At least as we have it, Doctor, in our |ast discussion

or our discussion over the |ast few m nutes, your



prospective study |leading to a seven and a hal f percent
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market risk premumin the USis markedly different than
the estimates that we have just been discussing, correct?

DR MORIN. Yes. | was |ooking forward and dividend yield
plus grow h of anal ysts suggests just add the two nunbers
toget her, seven and a half percent risk prem um

Q - And the studies that we have been tal king about, at |east
to the extent that you are famliar with them are also
forward | ooki ng?

DR. MORIN: They are prospective in nature, yes.

Q - | amadvised, Doctor, and I would ask you whet her or not
it's the case that the historical equity risk prem um
| evel s of which that appear in four of your studies have
been questioned for sonme tine. |s that your understanding
as wel |l ?

DR MORIN: Well the historical data is what it is. Those
results are observed realized results. In that sense you
really can't question it. The results are what they are
over these long tinme periods.

Q - Excuse ne, one second.

DR. MORIN. What has been questioned maybe is playing around
W th years and sub-periods and the |like, but the results
are what they are.

Q - Forgive ne, Doctor, | misstated ny question. Wat | am



trying to get at it is whether or not it is your



Q

Q

Q
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understanding that the historical risk prem uns have been
guestioned as expectations or estinmates of risk prem uns

goi ng forward?

DR MORIN. That's a very difficult pill to swallow, because

you woul d have to assune that investors for the | ast
hundred years have been essentially conpletely wong.

That their expectations were never, never, never realized
and yet they continue to invest noney in stocks and bonds.
| don't subscribe to that notion that investors are sort

of masochistic in nature. Realizations nust match
expectations if we expect people to invest noney. So
that's a difficult case to nake that we have been w ong

for all these decades.

- Are you famliar with a paper by Mehra & Prescott called

the equity prem um a puzzl e?

DR MORIN. Not really. Not enough to discuss it with you.

Do you know who Prescott is?

DR MORIN. No, | don't.

Now at page 49 of your evidence, Doctor, in discussing
t he wei ght that should be given to US risk prem um
estimates, you nmake reference at line 26 to another study
by | bbotson Associates entitled, "Stocks, Bonds, Bills and

I nflati on, The 2002 Year book"?



DR MORIN. Yes, that publication is pretty standard and



- 1193 - Cross by M. Snellie -
wel |l known and wi dely used in our business.
Q - Indeed. And you have relied on other |bbotson studies in
arriving at your estimte of a seven and a half percent
hi storical |bbotson Associates' US estimate of the market
ri sk prem unf

DR MORIN. That's correct. |It's a very well known and
wi dely cited nunber.

Q - It appears imediately to the left of where we are
| ooki ng now on page 48. Correct?

DR. MORIN. Correct. Yes, that's the sanme nunber you see
t here under |bbotson US 7.5 percent.

MR. SMELLIE: Could |I ask the Secretary to hand up to the
panel a docunent that |ooks like this, black front cover.

This is a very brief excerpt, Chairnmn.

CHAI RVAN:  Par don ne?

MR. SMELLIE: This is a very brief excerpt fromthe docunent
that Dr. Morin and | have just been discussing. And
havi ng been referred to in the evidence of the wtness,
could it be marked as the next exhibit?

CHAI RVAN:  JDlI - 24.

Q - I want to refer you, which is easily done, Doctor, given
the size of the docunent, to page 181 of the study, which

in turn cites work by Ibbotson and Chen, in which they



conclude or calculate that the equity risk prem um based
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on the supply side earnings nodel is calculated to be 3.97
percent, 1.25 percentage points |lower than the straight
historical estimate. Do you see that?

DR MORIN.  Yes, | was puzzled when | read that because the
historical estimate is well known. It appears in nost of
the textbooks. It's 7.5 percent. And 3.97 is not 1.25
| oner than the straight historical estimate which is
wi dely known to be about seven and a half. | would have
to read all the details here. You have skipped 20, 25
pages. | would have to read that. But that puzzled ne a

little bit.

Part of the -- | think answer to this seemngly
puzzling result is the use of geonetric neans as opposed
to arithnetic nmeans. That might be the culprit here
explaining this inconsistency. If we were to use the
arithnetic mean, we woul d probably see sonething closer to
six percent. But | would have to check that. Do you
under stand what | am sayi ng?

Q - Ch no. Oh no, | understand.

DR MORIN.  You just --

Q - Surprisingly, | do.

DR MORIN. You and | agree that it has historically been

7.5.



Q - So let's see if we can't



Q

Q
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DR MORINN So | can't reconcile --

- Let's see if we can't clarify that, Doctor, by asking the
Secretary one last tine to produce the |ast of the papers
| wll be referring to. This is a docunment, Doctor, which
you have a copy of fromthe Yale International Centre for
Finance. It is a March 2002 worki ng paper, "Stock Market
Returns In The Long Run: Participating In The Real
Econony."” Robert G |bbotson and Peng Chen

CHAI RVAN:  Any difficulty with that, M. Hashey?

MR. HASHEY: What is the reference to a working paper? That
bothers nme a little bit. And it doesn't seemto be an
authoritative article.

MR. SMELLIE: Well it's authoritative, M. Chairman, in the
sense that exhibit JDI-24 references it, which is a
docunent that New Brunswi ck Power relies upon in the
evi dence of Dr. Morin.

HASHEY: It is referenced as a working paper?

SMELLI E:  Yes.

HASHEY: Ckay.

2 ® 3 3

SMELLI E:  Thank you.
CHAI RVAN: JDI - 25.
- | have conme to understand this, Doctor, but |bbotson's

name cones first, so that neans he is the senior author in



this tandem is that right? 1Is that the usual norn?
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DR. MORIN.  Yes, usually the al phabetical order would be in
order, but |bbotson nmust be the | eading author here since
his name cones first, despite the fact that al phabetically
it shoul d be second.

Q - Were |l wwuld like to take you, Doctor, is to page 15 of
the paper. And there we find the answer to the conundrum
that you were kind enough to point to nme, but also
confirmati on of what appears in exhibit JD -24. |'mjust
about in the mddle of the page, Doctor. And | find this
st at enent under Conclusions. "The equity risk premumis
estimated to be 3.97 percent in geonetric terns and 5. 90
percent on an arithnetic basis.” Conundrum sol ved?

DR MORIN. Yes, it is. Yes. On page 1, the very front
page there in the abstract he repeats that same assertion,
the next to the last line. "The long termequity risk
premumis estimated to be about 6 percent arithmetically
and 4 percent geonetrically."

So, indeed, we have solved the puzzle.

Q - And you will also observe, having had a chance to
famliarize the paper with -- yourself with the paper
that with this statenent, Doctor, at the bottom of page 15
and over 16, "Due to our |lowered equity risk prem um

estimate (conpared to historical performance), sone



investors should |l ower their equity allocations and/or
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increase their savings rate to neet future liabilities."
Do you see that?

DR MORIN. Yes, that's the inplication of their result.

Q - Now at page 50, Doctor, of your evidence where you carry
on with your discussion of the weighting of U S. results,
and in particular with respect to the integration of
markets, at lines 5 to 6 you say, and | quote, "The |ong
run tendency for real interest rates and exchange rates to
revert to parity suggests an integrated capital market."

Do you see that?

DR. MORIN:  Yes.

Q - You are referring there to Canada and the U. S.?

DR. MORIN. No, I'"'mreferring to world markets. There is a
convergence between real interest rates and exchange rates
to always cone back to parity. And that suggests that
there is growing integration on capital markets.

Q - Can we talk about the U. S. and Canada, Doctor?

DR MORIN. This refers to a world nmarket phenonenon, not
U S., Canada.

Q - Thank you.

DR MORIN. The differences right now between |ong term
Canadas and long termU.S. treasuries are virtually zero.

Q - And | suppose | should have asked you this, Doctor, and I



will give you the opportunity. |bbotson and Chen get 5.9
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percent arithmetically?
DR MORIN: Yes. 6 percent.
Q - About 6 percent?
DR MORI N Yes.
Q - And you get 7.5?
DR MORIN. | get 6 -- no, | don't. | use a range of 6 to 7
and closer to 6.7. | used five studies, renenber.
| bbot son is one of them
So if you ook at the summary table of ny results --

Q - At page 48?

DR MORIN. -- at page 48 --
Q - Yes.
DR MORIN. -- the results -- the lowis 5.5. The highis

7.5. Average about 6.7.
Q - Right.

DR MORIN. And all the studies that you and | have been
tal king about for the last two hours, you know, 6 to 7
percent is not a bad range.

Q - Ibbotson gets about 6 percent arithnetically?

DR MORIN:. And 7.5 historically.

Q - And you get in your prospective --
DR MORIN. Ch, | see, okay.

Q - -- Value Line U S. study 7 1/2 percent?



DR MORIN. That's correct. Dividend yield plus growth
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forecast of analysts. The return is equal to the dividend
pl us the capital gains.

The dividend is sonmething |ike of the order of 2
percent. G owh prospects are higher than that. You
subtract the bond yield. And you get about 7.5 percent.

Q - So are you saying that the nethodol ogies are different
and that is the explanation?

DR. MORIN. That could be one explanation, yes, and the
sanple. 1'musing the Value Line conposite index of 1,800
stocks for which growmh forecasts are available. So nmaybe
a different index.

Q - Al right, sir. And the reason | ask the question
Doctor, is that both you and | bbotson and Chen are using
prospective net hodol ogi es. You understand that?

DR MORIN. Yes, | do. | suspect that they use the S&P 500.
And | use a much broader aggregate of stocks which
i ncl udes higher gromh stocks. That may -- higher risk
stocks as well -- that may explain the higher risk
prem uns. Because you are including a | ot nore stocks
that are high growh and therefore riskier. 1n other
words |I'musing a broader index of equities.

Q - Dr. Morin, is it the case that options on stocks provide

information to i nvestors on what the market thinks the



val ue of the asset or stock may be in the future?
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DR. MORIN. Futures markets and options markets provide
price signals about possible futures prices, yes. Sone
peopl e view futures nmarkets or commodity futures markets
as a forum for expectations about future prices. So the
answer woul d be yes.

Q - Are you of the view, Doctor, that options nay assist in
establishing return on equity, given that they --

DR. MORIN. | have never done that before. And | don't know
of any witness that has done that before. It is not
sonmet hing that | have ever seen before, but --

Q - Just to be clear, you haven't exam ned the possibility of
using option prices to infer the risk premumfor firns?

DR MORIN:  No, | have not.

Q - And you are not aware of any recent work on the subject?

DR MORIN. I'mnot aware of any witness that has used this
in regul atory proceedi ngs.

Q - Are you aware, aside fromw tnesses in regulatory
proceedi ngs, of any recent work on the subject?

DR MORIN. No, I"'mnot. | haven't followed that.

Q - Doctor, does the coupon rate of issued debt reflect what
the investor in the marketplace feels is a satisfactory
return on its investnment?

DR MORIN. For a newy issued bond you will establish a



coupon rate that reflects current interest rates. And if
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that new bond that is going to be issued tonorrow norning
is issued at par, then one can conclude that the coupon
yield or coupon rate is a good proxy for expected returns
on the bond, provided it sells at par.

Q - Doctor, wll you confirmfor nme that your recomended
return on equity for New Brunsw ck Power Transm ssion does
not include any adjustnent for floatation costs associ ated
with the procurenent of equity capital ?

DR MORIN:. That's a good question. Yes, it does not.
Because the conmpany in the past has not raised equity
through a public offering with an investnent banker,
incurring all these fees.

And for that reason | did not include floatation costs
in this particular proceeding. But | normally do that in
the case of a conmpany that has issued stock in the past
and incurred those costs. So the answer is yes.

Q - | take it however --

DR MORIN: So the answer, it is confirned.

Q - Typically, Doctor, a floatation cost adjustnment woul d be
in the range of how many basis points?

DR. MORIN.  Roughly 20, 30 basis points. The recomendati on
i nclusive of floatation costs would be roughly 11. 3.

It is sort of like closing costs on a honme nortgage.



I f you include those in your honme nortgage rate it is



- 1202 - Cross by M. Snellie -
costing you a little bit nore than what the stated rate
is. It is the same idea here. But this is not rel evant
here in this proceeding. So | did not include it.

MR. SMELLIE: That concludes nmy cross exam nation, M.

Chai rman. Thank you, Ms. MacFarlane, Dr. Morin. |'m
obl i ged for your patience and answers.

DR. MORIN. Thank you.

MR. SMELLIE: Subject to -- | think there may be a coupl e of
under t aki ngs.

MR. HASHEY: Yes. W will try to have those for you in the
norning i f possible.

CHAI RVAN:  Ckay. | think we will break now

DR MORIN. M. Chairman, | do have one response to the
undertaking. | have it already.

CHAI RMAN: Ckay. Please go ahead.

DR. MORIN. Do you renenber, M. Snellie, when you asked ne
to produce the exact reference to the Booth and Berkow tz
evi dence on the betas?

MR SMELLIE: Yes.

DR. MORIN: And that appears in -- | found it during the
lunch break. It is in JDI-2 which is the response to
I nterrogatories subntted by NB Power, IR 16, appendi x B,

page 36.



And you will find there sone raw betas that we
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di scussed, you and | earlier today.

MR. SMELLI E: Thank you, Doctor.

DR MORIN. Excuse ne, M. Chairnan.

CHAI RMAN:  No. Thank you. We will break. But just before
we do, |ooking at tonmorrow -- if ny nenory serves ne
correctly we are down now to Mai ne Public Service Conpany,
is that correct? | think so.

Then | saw M. Belcher here previously. | don't -- he
is not here now But |I'mjust wondering. Does anyone
know i f the Northern Miine |Independent System
Adm ni strator has any questions?

MR. SCOTT: M. Chairman, | was talking to himearlier
today. And he was interested in questions for the next
panel .

CHAI RVAN:  The next panel ? Ckay.

So M. Zed, you have no questions of this panel?

MR. ZED: No, M. Chairnman.

CHAIRMAN:  So | guess it is the Province of New Brunsw ck?
You don't have any questions either?

MR KNIGHT: No, we don't.

CHAIRVAN:  So it is Saint John Energy?

MR. YOUNG No questions, M. Chairnan.

CHAI RVAN:  How about WPS Energy Services Inc.? And Board



counsel ?
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MR MACNUTT: Yes. | have about an hour to an hour and a
hal f .

CHAI RMAN:  Well, knowing M. MacNutt's track record we wil|l
certainly break now then.

Yes, M. Snellie?

MR. SMELLIE: My | just ask a question. You will
appreciate that M. Nettleton and | have been focusing on
Panel B matters this week. And he is concerned w th Panel
Cmatters. And I'mjust wondering if there are any
prelimnary thoughts on how far we mght intend to get
with Panel C.

What I"'mdriving at, sir, is M. Nettleton could
usefully be in Calgary tonorrow afternoon. And if it was
necessary to accommodate himin that regard, could JDI, if
we were reached, and | suspect we won't be, sinply drop
down the order in the cross exam nation of Panel C as I
say, should we get that far tonorrow?

CHAI RMAN:  Certainly the Board has no difficulty with that.

You will have to speak to your fellow Intervenors.

MR. SMELLIE: M. Hashey has already told ne, sir, that he
has no difficulty with that.

CHAI RMAN: No. But sonebody else will be put further up the

| adder if you --



MR. SMELLIE: Which is why | nention it on the record, M.
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Chai rman - -

CHAI RVAN:  Yes.

MR. SMELLIE: -- as to whether any other Intervenors have a
problemw th that.

CHAI RVAN: M. Zed?

MR ZED: | would certainly be prepared to ask questions in
the Nova Scotia Power slot but not in the Enera Energy
slot if we happen to reach that juncture tonorrow.

CHAI RVAN: Okay. Well, let's just look at it for a nonent
then. Because certainly Baysi de Power has not been here
or has not partici pat ed.

And you, M. Snellie, and your client have been
representing the Canadi an Manuf acturers and Exporters.
The Gty of Summerside has not been here. M. Zed doesn't
want to go ahead in the Enmera slot. W are |ooking at
Energi e Edmundston, and they haven't participted actively.
Then we are looking at M. GIlis.

MR. HASHEY: M. Chairnman, | attenpted to reach M. Gllis
at the break this afternoon to see if he would be asking
guesti ons.

And | left a nessage with his secretary on her
answering machi ne, which I thought would be hel pful. And

| amquite willing to call himback to see if he will be



participating. None of us have any idea that | know of on
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t hat .

CHAI RVAN:  Ckay.

MR. HASHEY: And | thought that m ght hel p, because that
woul d obviously fill in a piece of it.

MR. SMELLIE: So | guess, M. Chairman, what |'m asking for
i s your indulgence, rather than sinply being dropped down
the |ist.

We are not -- if we are first up, either in the CVE or
the JDI slot, I'mafraid, sir, that we have a problemin
ternms of being ready to go with cross exam nation for
Panel C tonmorrow. That is really what |I'm saying to you.

CHAI RMAN: Wl l, we seemto be noving right along, to say
the least. | have no sense of it at all. But counsel
certainly probably does.

Do you think that we will have sufficient tine next
week to deal with Panel C? No problenf

MR. HASHEY: That is sonmething | can't estimate obviously.
But nmaybe M. Nettleton could give us an idea of the tine,
based upon his experience here on this panel as to how
Il ong he mght be. And that will probably give us a pretty
good direction, | would expect.

| have, by the way, M. Chairman, spoken to M.

Nettleton indicating that | anticipate he woul d be cross



exam ni ng on Monday, did indicate to himthat, as
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indicated to the Board, that Ms. MacFarl ane cannot be here
on Tuesday norning and he has graciously agreed that he
woul d direct his questions to her on Monday and the
guestions to the other nenbers of the panel could continue
so that we wouldn't | ose that half day.

MR NETTLETON: M. Chairman, at this tinme | believe |I'm
going to be at least a full day. | can't see the areas of
cross examnation that I wish to pursue take nore than a
hal f day further than the first.

So as ny friend here has indicated, | am planning ny
cross exam nation such that the questions can be directed
to Ms. MacFarl ane on Monday and the other areas, if
necessary, could be pursued on Tuesday.

CHAI RMAN:  Good. Thank you, M. Nettleton. [It's just
Tuesday norning that you are not available. M.

Nettl eton, you are going to mss the Mayor's breakfast you
know on Friday norning. | just don't know how you can
possi bly do that.

MR. NETTLETON:. | am sure you are shocked and di smayed at
that and | apol ogi ze in advance and feel adnonishnment is a
proper thing.

CHAI RVAN: Al right. Wll we will adjourn then and

reconvene tonorrow and may you have a safe journey hone,



M. Nettl eton.
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MR. NETTLETON: Thank you, sir.

MR. HASHEY: M. Chairnman, maybe | should get sone
di rection, because we do have one panel nenber who is not
here who will be giving the presentation, nanely M.
Marshall. He can be here. But if the desire is not to do
the presentation until Mnday and not to proceed with
Panel C, we can certainly put people to work on their
other, as you can imagine, things that are pressing them
at the nonent.

CHAI RVAN:  Well | don't want to -- | would like to see the
panel here and have it make its presentation.

MR. HASHEY: That's fine.

CHAI RVAN:  So we have got that done, and there may be sone
matters that the Board has been holding its tongue in
reference to some things that Ms. MacFarl ane said
yesterday or today that we may want to pursue at that tine
just in anticipation. | don't know.

MR HASHEY: That's fine.

CHAI RMAN:  Let's carry on with what we can do tonorrow. |
think that's what --

MR, HASHEY: Just so that | know. That's no problem

CHAI RVAN:  All right.

MR. GORMAN: M. Chairman, on behalf of Saint John Energy we



wi || have sone questions for this panel but we woul d not
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be ready to go tonorrow and we would al so want to get put
of f until next week. |If the order gets changed --

CHAI RMAN:  You nean this panel, M. Gorman, or --

MR. GORMAN:  No, no. The next panel

CHAI RVAN:  The next panel.

MR. GORMAN:. Panel C. Sorry.

CHAI RVMAN: | don't understand you | awers, but -- all right.
We will adjourn until 9:30 tonorrow norning.
( Adj our ned)

Certified to be a true transcript of the proceedings of this

hearing as recorded by nme, to the best of ny ability.
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